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GovERNMENT NOTICES ® GOEWERMENTSKENNISGEWINGS

DEPARTMENT OF TRADE AND INDUSTRY

NO. 232 16 MARCH 2018

COMPANIES ACT, 2008 (Act 71 of 2008)

FINANCIAL REPORTING PRONOUNCEMENT 1
SUBSTANTIVELY ENACTED TAX RATES AND TAX LAWS UNDER
INTERNATIONAL FINACIAL REPORTING STANDARDS AND INTERNATIONAL
FINANCIAL REPORTING STANDARDS FOR SMALL AND MEDIUM
ENTERPRISES

I, Dr Rob Davies, Minister of Trade and Industry, pursuant to the publication of notice
1446 in government gazetie no 41338 dated 18 December 2017 for wider public
consultation, publish the final notice on Financial Reporting Pronouncement 1. The

final notice comes into force on the date of publication.

|
Dr Rob Davies, §
Minister of Trade and Industry

_™\_Pebruary 2018

This gazette is also available free online at www.gpwonline.co.za



STAATSKOERANT, 16 MAART 2018 No. 41503 5

FINANCIAL REPORTING
PRONOUNCEMENT 1

SUBSTANTIVELY ENACTED TAX
RATES AND TAX LAWS UNDER IFRS
AND IFRS FOR SMEs

Issued xxx 2017
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FRP 1 SUBSTANTIVELY ENACTED TAX RATES AND TAX LAWS UNDER
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COPYRIGHT © 2017
THE FINANCIAL REPORTING STANDARDS COUNCIL

Copyright in all publications originated by The Financial Reporting Standards
Council rests in the Department of Trade and Industry.
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FRP 1 SUBSTANTIVELY ENACTED TAX RATES AND TAX LAWS UNDER
IFRS AND IFRS FOR SMEs

PREFACE

Financial Reporting Pronouncement 1 (FRP 1) has been issued by the Financial
Reporting Standards Council (FRSC). it is applicable to companies within the
ambit of the Companies Act 71 of 2008 applying either Intemational Financial
Reporting Standards (IFRS) or IFRS for SMEs. It is applicable to both the 2009

and 2015 version of IFRS for SMEs.

FRP 1 addresses the issue of when changes in tax rates and tax laws that are
announced by the Minister of Finance during the annual Budget Siatement are
regarded as substantively enacted, in a South African context, under IFRS and

IFRS for SMEs.

With reference to the Preface to Documents Issued by the FRSC (Preface), the
FRSC may issue Financial Reporting Pronouncements (FRPs) to provide
authoritative guidance to preparers, auditors and users of financial statements,
thus facilitating the standardisation of financial reporting.

This FRP has the same authority as IFRS and IFRS for SMEs.

This gazette is also available free online at www.gpwonline.co.za
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FRP 1 SUBSTANTIVELY ENACTED TAX RATES AND TAX LAWS UNDER

IFRS AND IFRS FOR SMEs

SUBSTANTIVELY ENACTED TAX RATES AND TAX
LAWS

References

IFRS:

« 1AS 8 — Accounting Policies, changes in Accounting Estimates and Errors
« IAS 10 Events after the Reporting Period
¢ |AS 12 income Taxes

IFRS for SMEs:

s Section 10 — Accounting Policies, Estimates and Errors

s Section 29 income Taxes
« Seclion 32 Events after the End of the Reporting Period

Background

1.

The Accounting Practices Board {APB) issued AC 502 -~ Substantively
Enacted Tax Rates and Tax Laws in 2006 as a local interpretation. Following
the proposed withdrawal of Statements of Generally Accepted Accounting
Practice (GAAP) in 2012, SAICA issued this local interpretation as Financial
Reporting Guide 1. The Financiai Reporting Standards Councll (FRSC) has
considered the content of this Guide and has decided to issue it as a Financial
Reporting Pronouncement (FRP). Although AC 502 and the SAICA Financial
Reporting Guide 1 were local interpretations of IFRS, they address a concept
that is equally relevant under IFRS for SMEs. Hence, this FRP applies to both
IFRS and IFRS for SMEs. The only changes of subsfance relate to
incorporating the relevant references from IFRS for SMEs as well as revising
the illustrative examples to reflect both a change in corporate fax rate and a
change to the inclusion rate for capital gains.

The Minister of Finance may announce changes in tax rates and tax laws
during the annual Budget Slatement.

In terms of paragraphs 46 and 47 of 1AS 12, paragraphs 28.6 and 29.18 of
IFRS for SMEs (2009 version) and paragraphs 29.6 and 28.27 of IFRS for
SMEs (2015 version®), both current and deferred tax assets and liabilities are
to be measured using the tax rates and tax laws that have been enacted or
substantively enacted by the end of the reporting period

T IFRS for SMEs 2015 version has a mandatory effective date of anoual periods commencing on or after 1
Janvary 2017.

This gazette is also available free online at www.gpwonline.co.za
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FRP 1 SUBSTANTIVELY ENACTED TAX RATES AND TAX LAWS UNDER
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4. Paragraphs 29.6 and 29.18 of IFRS for SMEs (2009 version) and paragraphs
29.6 and 29.27 of IFRS for SMEs {2015 version) state that tax rates and tax
laws are regarded as substantively enacted when the remaining steps in the
enactment process have not affected the outcome in the past and are unlikely

to do so.

issue
5. In a South African context, the issue is: when should changes in tax rates and
tex laws that are announced by the Minister of Finance during the annual

Budget Statement be regarded as substantively enacted?

Congensus

8. Changes in tax rates should be regarded as substantively enacted from the
time that they are snnounced in terms of the Minister of Finance’s Budget
Statement. However, this only applies where the change in tax rates is not
inextricably linked to other changes in the tax laws. To be regarded as
substantively enacted there should be the required degree of certainty that the
announced changes would be promulgated in a substantially unchanged

manner.

7. When changes in the tax rates are inextricably linked to other changes in the
tax laws, they should be regarded as being substantively enacted when they
have been approved by Parliament and signed by the President.

8. Changes in tax laws other than those covered in paragraphs 6 and 7 above,
should be regarded as being substantively enacted when they have been

approved by Parliament and signed by the President.

9. The changes in tax rates and tax laws should be applied to the period to which
they relate. For example, a change in tax raies could be announced during a
tax year as being applicabie to the following year, in which case the current tax
balances in the balance sheel would be based on the previous tax rate,
whereas the deferred tax balance in the balance sheet would be based on the

new tax rate.

Effective date

410. An entity shall apply this FRP for annual periods beginning on or after xxx2.
Earlier application is permitted and is encouraged. If an entity applies this FRP
for an earlier period, it shall disciose that fact.

2 Proposed effective date is annval periods beginning on or after 1 January 2018.

This gazette is also available free online at www.gpwonline.co.za
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11. This FRP shalil be applied retrospectively subject to the provisions of |AS 8
Accounting Policies, Changes in Accounting Estimates and Errors (for entities
applying IFRS) and Section 10 Accounting Policies, Estimates and Errors (for

entities applying IFRS for SMEs).

This gazette is also available free online at www.gpwonline.co.za




12 No. 41503

GOVERNMENT GAZETTE, 16 MARCH 2018

FRP 1 SUBSTANTIVELY ENACTED TAX RATES AND TAX LAWS UNDER
IFRS AND IFRS FOR SMEs

IHustrative examples and disclosure guidance

These examples accompany, but are not part of this FRP. The exampies are
merely illustrative and do not purport to reflect the tax laws and tax rates applicable

in South Africa.

IE1

IE2

IE3

1E4

Capital gains are included in taxable income on a proportionate basis. On 23
February 20X5 the Minister of Finance In the Budget Statement announces

the following changes:

s a change in the corporate tax rate from 30% to 29%. This change is
effective for entities with a year of assessment ending on or after 1

April 20X5; and

e a change in the inclusion rate of capital gains from 66.6% fo 80%. This
change is effective from years of assessment begininng on or after 1

March 20X5.

On the basig of this FRP, the date of substantive enactment for both the
corporate tax rate, and the capital gains tax rate, change is 23 February
20X85, this being the date of the Budget Statement. However, for entities with
a year end prior to 1 April 20X5, the rate of tax to be used for current fax is
30%, since the corporate tax rate change applies to entities with years ending
on or after 1 April 20X5. For capital gains arising in years of assessment
beginning before 1 March 20X5, 66.6% of such gains should be included in
the calculation of current tax; whereas an inclusion rate of 80% should be
used for capital gains arising in years of assessment beginning on or after 1

March 20X5.

In terms of paragraph 28 of IAS 34 ~ Inferim Financial Reporting?, an entity is
to apply the same accounting policies in its interim financial stalements as
are applied in its annual financial statements, which means that current and
deferred tax balances in interim financial statements are fo be measured
using tax rates and tax laws that have been ehacted or substantively enacted

by the date of the interim balance sheet.

in keeping with the previous paragraphs, the current and deferred fax
amounts in the balance sheet should be dealt with as outlined below.

Entity’s year end is before 23 February 20X5

Current 1ax balances should be measured at 30% and 66.6% of capital
gains should be included in the calculation of taxable income (i.e. an
effective CGT rate of 19.88%* should be used).

L

3 IFRS for SMEs does not address interim financial reporting,

4 66.6% x 30% = 19.98%

This gazette is also available free online at www.gpwonline.co.za
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The deferred tax balance disclosed on the balance sheet at year end
should be based on a tax rate of 30% and an inclusion rate for capital
gains of 66.6%. Where these financial statements are approved for
issue after 23 February 20X5, the entity should include a subsequent
event note in the financial statements fo the effect that the deferred tax
balance will change in the future as a result of the change in corporate
tax rate from 30% to 29% and the change in CGT rate from 19.98% to
23.2%5. For these entities the change in tax rates will be reflected in the

following year's financial statements.

Entity's vear end is between 23 February and 31 March 20X5

£ 2

®

Current tax balances should be measured at 30% and 66.6% of capital
gains should be included in the calculation of taxable income (i.e. an

effective CGT rate of 12.98% should be used).

The deferred tax balance shown on the balance sheet at year end
should be measured using a fax rate of 20% and an inclusion rate for
capital gains of .80% for gains (i.e. an effective CGT rate of 23.2%).

Entitv's vear end is after 31 March 20X5, but before 28 February 20X6

Current tax balances should be measured at 29% and 66.6% of capital
gains should be included in the calculation of taxable income (i.e. an

effective CGT rate of 19.31%° should be used).

The deferred tax balance shown on the balance sheet at year end
should be measured using a tax rate of 28% and an inclusion rate for
capital gains of 80% (i.e. an effective CGT rate of 23.2%).

$80%x 29% =23.2%
6 66.6% x 29% = 19.31%

This gazette is also available free online at www.gpwonline.co.za
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IES

Entity’s interim results are for a period ending before 23 February 20X5 for an
entity with a year ending after 31 March 20X5 (but before 28 February 20X6).
with the resuits being published after 23 February 20X5

Current tax balances should be measured at 30% and 66.6% of capitai
gains should be included in the calculation of taxable income (i.e. an
effective CGT rate of 19.98% should be used).

¢« The deferred tax balance disclosed on the balance sheet at interim
should be based on a tax rate of 30% and an inclusion rate for capital
gains of 66.6%.

A subsequent event note should be included commenting that the
results for the full year will measure current and deferred tax balances at
29%. And that for deferred tax, the inclusion rate for capital gains
expected to arise after the end of the current annual financial reporting
period will increase to 80% resulting in an effective CGT rate of 23.2%.

Entity’s interim results are for a period ending_on or after 23 February 20X5
for an entity with a year ending after 31 March 20X5 _but before 28 February

20X6

L4

The current and deferred tax balances should be measured using a
29% tax rate.
. For current tax, the inclusion rate for capital gains should be 66.6%.

For deferred tax, the inclusion rate for capital gains should be 66.6% for
capital gains expected to be included in taxable income by the end of
the current annual financial reporting period and 80% for capital gains
expected to be included in taxable income after the end of the current

annual period.

In terms of IAS 12, paragraphs 80 and 81, the following, amongst other
things, should be disclosed:

5.1 The amount of deferred tax income/expense that relates to a change in
tax rates or to the imposition of new taxes.

5.2 A reconciliation between the effective tax rate and the applicable tax
rate.

5.3 An expianation of the change in the applicable tax rate compared to the
previous accounting period.

10
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IE6

IE7

IE8

In terms of paragraphs 29.31 and 29.32 of IFRS for SMEs (2009 version), the
following, amongst other things, should be disclosed:

6.1 The amount of deferred tax income/expense that relates to a change in
tax rates or to the imposition of new taxes.

6.2 An explanation of the change in the applicable tax rate compared to the
previous accounting period.

In terms of paragraphs 29.39 and 29.40 of IFRS for SMEs (2015 version), the
following, amongst other things, should be disclosed:

7.1 The amount of deferred tax income/expense that relates to a change in
tax rates or to the imposition of new taxes.

7.2 An explanation of any significant differences between the tax expense
(income) an accounting profit multiplied by the applicable tax rate.

7.3 An explanation of the change in the applicable tax rate compared to the
previous accounting period.

In terms of IAS 10 paragraph 21, paragraph 32.10 of IFRS for SMEs (both
2009 and 2015 versions) an entity shall disclose the following for each
material category of non-adjusting events after the reporting period:

8.1 the nature of the event, and

8.2 an estimate of its financial effect, or a statement that such an estimate
cannot be made.

11

This gazette is also available free online at www.gpwonline.co.za
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Basis for Conclusions

This Basis for Conclusions accompanies, but is not part of the FRP.

BC1 IAS 12 states the following:

1.1 “Current tax liabilities (assets) for the current and prior periods shall be
measured ai the amount expecied to be paid to (recovered from) the
faxation authorities, using the tax rates (and tax laws) that have been
enacted or substantively enacted by the end of the reporting period.”

(paragraph 12.467)

1.2 ‘“Deferred lax assets and liabflities shall be measured at the tax rates
that are expecied to apply to the period when the asset is realised or the
liability is settled, basad on the rales {and tax laws) that have been
enacted or substantively enacted by the end of the reporting period.”

(paragraph 12.47%)

1.3 "Current and deferred fax assels and fiabilifies are usually measured
using the tax rates (and fax laws) that have been enacted. However, in
some jurisdictions, announcemenis of tax rafes (and tax jaws) by the
government have the substantive effect of actual enactment, which may
follow the announcement by a period of several months. In these
circumstances, tax assels and fiabilities are measured using the

announced tax rate (and tax laws).” (paragraph 12.48)

BC2 IFRS for SMEs provides the following additional guidance:

2.1 "An entity shall regard tax rates and tax laws as substantively enacted
when the remaining steps in the enactment process have not effected
the outcome In the past and are unlikely to do so.” (paragraphs 29.6 and
20.18 of IFRS for SMEs (2009 version) and paragraphs 28.6 and 28.27

of IFRS for SMEs (2015 version))

BC3 In order to interpret the meaning of substantive enactment and the required
degree of certainty that the announced changes would be promulgated in a
substantiaily unchanged manner, it would be appropriate to regard a tax rate
or tax law as substantively enacted where there is persuasive evidence that:

3.1 the government is able to enact and is commitied to enacting the
proposed change in the foreseeable future; and

? The equivalent reference in IFRS for SMEs is paragraph 29.6 (both 2009 and 2015 versions).
8 The equivalent reference in IFRS for SMEs is paragraph 29.18 (2009 version) and paragraph 29.27 (2015

version).

This gazette is also available free online at www.gpwonline.co.za
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3.2 the entity expects to be assessed on the basis of the announced rates/
laws, where the change relates to the current year.

In addition, the requirements of this paragraph would usually exist only when
the proposed change is specified in sufficient defail fo be understood and
applied in practice, and once the change has been tabled in Parliament.

BC4 In South Africa, the change in tax rates is only actually enacted when the
necessary legislation is passed by Parliament, which occurs some months
after the Budget Statement. However, the Income Tax Act provides, in
paragraph 17(4) of the Fourth Schedule, that provisional tax should be based
on the rate “in respect of that year foreshadowed by the Minister of Finance in
his budget statement” if the rate for that year has not been fixed by
Pariiament. Accordingly, the rate as announced by the Minister of Finance is
given legal standing in the Income Tax Act and is to be used for tax payment

purposes,

BCS Furthermore, the budget is presented in Parliament by a member of the ruling
party, which has a substantial majority, meaning that the ruling party is able
to ensure that the revised tax rate will be passed by Parliament.

BCB The factor in BC4, supplemented by that in BCS5, is regarded as meeting the
requirement in IAS 12, paragraph 48, that the announcement of the new rates
has the substantive effect of actual enactment. BC4 and BC5 also provide a
basis for meeting the requirement in paragraphs 29.6 and 29.18 of IFRS for
SMEs (2009 version) and paragraphs 29.6 and 28.27 of IFRS for SMEs

(2015 version).

BC7 A change in tax rate, however, needs to be distinguished from other changes
in tax legisiation. Paragraphs 46 to 48 of 1AS 12 and Section 28 of IFRS for
SMEs not only refer to tax rates, but also to tax laws. Whilst the Minister of
Finance might announce changes in tax laws in the Budget Statement, these
changes are generally only drafted at a later stage. This means that the
detail of the changes is only decided upon at this iater stage, and could
incorporate amendments made subsequent {o the proposals announced in
the Budget Statement. in addition, changes to the proposed legislation can
be made as a result of debates in Parliament and in committees as well as in
response o comments received when draft legislation is released for public
comment. In this case, because the detail of the changes Is generally only
decided upon at a later date, substantive enactment would be regarded as
occurring when the legislation is approved, seeing that prior to this date there
is not sufficient certainty as to the details to be applied in practice when the
changes are actually enacted. This is distinguished from a change in tax
rates that only requires one amount to be changed and is therefore a change
that can be made without interpretation issues arising, which are only
resolved when the legislation is finally approved.

This gazette is also available free online at www.gpwonline.co.za
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BC8 Where an announcement of a change in tax rates is inextricably linked to
another change in tax laws, the change in tax rates should be regarded in the
same way as a change in tax laws. This would apply, for example, if a
change in tax rates were linked to a change in the basis of taxation (e.g. from
a taxable income base to tax being based on a percentage of accounting
profit). The same would apply if a new tax were introduced because the
details of the legislation would only be enacied at a later date. Normally
changes to tax laws, such as changes made to close perceived tax
Ioopholes, are made independantly of any changes in tax rates.

BCY9 As noted above, the current and deferred tax balances are to be measured
on the basis of the tax rates and tax laws that have been enacted or
substantively enacted by the balance sheet date. This means that, if the tax
rates and tax laws are regarded as being enacted or substantively enacted
after the balance sheet date, they are regarded as non-adjusting events after
the balance sheet date, even when the changes {o the tax rates and tax laws
are applied retrospectively. In this case, the required disclosures in terms of
IAS 10 (under IFRS) and Section 32 (under IFRS for SMEs) are to be

provided.

BC10 This FRP only addresses issues related to the selection of the tax rate to be
used to calculate the deferred tax balance and the current tax expense. it
does not address the subsequent implications relating to the recognition of
any related income or expense, and therefore does not address the issue of
whether the tax effect of the current year's temporary differences shouid be
calculated using the current or prior rate, and further whether the tax rate
change should be made to the opening or closing balance of deferred tax. As
these issues are not addressed in IAS 12 or IFRS for SMEs, it is not

appropriate for this FRP to address these issues.
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DEPARTMENT OF TRADE AND INDUSTRY
NO. 233 16 MARCH 2018

COMPANIES ACT, 2008 (Act 71 of 2008)

FINANCIAL REPORTING PRONOUNCEMENT 2
ACCOUNTING FOR BLACK ECONOMIC EMPOWERMENT (BEE)
TRANSACTIONS UNDER INTERNATIONAL FINANCIAL REPORTING
STANDARDS (IFRS)

I, Dr Rob Davies, Minister of Trade and Industry, pursuant to the publication of notice
1447 in government gazette no 41338 dated 18 December 2017 for wider public
consultation, publish the final notice on Financial Reporting Pronouncement 2. The

final notice comes into force on the date of publication.

Dr Rob Davies, MP
Minister of Trade and Industry
\ Lrebruary 2018

[FOO—
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FINANCIAL REPORTING
PRONOUNCEMENT 2

ACCOUNTING FOR BLACK
ECONOMIC EMPOWERMENT (BEE)
TRANSACTIONS UNDER IFRS

lssued xxxx 2017
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COPYRIGHT © 2017

THE FINANCIAL REPORTING STANDARDS COUNCIL

Copyright in all publications originated by The Financial Reporting Standards
Council rests in the Department of Trade and Industry,
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PREFACE

Financial Reporting Pronouncement 2 (FRP 2) has been Issued by the Financial
Reporting Standards Council (FRSC). It is applicable to companies within the
ambit of the Companies Act 71 of 2008 applying Intemationai Financial Reporting
Standards (IFRS).

Under IFRS, [FRS 2 — Share-based Payment applies to the accounting for Black
Economic Empowerment (BEE) transactions where the value of cash and other
assets received is less than the fair value of equity instruments granted to the BEE

partner, i.e. for the BEE equity credentials.

While IFRS 2 addresses the broad principle that equity instruments issued at a
discount are within the scope of IFRS 2 it does not address issues specific to BEE
transactions. This FRP seeks to address certain of these issues:

Should the difference between the fair value of the equity instruments
granted and the fair value of the cash and other assets received, i.e. the BEE
equity credentials, be recognised as an intangible asset or as an expense?

Where BEE equity credentials are obtained as part of the net assets acquired
in a business combination, how should the BEE equity credentials acquired

be accounted for?

Assuming that BEE equity credentials do not meet the criteria for recognition
as an intangible asset, how should vesting conditions be interpreted in the
context of a BEE transaction?

A separate FRP (FRP 3 Accounting for Black Economic Empowerment (BEE)
Transactions under IFRS for SMEs) addresses these issues for companies

applying IFRS for SMEs.

With reference to the Preface to Financial Reporting Pronouncements and Guides
Issued by the FRSC, the FRSC may issue Financial Reporting Pronouncements
(FRPs) to provide authoritative guidance to preparers, auditors and users of
financial statements, thus facilitating the standardisation of financial reporting.

This FRP has the same authority as IFRS.
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ACCOUNTING FOR BLACK ECONOMIC
EI\AI;OWERMENT (BEE) TRANSACTIONS UNDER

Paragraph .16 of IAS 1Presentation of Financial Statements requires an entity
whose financial statements comply with IFRSs to make an explicit and unreserved
statement of such compliance in the notes. An entity shall not describe financial
statements as complying with IFRSs unless they comply with alf the requirements
of IFRSs. Paragraph .7 stafes that assessing whether an omission or
misstatement could influence economic decisions of users, and so be material,
requires consideration of the characteristics of those users.

References

(a) Conceptual Framework for Financial Reporting;
(b) 1AS 8 — Accounting Policies, changes in Accounting Estimates and

¢ ]

(c) IAS 38 - Intangible Assets;
(d) IFRS 2 - Share-bgsed Payment, and
(e) IFRS 3 — Business Combinations.

Background

1. The Accounting Practices Board (APB) issued AC 503 ~ Accounting for
Black Economic Empowerment (BEE) Transactions in 2006 as a local
interpretation. Following the proposed withdrawal of South African
Statements of Generally Accepted Accounting Practice (SA GAAP) in 2012,
SAICA issued this local interpretation as Financial Reporting Guide 2. The
Financial Reporting Standards Council (FRSC) has considered the content of
this Guide and has decided to issue it as a Financial Reporting

Pronouncement (FRP).

2. Paragraph 13A of IFRS 2 clarifies that the standard applies to transactions in
which goods or services are received as consideration for equity instruments’
of the entity or for the entity incurring a liability to transfer cash or other
assets for amounts that are based on the price (or value) of the entity’s
shares or other equity instruments of the entity, even when the entity cannot
specifically identify some or all of the goods or services received.

, These include equity instruments of the entity, the entity’s parent and other entities in the same

group as the entity
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3. In the context of empowerment of black people? through meaningful
participation in the South African economy, entities may issue equity
instruments io black people or entities controlled by black people at a
discount to fair vaiue. The goods or services received from the black people
or entities controlled by them in retum for the equity instruments may or may

not be specifically identifiable.

4. IFRS 2, therefore, applies to the accounting for BEE transactions where the
fair value of cash and other assets received is less than the fair value of
equity instruments granted to the BEE partner, i.e. to the BEE equity

credentials.

5, While IFRS 2 addresses the broad principle that equity instruments
issued at a discount are within the scope of IFRS 2, it does not address
issues specific to BEE transactions. This FRP seeks to address certain of

these issues.

Scope
6. BEE credentials are determined based on a scorecard that measures the
following 5 elements®:
a) Ownership
b) - Management control
c) - Skills Development
d)- Enterprise and Supplier Development
e) - Socio-economic development

7.  This FRP considers only those BEE transactions where the entity grants
equity instruments to black people (directly or indirectly) and the fair value of
the cash and other assets received {or to be received), if any, is less than the

fair value of the equity instruments granted.

8. The equity instruments may take many legal forms, such as:
(a) Ordinary shares;
(b) Deferred ordinary shares;

(c) Share options; and
(d) Convertible preference shares or debentures.

, As defined in terms of the Broad-Based Black Economic Empowerment Act No.53 of 2003
sAmended Broad-Based Black Economic Empowermant Codes of Good Practice October 2012
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10.

The difference between the fair value of the cash and other assets received
and the fair value of the equity instruments granted may arise because of
specific goods or services that the BEE partner provides to the entity, or
because of the BEE equity credentials that the entity has received. This FRP
applies only to BEE transactions where there is a difference that arises from
the entity obtaining BEE equity credentials. It does not apply to iransactions
where the BEE partner is issued with equity instruments for transactions that
are unrelated to the entity obtaining BEE equity credentials, because the
requirements of IFRS 2 are adequate for such fransactions.

Types of structures that are considered to be within the scope of this FRP
include, but are not limited to, the following:

(a) Leveraged buyout structures where equity is issued to an
empowerment pariner and the issuer of the equity (or a related party)
provides or guarantees the borrowings required to purchase the equity;

(b) Structures where equity is'issued at a nominal amount by a new entity
to all participants so that the entity can obtain BEE equity credentials;

(c) Structures where equity is issued to or acquired by the BEE partner ata
price equal to its fair value, where such issue or acquisition is funded by
a notional loan whereby the loan is repaid via the dividends from the

equity instruments;,

(d) Transactions between shareholders of an entity that enable the entity to
obtain BEE equity credentials;

(e) Transactions that facilitate BEE through a special-purpose entity for
obtaining BEE equity credentials; and

() Business combinations between BEE businesses in order for at least
one entity to obtain further BEE equity credentials.

issues

11.

12.

13.

issue 1: Should the difference between the fair value of the equity
instruments granted and the fair value of the cash and other assets received,
i.e. the BEE equily credentials, be recognised as an intangible asset or as an

expense?

Issue 2: Where BEE equity credentials are obtained as part of the net assets
acquired in a business combination, how should the BEE equity credentials

acquired be accounted for?

Issue 3: Assuming that BEE equity credentials do not meet the criteria for
recognition as an intangible asset, how should vesling conditions be

interpreted in the context of a BEE transaction?
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Consensus

14, Issue 1: The difference between the fair value of the equity instruments
granted and the fair value of the cash and other assets received, i.e. the BEE
equity credentials, represents an intangible item that does not meet the
definition of an intangible asset and, therefore, does not qualify for
recognition as an intangible asset. The difference should be expensed.

15. Where the cost of the BEE equity credentials is directly aftributable to the
acquisition of another intangible asset, then such an intangible asset should
be valued at its fair value and any additional BEE equity credential costs

should be expensed.

16, Issue 2: Where BEE equity credentials are obtained as part of the net assets
acquired in a business combination, the BEE equity credentials do not
qualify for recognition as an intangible asset and shall, therefore, form part of

goodwill,

17. Where the business combination element of the transaction is insignificant or
contrived, this would indicate that the substance of the transaction is in fact
two separate transactions — a BEE transaction and a business combination.
These itwo transactions should be accounted for separately. The BEE
fransaction should be accounted for under IFRS 2, and the business

combination should be accounted for under IFRS 3.

18. [ssue 3: The entity should assess whether the terms of the BEE transaction
include service conditions, performance conditions, or non-vesting

conditions.

19. Where the BEE transaction includes service conditions, the fair value of the
equity instruments shall be measured at grant date and the expense should
be recognised over the vesting period, which is the period over which
services are rendered to the entity. The service condition shall not be taken
into account when estimating the fair value of the equity instrument, Where
the BEE transaction includes no service conditions, the fair value of the
equity instruments shall be measured at grant date and the expense should

be recognised immediately on grant date.

20. Performance conditions exist where the counterparty must complete a
service period and a perfiormance target must be met. A performance
condition may be either a market performance condition or a non-market

performance condition.

21. Non-market performance conditions exist when the BEE partner must
complete a specified period of service, and meet a non-market performance
target, such as an earnings target. Where such non-market performance
conditions exist, these shall not be taken into account when estimating the
fair value of the equity instruments at the grant date. Instead, the number of
equity instruments included in the measurement of the transaction amount
shall be adjusted so that the cumulative amount recognised for goods or
services received (i.e. BEE equity credentials) as consideration for the

8
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equity instruments granted shall be based on the number of equity
instruments that the BEE partner will become entitied to.

22. Market performance conditions exist when the BEE partner must complete a
specified period of service, and meet a market performance target, such as a
share price targel. Where such conditions exist, the market performance
target shall be taken into account when estimating the fair value of the equity

instruments granted.

23. Where & non-vesting condition exists in a BEE ifransaction, it shall be taken
into account when estimating the fair value of the equity instruments granted.

24, A post-vesting restriction on the transfer of the equity instruments is a non-
vesting condition, and must be faken into account in determining the fair
value of equity instruments granted to the extent that the restriction would
affect the price that a knowledgeable, willing market participant would pay for

those equily instruments.
25. Restrictions on transfer or other restrictions that exist during the vesting

period shall not be taken into account when estimating the grant date fair
value of the equity instruments granted because those transfer restrictions

stem from the existence of vesting conditions.

Effective Date

26. An entity shall apply this FRP for annual periods beginning on or after x4,
Eariier application is permitted and encouraged. If an entity applies this FRP
for an eatlier period, it shall disclose that fact.

27. This FRP shall be applied retrospectively subject to the provisions of 1AS 8
Accounting Policies, Changes in Accounting Estimates and Errors.

*Proposed effective date is annual periods beginning on or after 1 January 2018. To be determined
once finalised.
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lllustrative Examples
These examples accompany, but are not part of this FRP.

These examples of the application of the scope of the FRP and its consensus are
not an exhaustive list, as other fact pattemns are possible.

lilustrative Examples of the application of the scope

Exclusion of goods or services that are unrelated to obtaining BEE equity
credentials (paragraphs 6 to 10 of the FRP)

Exampie 1

Facts

IE1 A BEE partner is paid commission, through the issue of equity instruments,
on the basis of profits from contracts that it is instrumental in obtaining on
behalf of the entity. The fair value of the service received by the entity is
equal to the fair value of the equity instruments. Is the payment of
commission within the scope of this FRP?

Conclusion

IE2 The recognition of the commission and equity instruments issued is not within
the scope of this FRP because there is no BEE equity credential element in

the transaction.
IE3 The payment of this commission is, however, clearly within the scope of IFRS
2.

Example 2

Facts

IE4 An entity issues equity instruments to a BEE partner for the purpose of
acquiring a building. The fair value of the building acquired is lower than the
fair value of the equity instruments given up. Is this transaction within the

scope of this FRP?

Conclusion

IES IFRS 2 applies to transactions in which goods or services are received. IFRS
2, therefore, clearly applies to the building element, as this is identifiable
through its fair value. Assuming that there are no other clearly identifiable
goods or services, the difference between the fair value of the building and
the fair value of the equity instruments is atiributable to BEE equity
credentials and is, therefore, within the scope of this FRP.

10
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Example of partial capitalisation of BEE equity credentials as part of the
acquisition of another intangible asset (paragraph 15 of the FRP)

Example 3

Facts

IE6

Company A enters into a BEE transaction with a black-owned company,
Company B, in which it sells 26% of its ordinary share capital to Company B
at a 20% discount to the fair value of the shares. In return, Company B has
contractually agreed to buy a specific minimum number of tyres exclusively
from A over the next seven years io meet its production requirements,
Assume that the right to future revenue arising from the supply contract
meets the definition of an intangible asset in ferms of IAS 38.

Conclusion

IE7

1E8

In terms of the facts, Company A has issued shares in order to secure future
revenue through the supply of tyres to Company B over the next seven years.
The supply confract is considered to be 'goods’ received, in the form of
intangible assets, in terms of IFRS 2 paragraph 7. IFRS 2 requires that “the
enlity shall measure the goods or services received, and the comesponding
increase in equity, directly, at the fair value of the goods or services received,
unless the fair value cannot be estimated reliably’.

IFRS 2, therefore, clearly applies to the intangible asset arising from the
supply contract. Assuming that there are no other clearly identifiable goods
or services, the difference between the fair value of the intangible asset
arising from the supply contract and the fair value of the equity instruments is
attributable to BEE equity credentials. Alsc, assuming that the supply
contract and the BEE equity credentials are directly linked, the difference
should be capitalised to the intangible asset in accordance with paragraph 15
of this FRP only to the extent of the fair value of the supply contract. Any
excess over the fair value of the supply contract shouid be expensed in terms

of this FRP.

Examples of application of the consensus in relation to vesting conditions
(paragraphs 18 to 25 of the FRP)

Example 4

Facts

IES

In order to obtain BEE equity credentials, Company A introduces a BEE share
incentive scheme for its black directors. In terms of the scheme, Company A
grants share options to these black directors in return for which the black
direciors are required to remain in the company’s empioy for three years.
The number of options that the black directors will be entitled to depends on
profit growth at the end of the three years. Therefore, the actual number of

options to be delivered to the black direciors will not be finalised until the end
"
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of year three. Over what period should the expense related to these options
be recognised?

Conclusion

IE10 In terms of IFRS 2 paragraph 15, the services received in relation fo a share-
based payment armangement, to which payment the counterparty does not
become entitied to immediately should be recognised as an expense over the
vesting period. Performance conditions require the counterparty to complete
a specified period of service and to meet specified performance targets (such
as a specified increase in the entity’s profit over a specified period of time).

IE11 Because the black direciors are required to be in the empioyment of the
company for a service period in order to be entitled to a certain number of
options, and are required to meet a specified profit targe?, the grant has a
non-market performance condition. The expense should be recognised over
the three-year service period, As the vesting condition is a non-market
performance condition, it shall not be taken into account when estimating the
fair value of the equity instruments at the measurement date. instead, the
number of equity instruments included in the measurement of the transaction
amount shall be adjusted so that the cumulative amount recognised for goods
or services recelved as consideration for the equity instruments granted shall
be based on the number of equity instruments that the black directors will

bacome entitled to.

Example §

Facts

IE12 Company B grants share options to a BEE consortium. The BEE consortium
does not need to provide any further identifiable service or deiiver goods,
although it is locked into the BEE transaction for a period of five years. The
number of share options that the BEE consortium wiil be entitied to depends
on the profit growth over the next five years. Therefore, the actual number of
share options to be delivered will not be finalised until after year five, Over
what period should the expense related to these options be recognised?
What are the implications of the profit target and the post-vesting transfer on

the valuation of the expense?

Conclusion

IE13 The BEE consortium is not required to complete a specified period of service.
Therefore, there are no services or performance vesting conditions attached
to the grant, and the expense should be recognised in profit and loss on grant
date. The profit target and the post-vesting transfer restrictions are non-
vesting conditions, which should be iaken into account when estimating the
fair value of the equity instrument, and should not be included as an
adjustment to the number of options the BEE consortium is expected to be

entitled {o.
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Basis for Conclusions

This Basis for Conclusions accompanies, but is not part of the FRP.

BC1 This Basis for Conclusions summarises the considerations of the Financial
Reporting Standards Council (FRSC) in reaching its consensus. Individual
FRSC members gave greater weight to some factors than to others.

Issue 1

BC2 The South African government has issued various BEE documents, including
the Broad-Based Black Economic Empowerment Act, Act No. 53 of 2003,
This Act empowers the Minister of Trade and Industry to issue codes of good
practice, which currently are not legally binding, with the purpose of achieving
meaningful participation by black people in the South African economy.
These codes will be applied in determining both foreign and local entities’
BEE credentials that are necessary for the granting of tenders, licences and
other concessions by government in South Africa.

BC3 in a BEE transaction, the entity, therefore, issues equity instruments in order
to obtain a cerlain number of points that contribute to the entity’s overall BEE

scorecard and the entity’s ability to tender for business.

BC4 Entities that do not have favourable BEE credentials are finding it difficult to
operaie effectively as a result of tender criteria that require, amongst other
things, minimum participation of black people. Entities, therefore, enter into
BEE ftransactions with the intention of either preventing loss of future
revenue or increasing opportunities to obtain future revenuss.

BCS Beczuse an entity relies on the market and government (its customers) to
decide whether a BEE transaction increases or maintains the eniity's ability
to operate and tender for businaess, it is difficult to determine whether the
entity has actually received goods or services, as contemplaied by
accounting frameworks, as a result of concluding the BEE transaction.

BC6 in addition, the issue of equity instruments is merely one element that
contributes to the determination of the entily’s BEE scorecard, as mentioned
in paragraph 6 of this FRP, and, therefore, the Issue of equity instruments
has no direct relationship to the value the entity’s customers will place on the
issue of the equity instruments or the amount of business the entity will

obtain from its customers.

BC7 The nature of BEE equity credentials may, therefore, be likened to internally
generated intangible assets, where in terms of paragraph 51 of |AS 38:

*It Is somstimes difficuli to assess whether en internally generated intangible
assef qualifies for recognition because of problems in.

(2) Identifying whether and when there is an identifiable assef that will
13
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generate expected fufure economic benefits; and

(b) Determining the cost of the asset reliably. in some cases, the cost of
generating an intangible asset internally cannot be distinguished from
the cost of maintaining or enhancing the entity's internally generated

goodwill or of running day-fo-day operalions.

Therefore, in addition to complying with the general requirements for the
recognition and initial measurement of an intangible assef, an entily applies
the requirements and guidance in paragraphs 52 — 67 to all internally
generated intangible assets.”

BC8 Definition of intangible asset: Paragraph 8 of IAS 38 defines an intangible
asset as “an idenifiable non-monstary asset without physical substance”.

BC? An intangible assel is identifiable in terms of paragraph 12 of IAS 38 “when it:

(8) Is seperable, ie. is capable of being separaled or divided from the
entity and sold, transferred, licensed, rented or exchanged, either
individually or together with a related confract, identifiable asset or

liability; regerdiess of whether the entity Intends fo do so; or

(b) Arises from contrectus/ or other legal rights, regardless of whether
those rights are transferabie or separable from the entity or from other

rights and obligations.”

BC10 An asgset is defined as “a resource:

(a) Controlled by an entify as a result of past events; and
(b) From which future economic benefits are expected to flow fo the entity.”

(paragraph 8 of IAS 38)

BC11 The BEE equity credentials that may be created in a BEE transaclion are &
non- monetary itlem without physical substance,

BC12 ldentifiable: The BEE equily credentials are not separable as they are
linked io the business as a whole and the BEE pariner to whom the equity
instruments have been granted. The BEE equity credentials are, therefore,
not capable of being sold, transferred, licensed, rented or exchanged

separately from the business,

BEC13 The BEE equily credentials may arise from contractual rights where the BEE
transaction includes a coniract between the entity and the BEE partner.
Where this is the case, the BEE equity credentials could be considered

identifiable.

14
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BC14 Control: IAS 38 paragraph 13 states that “An entily controls an asset if the
entily has the power to obtain the future economic benefits flowing from the
underlying resource and to restrict the access of others fo those benefits.
The capacity of an entily to confrol the future economic benefits from an
intangible asset would normally stem from legal rights that are enforceable
in a court of law. In the absence of legal rights, it is more difficult fo
demonstrate conirol. However, legal enforceability of a right is not a
necessary condition for control because an entity may be able fo confrol the
future economic benefits in some other way.”

BC15 Furthermore, IAS 38 paragraph 18 states that “An enlity may have a
portfolio of customers or a market share and expect that, because of its
efforts in building customer relationships and loyalty, the customers will
continue to trade with the entity. However, in the absence of legal rights fo
protect, or other ways fo control, the relationships with customers or the
foyalty of the cusfomers to the entily, the entity usually has insufficient
contro! over the expected economic benefits from customer relationships
and loyalty for such items (e.g., portfolio of customers, market shares,
customer relationships and customer loyalty) to meet the definition of
intangible assets. In the absence of legal rights fo protect customer
relationships, exchange transactions for the same or similar non-
contractual customer relationships (other than as part of a business
combingtion) provide evidence that the entily is nonetheless able to control
the expected future economic benefits flowing from the cusfomer
relationships. Because such exchange transactions also provide evidence
that the customer relationships are separable, those customer relationships

meet the definition of an intangible asset.”

BC16 Therefore, in terms of JIAS 38, control over an intangible asset may be
evidenced in two ways:

(a) as legal rights that are enforceabie by law, or

(b) as exchange transactions for the same or similar non-contractual
customer relationships.

BC17 In BEE transactions, a contract is usually entered into with a BEE partner.
The coniract between the entity and the BEE partner may include a
contractual lock-in period or a clause that only allows the transfer of such
equity Instruments to another BEE partner. However, the contract does not
provide the entity with legal righis that give it the power to obtain the future
economic benefits arising from the BEE ftransaction, nor the ability to

restrict the access of others to those benefits.

BC18 In the absence of a specific contraci between the entity and a counterparty,
for example a sales or supply agreement with a customer which provides
the entity with legal rights that give it the power to obtain the future
economic benefits arising from the BEE transaction and the ability to restrict
the access of others {o those benefits and which is concluded on the basis

15
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of the BEE transaction and at the time that the BEE transaction is
concluded, the contract between the entity and the BEE partner does not
establish control over future economic benefits.

BC19 In addition, exchange fransactions do not exist for BEE equity credentiais
because BEE equity credentials are linked to the business as a whole and
the BEE partner to whom the equity instruments have been granted.
Therefore, BEE equity credentials are not capable of being exchanged

separately from the business.

BC20 This means that, in a BEE transaction, the BEE equity credentials are not
controlled by the entity because the entity is not able to demonstrate that
the entity has the power to obtain the future economic benefits fiowing from
the underlying resource either through legal rights or through exchange

transactions.

BC21 Future economic benefits: Paragraph 17 of IAS 38 states that “the future
economic benefits flowing from an intangible asset may include revenue
from the sale of products, services, cost savings, or other benefits resulting
from the use of the asset by the entity’. As mentioned previously, all organs
of state and public entities must take an entity’'s BEE status into account
when determining awards of business contracts. Entities may, therefore,
enter intoc BEE transactions with the aim of either preventing loss of future
revenue or increasing opportunities to obtain future revenue. The protection
or enhancement of future revenues represents an economic benefit as

envisaged by IAS 38.

BC22 Conclusion on definition of intangible asset: Paragraphs 8 and 9 of
IFRS 2 require that “when the goods or services received or acquired in a
share-based payment transaction do not qualify for recognition as assets,
they shall be recognised as expenses”.

BC23 Per the discussion above, BEE equity credentials do not meet the definition
of an intangible asset:

[Criteria Conclusion

Identifiable non-monetary resource | Yes
without physical substance

Controlled by the entity as a result | No (however, refer to BC25)
of past events

From which future economic | Yes, maybe
benefits are expected to flow

BC24 Therefore, the BEE equity credentials are expensed in profit or loss, except
under the circumstances referred to in paragraph BC25 of this FRP.

BC25 It is considered extremely rare that the expenditure incurred to create or

obtain BEE equity credentials may be capitalised as an asset. Only two
16
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situations are envisaged where BEE equity credentials may be capitalised
as an assst;

(a) Where the BEE equity credentials are created or obtained in a business
combination as discussed in lssue 2; or

(b) Where the cost of the BEE equity credentials is directly attributable to
the acquisition of another intangible asset. In this situation the cost may
be capitalised to the cost of the other intangible asset in accordance
with paragraph 27(b) of IAS 38. (Refer to lllustrative Example 3.)

BC26 Further discussions: The FRSC also had further discussions with respect
to the recognition of BEE equily credentials as intangible assets. These
discussions are detailed below in paragraphs BC27 to BC36 of this FRP,

: BC27 In terms of IAS 38, an item shall only be recognised as an intangible asset
if an entity is able to demonstrate that:

(a) The item meets the above definition of an intangible asset;

(b) It is probable that the expected future economic benefits that are
attributable to the asset will flow to the entity; and

{c) The cost of the asset can be measured reliably.

BC28 While the FRSC agreed that the definition of intangible asset is not met, the
FRSC had certain further discussions regarding criteria (b) and (c) above.

BC28 In applying the recognition criteria, the FRSC discussed whether the
creation of BEE equity credentials through a BEE fransaction is a separate
acquisition or whether it is expenditure relating to intemally generated
goodwill. The FRSC concluded that the creation of BEE equity credentials
is not a separate acquisition, but rather part of the development of the entity
(i.e. internally generated). An entity ordinarily enters into a BEE transaction
because of the requirement prescribed by govemment that it distribute
equity instruments of the entity among black people.

BC30 IAS 38 paragraphs 48 to 50 state that:

“Intermnally generated goodwill shall not be recognised as an asset.

In some cases, expenditure Is incurred fo generate future economic
benefits, but it does nof resulf in the creation of an intangible asset that
meets the recognition criteria in this Standard. Such expenditure is often
described as contribuling to internally generated goodwill Internally
generated goodwill is not recognised as an asset because it is not an
identifiable resource fi.e. it is not separable nor does it arise from
contractual or other legal rights) controlled by the entity that can be

measured reliably at cost.
17
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Differences between the market value of an entity and the carrying amount
of its identifiable net assets af any time may capture a range of factfors that
affect the vaiue of the entity, However, such differences do not represent
the cost of intangible assets controlled by the entity.”

BC31 BEE equity credentials are measured with reference to the fair value of the
equity instruments granted in terms of IFRS 2 because it is not possible fo
estimate reliably the fair value of the BEE equily credentials received. In
other words, the total BEE transaction can be measured with reference to
the equity instruments granted by the entity, but the amount that relates
specifically to obtaining or creating BEE equity credentials cannot be

reliably measured.

BC32 A number of faciors indicate that the BEE equity credentials cannot be
reliably measured and that the fair value of the equity instruments issued
does not necessarily equal the fair value of the BEE equity credentials. For

example:

" {a) The entity relies on the market and government (its cusiomers) to
decide whether the BEE transaction increases or maintains the entity’s

ability to operate and tender for business.

(b) The percentage of equity instruments granted to a BEE partner is often
driven by the minimum BEE equity ownership that is encouraged by
govemment in the vaerious industry charters. This implies that, if an
entity with a smaller equity value eniers into 2 BEE transaction and
grants a certain percentage of its equity to the BEE partner, the value of
the BEE equity credentials is less than it would be for an entity with a
larger equity value. Howsver, this is not necessarlly the economic
reality. The benefit that the entity receives does not necessarily
increase proportionately as its equity value increases. Therefore, while
the entity may gain value from the BEE fransaction, this asset value is

not capable of being reliably measured.

(c) The benefits an entity receives are dependent on the extent to which
other entities and its competitors are ‘'empowered’.

(d) There may be other elements embodied in the discount given to
the BEE partner that cannot be specifically identified, such as

social responsibility.
(e} Where the BEE transaction requires thai the BEE pariner be employed
for a specified period, the BEE iransaction comprises two elemenis:
{i) services; and
(i) BEE equity credentials.

Because of the nature of both of these elements, IFRS 2 requires them
to be measured with reference to the fair velue of the equity
18
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instruments granted; therefore, it would not be possible for an entity to
split out and reliably measure the fair value of each element.

BC33 The BEE equity credentials created in a BEE transaction can, therefore, be
likened to internally generated goodwill because the expenditure incurred
through the issue of equity instruments merely contributes to the internally
generated goodwill of the entity and cannot be distinguished from the cost
of maintaining or enhancing the entity’'s internally generated goodwill.

BC34 Further, paragraphs 63 and 64 of IAS 38, which relate to internally
generated assets, state that:

“Internally generated brands, mastheads, publishing titles, customer lists
and items similar in substance shall nof be recognised as intangible assels.

Expenditure on internally generated brands, mastheads, publishing titles,
customer lists and items similar in substance cannot be distinguished from
the cost of developing the business as a whole. Therefore, such items are

not recognised as infangible assets.”

BC35 Expenditure incurred on BEE equity credentials is in substance similar to
the items mentioned in the above paragraphs because the BEE equity
credentials cannot be distinguished from the cost of developing the

business as a whole,

BC386 Expenditure incurred on BEE equity credentials is also similar in nature to
expenditure on items such as advertising and promotional expenditure,
which are described in paragraph 69 of IAS 38 and which are required to be

expensed.

lssue 2

BC37 Paragraph 68 of IAS 38 requires that “expenditure on an intangible item

shall be recognised as an expense when it is incurred unless:

(a) It forms part of the cost of an iniangible asset that meets the recognition
criteria ...; or
(b) The ifem is acquired in a business combination and cannot be

recognised as an intangible assel. If this is the cass, it forms part of the
amount recognised as goodwiil at the acquisition date (see IFRS 3).

BC38 As discussed in Issue 1, the BEE equity credentials acquired represent an
intangible item, which should not be recognised as an intangible asset.
Therefore, where the BEE equity credentials are acquired as part of a
business combination, this intangible item shall form part of the amount

attributed to goodwill at the acquisition date.

19
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BC39 Paragraph BC3.26 of the Conceptual Framework for Financial Reporting
states that;

“...Faithful representation means that financial information represents the
substance of an economic phenomenon rather than merely its legal form.
Representing a legal form that differs from the economic substance of the
underlying economic phenomenon could noft result in a faithful

representation.”

BC40 Where the business combination element of the transaction is insignificant
or contrived, this would indicate that the substance of the transaction is in
fact two separate transactions, a BEE ftransaction and a business
combination. These two transactions should be accounted for separately,
and the BEE transaction should be accounted for under IFRS 2,

Issue 3

BC41 Paragraph 15 of IFRS 2 states that:

“If the equity Instruments granted do nof vest until the counterparty
compleles a specified period of service, the entity shall presume that the
services fo be rendered by the counterparly as consideration for those
equity instruments will be received in the fuiure, during the vesting period.
The entity shall account for those services as they are rendered by the
counterparly during the vesting period, with a corresponding increase in

equity.” (emphasis added)

BC42 Paragraphs 19 to 21A of IFRS 2 state that:

“A grant of equity instruments might be conditional upon satisfying specified
vesting conditions. For example, a grant of shares or share options fo an
employee is typically conditional on the employee remaining in the entity’s
employ for a specified period of time. There might be performance
conditions that must be satisfied, such as the enlity achieving a specified
growth in profit or a specified increase in the entity’s share price. Vesting
conditions, other than market conditions, shall not be taken into account
when estimating the fair value of the shares or share options at the
measurement date. Instead, vesting conditions shall be taken into account
by adiusting the number of eguity instruments included in the measurement
of the transaction amount so thal ultimately, the amount recognised for
goods or services received as consideration for the eguity insiruments
granted shall be based on the number of equity instruments that eventuaily
vest. Hence, on a cumulative basis, no amount is recognised for goods or
services received If the equity instruments granted do not vest because of
failure to satisfy a vesting condition, eg. the counterparty fails to complete a
specified service period, or a performance condition is not satisfied, subject
tfo the requirements of paragraph 21. (emphasis added)

To apply the requirements of paragreph 18, the entity shall recognise an
20
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amount for the goods or services received during the vesting period based
on the best available estimate of the number of equily instruments expected
to vest and shall revise that estimate, if necessary, if subsequent
information indicates that the number of equily instruments expected to vest
differs from previous estimates. On vesting date, the entity shall revise the
estimate to equal the number of equity instruments that ultimately vested,
subject fo the requirements of paragraph 21. (emphasis added)

Market conditions, such as a target share price upon which vesting (or
exercisability) is conditioned, shall be taken into account when estimating
the fair value of the equity instruments granted. Therefore, for grants of
equity instruments with market conditions, the entifty shall recognise the
goods or services received from a counterparly who satisfies all other
vesting conditions (e.g. services received from an employee who remains in
service for the specified period of service), irrespective of whether that

market condition is safisfied.” (emphasis added)

“Similarly, an entity shall take into account all non-vesting conditions when
estimating the fair value of the equity instruments granted. Therefore, for
grants of equity instruments with non-vesting conditions, the entity shall
recognise the goods and services received from the counterparty that
salisfies all vesting conditions that are not market conditions, (e.g. services
received from an employee who remains in service for the specified period
of service) irrespective of whether those non-vesting conditions are

satisfied.”

BC43 Appendix A to IFRS 2 defines vesting conditions as ‘the conditions that

determine whether the entily receives the services that entitle the
counterparly to receive cash or other assets or equity instruments of the
entily, under a share- based payment arrangement. Vesting conditions
are either service condifions or performance conditions. Service conditions
require the counterparty fo complete a specified period of service.
Performance conditions require the counterparty to complete a specified
period of service and specified performance targets to be met (such as
specified increase in the entity's profit over a specified period of time). A
performance condition might include a market condition.”

BC44 Market performance conditions exist when the BEE partner in a share-

based arrangement must complete a specified period of service and meet a
market performance targef, such as a share price target. Where such
conditions exist, these shall be taken into account when estimating the fair

value of the equity instruments granted.

BC45 Other conditions are defined as being non-vesting conditions. Under

IFRS 2, non-vesting conditions are considered when determining the fair
value of the equity instruments granted to employees.

BC46 Non-market performance conditions, such as hurdle rates based on

earnings or headline earnings, create a vesting pericd in BEE transactions

only if the BEE partner is required to perform a specific period of service.
21
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Paragraph 19 of IFRS 2 requires that non-market performance conditions
shall adjust the measurement of the transaction such that the expense is
based on the number of equity instruments that the BEE pariner eventually

becomes entitled to.

BC47 IFRS 2 requires the expense, which is recognised for BEE equity
credentials, to be recognised as the related services are rendered.

BC48 If no services are required to be rendered by the BEE partner, an expense
shall be recognised immediately.

BC49 This effectively results in recognition of the expense during the vesting
pericd, but on a basis that reflecte when the goods and services, i.e. BEE

equity credentials, are received.

BC50Transfer and other restrictions zre currenfly common within BEE
transactions. Paragraphs B2 and B3 of Appendix B fo IFRS 2 provide the
following guidance on restrictions that may be incorporated into an issue of

shares:

*For shares granted fo employees, the fair velue of the shares shall be
measured af the markel price of the entity's shares (or an estimated market
price, Iif the entity’s shareg are not publicly traded), adiusted fo fake info
&ccount the terms and conditions upon which the shares were qranted
(excep! for vesting conditions that are excluded from the measurement of

fair value in accordance with peragraphs 19-21).

For example, if the employee is not entitled o receive dividends during the
vesting period, thie factor shall be taken info account when estimating the
fair value of the shares granted.  Similarly, if the shares are subject to
restrictions on fransfer after vesting daie, that factor shall be taken into
account, but only to the extent that the post-vesling restrictions affect the
price that @ knowledgeable, willing marke! participant would pay for that
share. For example, if the shares are actively fraded in a deep and liquid
markei, post-vesting transfer restrictions may have little, if any, effect on the
price that a knowledgeable, willing market participant would pay for those
shares. Restrictions on fransfer or other resirictions that exist during the
Vvesting_period shall not be taken info account when estimating the grant
defe fair value of the shares granied, because those resltrictions stem from
the existence of vesting conditions, which are accounted for in accordance

with paragraphs 18-21." (emphasis added)

22
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PREFACE

Financial Reporting Pronouncement 3 (FRP 3} has been issued by the Financisl
Reporting Stendards Council (FRSC) and applies to companies applying IFRS for
SMEs, Ii is applicable fo both the 2008 and 2018 version of IFRS {for SMEs.

Under IFRS for SMEs, Seclion 26 Share-based Payment, applies to the accounting
for Black Economic Empowerment (BEE) transactions where the value of cash and
other assets recelved is less than the falr value of eguily Instruments granted to the

BEE pariner, ie. for the BEE squity credentials.
While Section 28 addresses the broad principle that equily instruments issued ai g

discount are within the scope of Section 28 i does not address issues specific to
BEE transactions. This FRP seeks fo address certain of these issues:

&

Should the difference between the fal value of the equily instruments granted
and the fair value of the cash and other assets received, Le. the BEE equity

credentials, be recognised as an intangible asset or as an expense?

Whare BEE equily credentials are obtained as part of the nel assels acquired in
& business combination, how should the BEE equity credentials acquired be
accounied for?

Assuming thet BEE equity credentials do not meet the criteria for recognition as
an intangible asset, how should vesting conditions be interpreted in the conlext

of » BEE transaction?
A separsie FRP (FRP 2 Accounting for Black Economic Empowerment (BEE)
Transactions under IFRE) addresses these issues for companies applying IFRS.

With reference (o the Preface o Financial Reporting Pronouncements and Guides
issued by the FRSC, the FRSC may issue Financial Reporling Pronouncemenis
(FRPs) {o provide authoritative guidance to preparers, auditors and users of financial
statements, thus facilitating the standardisation of financlal reporting.

This FRP has the same authority ss IFRE for SMEs.
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ACCOUNTING FOR BLACK ECONOMIC
EMPOWERMENT (BEE) TRANSACTIONS UNDER

IFRS FOR SMEs

Paragraph 3.3 of Seclion 3 of IFRS for SMEs (Financial Statement Presentation}
reguires an entify whose financial statements comply with IFRS for SMEs o make an
expliclt and unreserved sfatement of such compliance In the notes. An entity shall not
describe financial stalements as complying with IFRS for SMEs unless they comply
with all the requirements of IFRS for SMEs. Paragraph 3.16 states that assessing
whether an omission or misstatement could influence economic decisions of users,
and so be materigl, depends on the size and nature of the omission or misstatement
judged in the surrounding tircumstances. The size or nature of the item or a
combinafion of both, could be the determining factor.

References

{a} Section 2 — Concepts and Pervasive Principles,

(b} Section 10 — Accounting Policies, Estimates and Errors;
{c} Section 18 — Infangible Assels other than Goodwill;

{d}) Section 28 — Share-based Payment,

{8} Section 19— Business Combinations and Goodwill, and

(i Appendix B — Glossary of ferms

Background

1. The FRSC issued FRP 2 Accounting for Black Economic Empowerment (BEE)
Transactions under IFRS in November 2016. Given that entities applying IFRS
for SMEs may also enter into BEE transactions, the FRSC considered it would be
useful to issue a similar FRP addressing the same issues under [FRS for SMEs.

2 Paragraph 26.17 of Section 26 of IFRS for SMEs clarifies that If the identifiable
consideration recelved appears to be less than the falr value of the equity
instruments granted or the liability incurred, this typically indicates that other
consideration (i.e. unidentifiable goods or services) has been (or will be)

received,
3. In the context of empowerment of black people! through meaningful participation

1 As defined in terms of the Broad-Based Black Economic Empowerment Act No.B3 of 2003
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in the South African economy, entilies may lssue equily instruments to black
people or entitiss conlrolled by black people al & discount to falr value. The
goods or services recelved from the black people or entities controfied by them in
refurn for the squlty instruments may or may not be specifically identifiable.

4, Seclion 28, therefore, spplies fo the accounting for BEE transaclions where the
fair value of cash and other assels received Is less than the falr value of equity
instruments granted fo the BEE parlner, i.e. to the BEE equity credentials,

Scope

5. While Section 26 addresses the broad principle that equily instruments issued at
a discount are within the scope of Section 28, i does not address issues specific
io BEE transactions. This FRP seeks {0 address certain of these issues.

& BEE credentials are determined based on a scorecard thal measures the following §
elements®:

a} Ownership

b}~ Management control

¢y~ Skills Development

dj- Enterprise and Supplier Development
2} Socio-economic development

BEE credentiale may be oblained In varicus ways, such 8s;

-

{a&} equity ownershin;

{b) management control;

{c} compliance with the Employment Equity Act;
{dy contribution to skills development;

(e} preferential procweament; and

{f} enierprise development.

8 This FRP considers only those BEE transactions where the entity grants eguity
instruments fo black peopie (directly or Indirectly) and the fair value of the cash
and other assets recelved (or to be recelved), if any, is less than the fair value of

the equity instruments granted.

; Amsnded Broad-Based Black Economic Empowerment Codes of Good Prastice October 2012
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9 The equity instruments may lake many legal forms, such as:
{a) ordinary shares;,
{b} deferred ordinary shares;
(c) share options; and
{d) convertible preference shares or debentures.

10 The difference between the fair value of the cash and other assets received and
the fair value of the equity instruments granted may arise because of specific
goods or services that the BEE pariner provides to the entity, or because of the
BEE equity credentials that the entity has received. This FRP applies only to BEE
transactions whore there is a difference that arises from the entity obtaining BEE
aquity credentials. It does not apply to transactions where the BEE partner is
issued with equity instruments for fransactions that are unrelated to the entity
obtaining BEE equity credentials, because the requirements of Section 26 are

adequate for such transactions.

11 Types of structures that are considered to be within the scope of this FRP
include, but are not limited to, the following:

(aYleveraged buyout struclures where equity Is issued to an empowerment
partner and the issuer of the eguity (or a related party) provides or
guarantees the borrowings required fo purchase the equity;

{b)structures where equily is issued at a nominal amount by a new entity to all
participants so that the entity can obtain BEE equity credentials;

(c)structures where equity is issued to or acquired by the BEE pariner at a price
equal to its fair value, where such issue or acquisition is funded by a notional
loan whersby the loan is repald via the dividends from the equity instruments;

{d)iransactions between shareholders of an entity that enable the entity to obtain
BEE equity credentials;

(etransactions that facilitate BEE through a special-purpose entity for obtaining
BEE equity credentials; and

{f) business combinations between BEE businesses in order for at least one
entity {0 obtain further BEE equity credentials,

Issues

12 lssue 1 Should the difference between the fair valus of the equily Instruments
granted and the fair value of the cash and other assets received, i.e. the BEE
equity credentials, be recognised as an infangible assef or as an expense?

13 Issue 2. Where BEE equity credentials are obiained as part of the net assets
acquired in a business combination, how should the BEE equity credentials

7
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14

acquired be accounted for?

issue 3 Assuming that BEE equity credentials do nol meet the crileria for
recognition as an intangible asset, how should vesling conditions be interpreted
in the coniext of a BEE {ransaction?

Consensus

15

16

17

18

20

22

issue 1 The differance between the falr value of the equily instruments granted
and the fair value of the cash and other assets recelved, Le. the BEE equity
credentials, represents an intemnally generated infangible tem. Such Hems {even
if they meet the definition of an intangible asset) do not qualify for recognition as
assels under IFRS for BMEs. The difference should be expensad.

Where the cost of the BEE equily credentisle is direclly atiribulable to the
acquisition of another intangible asset that does gualify for recognition, then such
an intangible asset should be valusd at is falr value and any additional BEE

squity credential costs should be expensed.

lssue 2: Where BEE equily credentials ars obtained as part of the net assels
acquired in 8 business combination, the BEE squity credentials do not qualify for
recognition as an intangible asset and shall, therefore, form part of goodwill,

Where the business combination element of the transaction Is Insignificant or
conirived, this would indicate thal the subsiance of the ransaction s in fact two
separate transactions — a BEE bransaction and 2 business combination. These
wo transactions should be accounted for separately. The BEE transaction should
be socounied for under Seclion 28, and the business combination should be

accounted for under Section 18,

lssue 3: The entity should assess whether the terms of the BEE transaction
includs service conditions, performance conditions, or non-vesting condifions.

Where the BEE transaction includes service conditions, the falr value of the
equity instruments shall be measured at grant date and the expense should be
recognised over the vesting period, which is the period over which services are
rendered to the enifity. The senrvice condition shall not be faken into account
when estimating the fair value of the equity Instrument. Where the BEE
fransaction includes no service conditions, the fair value of the saulty instruments
shall be measured at grent date and the expense should be recognised

immediately on grant date.
Parformance conditions exist where the counterparly must complete a service

period and & performance targst must be mel. A performance condition may be
either a market performance condition or 8 non-market performance condition.

Non-market performance conditions exist when the BEE pariner must complete s
specified period of service, and meet a non-market performance target, such as
an sarnings targel. Where such non-market performance conditions exist, these

b
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shall not be taken into account when estimating the fair value of the equity
instruments at the grant date. Instead, they shall be taken info account when
estimating the number of equity instruments expected {o vest. This sstimate shall
be revised if new information indicates that the estimate has changed. On
vesting, the estimate shall be revised {o equal the number of egquity instruments
that ultimately vested. This means that the cumulative amount recognised for
goods or services received (L.e. BEE equity credentials) as consideration for the
share-based payment shall be based on the number of equily instruments that

the BEE partner will become entitled to.
23 Market performance conditions exist when the BEE pariner must complete a
specified period of service, and meet a market performance target, such as a

share price targel. Where such conditions exist, the market performance target
shall be taken into account when estimating the fair value of the equity

instruments granted.

24 Whers & non-vesting condition exists in a BEE transaction, it shall be taken into
account when estimating the fair value of the equity instruments granted.

Effective Date

25 An entity shall apply this FRP for annual periods beginning on or after xod..
Earlier application is permitted and encouraged. If an entity applies this FRP for

an earlier period, it shall disclose that fact.

28 This FRP shall be applisd refrospectively subject o the provisions of section 10
Accounting Policies, Estimates and Errors of IFRS for SMEs.

¥ prpposed effective dote is annual periods beginning on or after 1 January 2018,
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fllustrative Examples

These examples accompany, but are not part of this FRP,

These examples of the application of the scope of the FRP and its consensus are not
an exhsustive list, es other fact patterns are possible.

Hiustrative Examples of the application of the scope

Exclusion of goods or services that are unrelated to obtalning BEE equity
credentials {paragraphs 6 to 10 of the FRF}

Example 1

Facts

IE1 A BEE partner is paid commission, through the issue of equily instruments, on
the basis of profits from contracts that it is Instrumental in oblaining on behalf of
the entity. The fair value of the service received by the enlity is equal to the fair
value of the equity instruments. Is the payment of commission within the scope

of this FRPY

Conclusion

I[E2 The recognition of the commission and equily instruments issued is not within
the scope of this FRP because there is no BEE equity credential element In the
fransgaction.

IE3 The payment of this commission is, however, clearly within the scope of Seclion
28.

Example 2

Facts

[E4 An entity issues equity instrumenis to a BEE pariner for the purpose of
acquiring & bullding. The fair value of the building acquired is lower than the fair
value of the equity instruments given up. s this transaction within the scope of

this FRP?

Conclusion

IE5 Section 26 applies to transaclions in which goods or services are received.
Section 28, therefore, clearly applies to the building element, as this is
identifiable through its fair value. Assuming that there are no other clearly
identifiable goods or services, the difference between the fair value of the

building and the fair value of the equity instruments is atiributable to BEE equity
10
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credentials and is, therefore, within the scope of this FRP.

Example of partial capitalisation of BEE equity credentiale as part of the
acquisition of another intangible asset (paragraph 15 of the FRF)

Example 3

Facts

IE6 Company A enters into a BEE ftransaction with a black-owned company,
Company B, in which it sells 25% of its ordinary share capital to Company B at
a 20% discount fo the fair value of the shares. In retum, Company B has
contractually agreed to buy a specific minimum number of tyres exclusively from
A over the nexi seven years o meet its production requirements. Assume that
the right to future revenue arising from the supply contract meets the
definition of an intangible assst in terms of Section 18.

Conclusion

IE7 In terms of the facts, Company A has issued shares in order {o secure future
revenue through the supply of tyres to Company B over the next seven years.
The supply contract Is considered to be ‘goods’ received, in the form of
intangible assets, in terms of Sectlon 268 paragraph 28.3. Paragraph 26.7
requires that “the enfity shall measure the goods or services received, and the
corresponding increase in equity, af the falr value of the goods or services
received, unless the fair value cannof be estimated refiably”,

IEB Section 26, therefore, clearly applies fo the intangible asset arising from the
supply contract. Assuming that there are no other clearly identifiable goods or
services, the difference betwsen the fair value of the Intangible asset arising
from the supply coniract and the fair value of the equily instruments is
attributable fo BEE equity credentials. Also, assuming that the supply contract
and the BEE equity credentials are directly linked, the diffserence should be
caplialised to the intangible asset in accordance with paragraph 15 of this FRP
only fo the extent of the fair value of the supply confract. Any excess over the
fair value of the supply contract should be expensed in terms of this FRP.

il
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Examples of application of the consensus In relation to vesting conditions
{paragraphs 18 o 23 of the FRP)

Example 4

Faols

B8 In order f0 oblain BEE equily credentials, Company A introduces a BEE share
incentive scheme for s black directors. In terms of the scheme, Company A
grants share options fo these black directors in retum for which the black
directors are required o remain In the company’s employ for three years, The
number of options that the black directors will be entitled fo depends on profit
growth at the end of the three years. Therefore, the actual number of options lo
be delivered to the black directors will not be finalised unill the end of year
three. Over what period should the expensse relaied to these options be

racognised?
Conclusion

1E10 In terms of paragraph 26.6 of Section 26, the services recsived in relation to &
share-based payment arrangement, to which paymen! vesis only once the
counterparty completes a specified service period, shall be recognised as an

expense over the vesting period.

IE11 Because the black direciors are required io be in the employment of the
company for a service perod in order fo be entitled o & cerlain number of
options, and are required to meet & specified profit target, the grant has a non-
market parformance or vasting condition. The expenss should be recognised
over the three-year service pericd. Per paragraph 26.8{(g) of Section 26 as
mesting 8 specified profit target is & non-market performance condition, it shall
not be laken into account when sstimating the falr valug of the equity

instrumenis atl the measuremant date.

instead, the non-market performance condiion shall be fzken infe account
when estimating the number of equily instruments expecled o vest
Subsequently, the estimate shall be revised If new information indicales that it is
expectad o be different. On vesting date, the estimate shall be revised o equal
the number of equily instruments that the black direclors will become entitled to.

Example 8

Facls

112 Company B grants share oplions to @ BEE consortium. The BEE consortium
does not need fo provide any further identifiable service or deliver goods,
aithough it is locked inlo the BEE transaction for a period of five years. The
number of share options that the BEE consortium will be entiled to depends on
the profit growth over the next five vears, Therefore, the actual number of share
options to be delivered will not be finalised until afler vear five. Over what period

12
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should the expense related to these options be recognised? What are the
implications of the profit target and the post-vesting transfer on the valuation of

the expense?

Conclusion

IE13 The BEE consortium is not required to somplete a specified perlod of service.
Therefore, there are no services or performance vesting conditions attached o
the grant, and the expense should be recognised in profit and loss on grant
date. The profit target and the post-vesting transfer restrictions are non-vesting
conditions, and in terms of paragraph 26.8(b) they should be taken into account
when estimating the fair value of the equily instruments granted, and should not
be included as an adjustment to the number of options the BEE consortium is

expected {o be entitled to.

13
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Basis for Conclusions

This Basis for Conclusions accompanies, but is not part of the FRP.

BC1 This Basis for Conclusions summarises the considerations of the Financial
Reporting Standards Council (FRSC) in reaching its consensus. Individual
FRSC members gave greater weight to some factors than to others.

Issue 1

BC2 The South African government has issued various BEE documents, inciuding
the Broad-Based Black Economic Empowerment Act, Act No. 53 of 2003, This
Act empowers the Minister of Trade and Industry o issue codes of good
practice, which currently are not legally binding, with the purpose of achieving
meaningful participation by black people in the South African economy. These
codes will be applied in determining both foreign and local entities’ BEE
credentials that are necessary for the granting of tenders, licences and other
concessions by government in South Africa.

BC3 In a BEE transaction, the entity, therefore, issues equity instruments in order fo
obtain a certain number of poinis that contribute to the enfity’s overall BEE

scorecard and the entity’s ability to tender for business.

BC4 Entities that do not have favourable BEL credentials are finding it difficult to
operate effectively es a result of tender criteria that require, amongst other
things, minimum participation of black people. Entities, therefore, enter into
BEE transactions with the intention of either preventing loss of future revenue or
increasing opportunities to obfain future revenues.

BCS Because an entily relies on the market and government (ils customers) fo
decide whether a BEE transaction increases or maintains the entity’s ability to
operate and tender for business, it is difficult to determine whether the entity
has actually received goods or services, as contemplated by accounting
frameworks, as a result of concluding the BEE transaction.

BCS In addition, the issue of equity instruments is merely one element that
contributes to the determination of the enlity's BEE scorecard, as mentioned in
paragraph 8 of this FRP, and, therefore, the issue of equity instruments has no
direct relationship fo the value the entity’s customers will place on the issue of
the equity instruments or the amount of business the entity will oblain from is

customers.,

BC7 The nature of BEE equity credentials may, therefore, be likened to internally
generated intangible items. Given that paragraph 18.4(c}) of Seclion 18, does
not permit intemally generated intangible assets to be recognised as assels
under IFRS for SMEs, it is not necessary to assess whether the BEE
credentials meet the definition of an intangible asset. Even if they do, paragraph
18.14 of Section 18 requires expenditure incurred infemnally on internally
generated intangible assets to be expensed unless it forms part of the cost of
another asset that meets the recognition criferia in Section 18. "
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BCH Paragraph 18.15 of IFRS for 8MEs provides examples of items the expenditure
on which should be expensed:

{a) internally generated brands, logos, publishing titles, customer lists and
items slmilar in substance;

(b} Siarbup aclivilies;

{c} Training actvities;

(d} Advertising and promotional activities;

{e) Relocating or recrganising part or ali of the entity; and

(f  internally generated goodwill.

B80S Conclusion on recognition of an assel Since paragraph 18.4{(c) prohibits
the capitalisation of intemaily generated intangible assets, even if the BEE
equity credentials met the definition of intangible assets, they would not qualify
for recognition s an asset. Paragreph 26.4 requires that “when the goods or
sarvices received or acquired in & share-based payment transaction do not
qualify for recognition as assels, the entily shall recognise them as expenses’.

BC10 Therefore, the BEE equity credentials are expensed in profit or loss, except
under the circumstances referred 1o in paragraph BC11 of this FRP,

BC11 Itis considerad extremely rare that the expenditure incurred (o creale or oblain
BEE equity credeniials may be capitalised as an asset. Only two situations are
envisaged whers BEE squity credentials mey be capitalised as an asset:

{a) Where the BEE equity credentlals are created or oblained in a business
combination as discussed in lssus 2; or

{b) Where the cost of the BEE equity credentials is directly attributable to the
acquisition of another intangible asset that qualifies for recognition under

Saction 18. In this shuation the cost may be capitalised fo the cost of the
other intangible assel in accordance with Paragraph 18.14. (Refer to

flustrative Example 3.)

isgue 2

BC12 Section 19 of IFRS for SMEs deals with business combinations. Paragraphs
18,15 and 188 require the acquirer fo recognise separaiely the acquires's
identifiable asseis, liabilities and contingent liabilities at the dafe of acquisition
only if certain criteria are satisfied. In the case of an intangible asset, the only
criterion is that its fair velue can be measured reliably withoul undus cost or
affort.

BC13 Appendix B Glossary of ferms of IFRS for SMEs defines an intangible asset as
“An identifiable non-monetary asset without physicel substance. Such an esset

15
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is ilentifiable when #

{a) iz separable, fe is capable of beiny seperated or divided from the entify
and sold, transferved, licensed, rented or exchenged, either individually
or fogether with a related contract, assel or labilty; or

(b} arises from contractual or other legal rights, regerdiess of whether those
rights are ransferable or separable from the eniily or from other rights

and obligations.”
BC14 An assel is defined in Appendix B of IFRS for BMEs as “a resource:

{o}  conwofled by an entlly as a result of past events; and
(dy from which future economic benefits are expected fo flow io the entity.”

BC15 The BEE equily credentials thal may be created In a BEE transection are a
non- monetary ltem without physical substance.

BC18 dergifisble; The BEE equity oredentials are not separable as they are linked
o the business as a whole and the BEE pariner to whom the equity
instruments have been granted. The BEE equily credentials are, therefors, not
capable of being sold, transferred, licensed, rented or exchanged separaiely

from e business,

BC17 The BEE equity credentials may arse from contractual rights where the BEE
fransaction includes a contract between the endity and the BEE pariner, Whers
this Is the case, the BEE equily credentials could be considered identifiable,

B8 Control: In BEE bansaclions, a contract is usually enlered into with 2 BEE
pariner. The contract between the entily and the BEE partner may include a
condractual lock-n parod or a clause that only allows the transfer of such
aguity insbrumenis to another BEE pariner. Howsver, the conragt does not
provide the entity with legal rights that give # the power lo oblaln the future
economic benefits arising from the BEE transaction, rnor the abillty to restrict

the access of others o those benefils.

BC19 In the absence of & specific contract between the enlily and a counterparty,
for example a sales or supply agreement with a customer which provides the
entity with legal rights that give it the powsr v oblain the future sconomic
benefits arising from the BEE fransaction and the ability to restrict the acosss
of others io thoss benefile and which is concluded on the basls of the BEE
transaction and at the tme that the BEE transection s concluded, the conlbract
betwesn the entity and the BEE partner does not establish control over future

soonomio benefits,

BCZ0 In addiion, exchange transactions do not exist for BEE equily credentials
because BEE equilty credentials are linked fo the business as a whole and the
BEE partner to whom the equity instruments have been granted. Therefore,

i1
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BC2Y This means that, In 8 BEE bansaciion, the BEE equily credentials are not
sontrofied by the entily because the enlity s not able to demonstrate that the
antity has the power fo obialn the fulure soonomic benefils fowing from the
underiving resourcs  efther through legal rights or through  exchangs

frpnmaciions,

BO22 Future sconomic benefils: As mentioned previously, sl organs of stale and
public entifes must teke an endily’s BEE stelus Inlo account when detenmining
gwards of business contrachy. Entilies may, therefors, entey inte BEE
fransactions with the aim of either preventing loss of fulure revenus o
ingreasing opporluniiiss  fo oblaln Tulure revenus. The protection or
srbancement of fulure revenues reprasenis an economio benell as envisaged
by e dafiniion of an intangibls asset

2 et

BO2ZS Concluslon on definilon of Intangible assel The BEE euully credentisls
avgired do not mest the definition of an Intengible assel. Accordingly, whers
the BEE eouity credentials are soquired as part of & business combination,
this Intangible lem shall form part of the amount atiribuled o goodwill sl the
gopdsition date,

2

BC24 Paragraph 2.8 of Section 2 states that

“Transaclons and other events and condifons should be sccounted for e
presented in accordance with thelr subslance and nof merely their legal form,
This anhances the rellabiflty of Snenvial slelarmenis”

pondived, this would indicale that the substance of the bansaction s in el
o separaie transactions, s BEE bansacton and a business combination,

Thess two eneactons should be sooounted for separeiely, and the BEE
sransaciion should be socounted for under Section 28 of IFRE for 8hiEs,

BO2E Where the business combination slement of the ransaction is nsignificant or

meus 3

BO2G Paragraph 283 of Bection 26 requires the recognilion of the goods or sarvices
reveived or aoguired In a shave-based payment ransaction when those goods
are obiained or the senvices are recelvad.

BO2T Paregraph 28,5 of Seclion 26 stales that

W the share-based payments granded fo employees vesl immediplely, the
employes Is nol required fo complete a speclfied perlod of service before
hocoming unconditionally entifed to those shere-besed paymsnis. In the
ahsonce of evidence o the conirery, the endlly shall prasume el servives
rendered by emplovess have been repaived. by this case, pn urant date the
entlty_shall recooniss the services rapelved in full with & corresponding

noroast in ety and ebiifes. (emphasis added)

e
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BC28 Paragraph 28.6 of Section 26 states that

“f the shere-based paymenis do not vest until the employee complefes a
specified period of service, the entity shall presume that the services fo be
rendered by the counferparly as considerstion for those shere-based
paymenis will be received in the future, during the vesting period. The entity
shall account for those services as they are rendsred by the employes during
the vesting period, with a corresponding Increase in eguilly or Fabilities”
{emphasis added)

BC29 Vesting conditions are defined in Appendix B of IFRS for S8MEs as:

"The vonditions that defermine whether the enlity receives the sewices thet
entite the counterpearly fo receive cash, other assels or equily instrumesris of
the entity under & share-based payment arrangement, Vesting conditions are
gither service conditions or performsnce conditions, Service conditions
reguire  the counterperly o complefe a specified period of service.
Ferformance conditfons require the counferparty lo complefe a specified
period of service and specified performance largels fo be met (such se &
specified increase in the enlity's profit over & specified period of time). A
performance condition might include & market vesting condition.”

BC 30 A market vesting condition is defined in Appendix B of IFRS for SMEs as:

‘A condition upon which the exercise price, vesting or exercisebilily of an
equity instrument depends that is relaled fo the market price of the enlity’s
squity instruments, such as affaining & specified share price or e specified
amount of intrinsic velue of a share option, or achleving & specified ferget that
is based on the market price of the enlily’s equily instruments relative fo an
index of markef prices of equily instruments of other entitiss.”

BC 31 According fo peragraph 26.8(a):

‘All vesting condifions related o employee service or to a non-market
performence condition shall be taken Into account when estimaling the
number of equily instruments expected o vest. Subsequently, the entily shall
revise that estimate if new information indicates that the number of equity
instrumenis expected fo vest differs from previous esfimales. On the vesting
dates, the entity shall revise the estimals fo equal the number of equity
instruments that witimetely vested. Vesting condiions related to employes
service or fo @ non-market performance condition shall not be feken into
acoount when estimating the Tair value of the shares, share ontions or ofher

sguily instruments at the measurement date,”

BC 32 According lo paragraph 26.9(b):

“Alf market vesting conditions and non-vesting conditions shall be taken into
account when estirnating the fair value of the sheres, share options or other
equily Instruments at the measurement dale, with no subsequenit adjustment
to the estimated {air value, respective of the cutcome of the market or non-
vesting condition, provided that all other vesting conditions are satisfied

18
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BC33 Based on the requirements of Section 26, if no services are required fo be
rendered by the BEE partner, an expense shall be recognised immediately,
even if there is a lock-in period (i.e. a period during which the BEE pariner
may not sell their shares) or even if there are other conditions, such as

earnings targets or share price targets,

BC34 This effectively results in recognition of the expense during the vesting period,
but on a basis that reflects when the goods and services, i.e. BEE equity

credentials, are received.
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PREFACE

Financial Reporting Pronouncement 5 — Summary Financial Statements has been issued by the
Minister of Trade and Industries in terms of section 29 (4) of the Companies Act 2008, No 71 of
2008, to provide guidance on the requirements for preparing summary financial statements which
may be provided in terms of section 29 (3) of this Act. This pronouncement was prepared by the
Financial Reporting Standards Council {FRSC) and was submitted to the Minister to issue as a
regulation in terms of section 204 of this Act.

With reference to the Preface to Financial Reporting Pronouncements and Guides issued by the
FRSC, the FRSC may issue Financial Reporting Pronouncements (FRPs) to provide authoritative
guidance to preparers, auditors and users of financial statements.

BACKGROUND

1. Interms of section 29(3) of the Companies Act 2008, No 71 of 2008 (the Act), a company may
provide any person with a summary of any particular financial statements. This section requires
the summary financial statements to comply with certain requirements as specified in the
appendix to this Financial Reporting Pronouncement, but other than this does not specify
requirements in relation to the form and content of such summary financial statements.

ISSUES

2. As the Act does not specify all the requirements for summary financial statements, this

Financial Reporting Pronouncement deals with the following issues:

2.1 What requirements should companies follow in determining what information should be
included in summary financial statements, other than that specified in the Act;

2.2 Should the requirements that companies follow be the same for all companies; and

2.3 Should the requirements that companies follow be the same for all types of financial

statements?

CONSENSUS

3. The requirements of this Financial Reporting Pronouncement apply to all categories of
companies, except for those that in terms of the regulations to the Act use financial reporting
standards as determined by the company as long as no Financial Reporting Standard is

prescribed.

4. The requirements of this Financial Reporting Pronouncement only apply to annual financial
statements and consolidated financial statements prepared in terms of Section 29(3) of the Act.
No summary financial statements are to be prepared for other categories of financial

statements as defined by the Act.

5. Other financial documents not prepared in terms of Section 29(3) of the Act, are not required to
comply with the requirements of this Pronouncement, even if they termed as summary

4
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financial statements, financial information, an extract from annual financial statements or
another term. To ensure summary financial statements prepared in terms of Section 29(3) of
the Act are properly identified, the disclosures required by Section 29(3)(b) of the Act to be
included on the first page of the summary financial statements are also to include a note that
the summary has been prepared in terms of Section 29(3) of the Act.

6. If companies elect to issue summary financial statements then the summary financial
statements are as a minimum to comply with the presentation and disclosure requirements of
the International Accounting Standard 34 Interim Financial Reporting (IAS 34) as issued by the
International Accounting Standards Board.

7. A regulator or stock exchange may have its own requirements for financial statements,
including summary financial statements. A company is required to comply with the Act’s
requirements in relation to summary financial statements regardless of these other
requirements. For example, a listed company may not be required to send a financial report
comprising summary financial statements to its shareholders if this information is the same as
that sent to sharehalders before the issue of its annual financial statements, but as the financial
report would not meet the requirements for summary financial statements a company still
needs to send annual financial statements or summary financial statements to its shareholders.

8. If an auditor has performed an engagement to report on summary financial statements derived
from financial statements, then the summary financial statements are to include an audit
report’s prepared in accordance with the International Standard on Auditing iSA 810
Engagements to Report on Summary Financial Statements, issued by the International Auditing

and Assurance Standards Board.

9. If companies use International Financial Reporting Standards for Small and Medium-sized
Entities (IFRS for SMEs) for the preparation of financial statements then such companies shall
replace any reference in IAS 34 to IFRS to the directly comparable requirements in IFRS for
SMEs. This means that the requirements of IAS 34 for a condensed statement of comprehensive
income and condensed statement of changes in equity should be replaced with a condensed
statement of income and retained earnings in those cases where companies using IFRS for SMEs
are allowed to provide a single statement of income and retained earnings. The disclosure
requirements contained in IAS 34 are to be complied with to the extent that such disclosures
are required by IFRS for SMEs in annual financial statements. This also means the references in
IAS 34 to earnings per share and segment information would not apply to companies using IFRS

for SMEs.

EFFECTIVE DATE

10. A company shall apply this Financial Reporting Pronouncement with effect for annual periods
beginning on or after 1 January 2018. Earlier application is encouraged.
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APPENDIX

Section 29(3) of the Companies Act 2008, No 71 of 2008 contains the following requirements in
relation to summary financial statements:

“(3) A company may provide any person with a summary of any particular financial statements,
but

(a) any such summary must comply with any prescribed requirements; and
(b) the first page of the summary must bear a prominent notice—

(i) stating that it is @ summary of particular financial statements prepared by the
company, and setting out the date of those statements;

(i) stating whether the financial statements that it summarises have been audited,
independently reviewed, or are unaudited, as contemplated in subsection (1) (e);

fiii} stating the name, and professional designation, if any, of the individual who
prepared, or supervised the preparation of, the financial statements that it
summarises; and

(iv) setting out the steps required to obtain a copy of the financial statements that it
summarises.”

BASIS OF CONCLUSION

Whether requirements should be issued

BC1 While the Act requires summary financial statements to comply with ‘any prescribed
requirements’, this is interpreted as meaning that if no requirements are prescribed then it
would be difficult to argue that any published summary financial statements would not be in
compliance with the Act, if the other requirements of the Act are complied with. Thus
prescribed requirements are not required to be issued in terms of the Act and accordingly
companies can issue summary financial statements even if no prescribed requirements have

been issued.

BC2 However, it is believed it would be desirable for requirements to be issued to ensure that the
same minimum requirements are complied with by companies. This would ensure that a user
of the summary financial statements would be able to determine what to expect regarding the
form and content of summary financial statements, as well as enabling a user to ascertain
whether all the required information has been provided. The issuing of requirements assists
to ensure that companies know what is expected regarding the form and content of summary
financial statements, as it appears that some companies have asked for this information, as
well as providing more detail concerning requirements not specified in the Act.

BC3 In addition, such requirements promote sound and consistent accounting practices.

Which accounting standards should be used
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BC4 In the absence of any specified requirements it needs to be considered what guidance, if any,
companies would use for preparing summary financial statements. It is likely that companies
would use International Accounting Standard 34 Interim Financial Reporting (IAS 34) issued by
the International Accounting Standards Board as appropriate guidance.

BC5 With IAS 34 being used for reporting for an interim period, which is defined as ‘a financial
reporting period shorter than a full financial year’ it would appear that it is not appropriate
guidance for an annual period, but IAS 34 has been used in South Africa by listed companies

for full financial years.

BC6 A local stock exchange has required or allowed companies to prepare various financial reports
that as a minimum were to contain the information required by IAS 34, even though they
covered an annual period. Such reports include those termed as condensed or summary

financial statements.

BC7 Accordingly South African listed companies have used IAS 34 to report on annual information
and have been accustomed to using the word ‘summary’ in relation to information prepared

in accordance with 1AS 34.

BC8 As listed companies have already using IAS 34 to provide annual summary information to
shareholders, it is believed it would be appropriate to allow them to continue to report in a
largely unchanged manner, as there does not appear to be significant concerns regarding
providing summary financial statements in terms of IAS 34. This would mean that the
summary financial statements would present the same information as contained in the other
financial reports sent to shareholders before the issue of the annual financial statements or
summary financial statements if there was no change in the information between their
respective dates of issue and there would be little need to provide different or additional
information or information in a different format, which is an approach that companies would

want to avoid.

BC9 The International Accounting Standards Board has no other guidance applicable to summary
financial statements and thus if IAS 34 was not used, guidance would have to be specifically
developed. As any such guidance would take some time to develop and because IAS 34
appears to meet the needs of users of financial statements wanting summary financial
statements, it is believed that companies should use IAS 34 as a basis to prepare summary
financial statements. If a user wants additional information they can exercise their right to

obtain a copy of the full set of financial statements.
Which companies the requirements should apply to

BC10 While the Act provides for different standards to be applicable to profit and non-profit
companies as well as for different categories of profit companies, it is believed the
requirements should provide for the same requirements to apply to all companies, except as

dealt with below.

BC11 The reason for this is that it is possible that listed companies may make more use of the
option to provide summary financial statements than unlisted companies as their annual
reports are commonly longer than those of unlisted companies and thus there might be less of

7
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BC12

BC13

BC14

BC15

BC16

a demand for guidance for unlisted companies. In addition, it is believed that unlisted
companies can apply the requirements of 1AS 34 without undue cost or effort and that it is
appropriate for unlisted companies to also have guidance which they should use. With a
possible lesser demand for guidance for unlisted companies it is believed that the effort
involved in preparing, producing and maintaining separate guidance for such companies

would not be cost effective.

While the regulations to the Act presently still refer to South African Generally Accepted
Accounting Practice (SA GAAP) as a basis that companies can use to prepare annual financial
statements, the Financial Reporting Standards Council previously announced its use ceased for
annual periods commencing on or after 1 December 2012. Accordingly there is no need for
guidance on summary financial statements to refer to SA GAAP.

Certain companies may use International Financial Reporting Standards for Small and
Medium-sized Entities (IFRS for SMEs) to prepare annual financial statements, but it does not
provide guidance for the preparation of interim reports. It is believed that such companies
could also use the presentation and disclosure requirements of IAS 34 to prepare summary
financial statements. The one area where clarity should be provided is that IFRS for SMEs
allows companies, in certain circumstances, to combine the statement of comprehensive
income and statement of changes in equity into a single statement of income and retained
earnings. In this case the requirements of IAS 34 for a condensed statement of comprehensive
income and condensed statement of changes in equity shouid be replaced with a condensed
statement of income and retained earnings. As IAS 34 may require disclosures not required by
IFRS for SMESs, companies using IFRS for SMEs would not be required to provide these

additional disclosures.

In terms of the regulations to the Companies Act certain companies may use financial
reporting standards as determined by the company as long as no financial reporting standard
is prescribed. At present no financial reporting standards have been specified for such
companies and as such it is believed that the requirements for summary financial statements

should not apply to such companies.
Which financial statements the requirements should apply to

Section 1 of the Act defines financial statements as including

‘(a) annual financial statements and provisional annual financial statements;

(b} interim or preliminary reports;

(c) group and consolidated financial statements in the case of a group of companies; and

(d) financial information in a circular, prospectus or provisional announcement of results, that
an actual or prospective creditor or holder of the company’s securities, or the Commission,
Panel or other regulatory authority, may reasonably be expected to rely on.’

Some of the items included in this definition, such as provisional, interim or preliminary

reports and financial information in a circular, prospectus or provisional announcement may
already be summary financial statements.
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BC17 Accordingly it is believed that summary financial statements should only apply to financial
statements that would normally be made available to shareholders in an unabridged form and
which might be summarised. Therefore summary financial statements should only apply to
annual financial statements and consolidated financial statements. International Financial
Reporting Standards and the Act do not define group financial statements, but colloquially it is
an alternate term for consolidated financial statements.

BC18 Listed companies, in terms of stock exchange requirements, may not be required to publish
financial reports if, for example, the information contained in their financial report published
before the annual financial statements are published is unchanged. This, however, would not
alter the requirement for such companies to provide summary financial statements to its
shareholders if such an election is made. The reasons for this are as follows:

18.1 The previously issued report is typically issued before the annual financial statements
are issued and thus would not have contained all the information required by section
29(3)(b) of the Act; and

18.2 Those who are shareholders at the time the summary financial statements are issued
may not have been shareholders when the previously issued report was issued.

BC19 Companies may issue various financial reports, either for distribution to shareholders or for
specific parties (e.g. bankers or potential acquirers). These may be termed by various names,
including integrated reports, summary financial statements or extracts from annual financial
statements. These financial reports are excluded from the scope of this pronouncement if
they are not prepared in terms of Section 29(3) of the Act. To ensure summary financial
statements prepared in terms of this Section of the Act are properly identified, they are to
contain a note that they have been prepared in terms of Section 29(3) of the Act.

Requirements where financial statements have been audited

BC20 If the credibility of the summary financial statements is to be enhanced by a company engaging
its auditor to examine these financial statements, the summary financial statements should
contain a report from the company’s auditors as to whether the summary financial
statements derived from the audited financial statements are consistent in all material
respects with those financial statements in accordance with the international Standard on
Auditing 810 — Engagements to Report on Summary Financial Statements. At present there is
no requirement for summary financial statements to be examined by the company’s auditors,

but it may elect to do so.

Effective date of requirements

BC21 The issue of when the requirements become effective also needs to be considered. As many
companies reporting summary financial statements are already using IAS 34, the requirement
to apply IAS 34 is not likely to affect many companies. In addition, other companies should be
able to apply 1AS 34 without undue cost and effort and would not require an extensive notice
period. Therefore it is believed that companies be given at least three months’ notice to
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comply with the requirements, but allowing companies to apply the requirements earlier if
they so wish.

APPROVAL BY THE FINANCIAL REPORTING STANDARDS COUNCIL
(FRSC) OF THE FINANCIAL REPORTING PRONOUNCEMENT ON

SUMMARY FINANCIAL STATEMENTS

The Financial Reporting Pronouncement on Summary Financial Statements was approved by the
requisite majority of members of the FRSC on 15 April 2016.
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DEPARTMENT OF TRADE AND INDUSTRY

NO. 236 16 MARCH 2018

COMPANIES ACT, 2008 (Act 71 of 2008)

FINANCIAL REPORTING PRONOUNCEMENT 4
THE LIMIT ON A DEFINED BENEFIT ASSET, MINIMUM FUNDING
REQUREMENTS AND THEIR INTERACTION UNDER INTERNATIONAL
FINANCIAL REPORTING STANDARDS (IFRS) IN THE SOUTH AFRICAN
PENSION FUND ENVIRONMENT

I, Dr Rob Davies, Minister of Trade and Industry, pursuant to the publication of notice
1445 in government gazstte no 41338 dated 18 December 2017 for wider public
consultation, publish the final notice on Financial Reporting Pronouncement 4. The

final notice comes into force on the date of publication.

Dr Rob Davies, MP
Minister of Trade and Industry
‘T/February 2018
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PREFACE

Financial Reporting Pronouncement 4 (FRP 4) has been issued by The Financial
Reporting Standards Coundil (FRSC). 1t is applicable fo companies within the ambit
of the Companies Act 71 of 2008 applying international Financial Repording
Standards (IFRB).

This FRP provides guidence under IFRS on the application of IFRIC 14 -~ IAB 18 -
The Limit on & Defined Benefit Assef Minmum Funding Regulrements and thelr
interaction In Bouth Africa In relation to defined benefit pension obligations (governed
by the Pension Funds Act, 1856 (the Act)) within the scope of IAS 18 - Employee
Benefits. Accordingly, this FRP applies to the employer entily and not to the pension
fund. This FRP should be read together with IFRIC 14 and 1A8 19,

FRP 4 only focuses on the following issues:

«  YWhat are minimum funding requirements?

«  When should refunds be regarded as available In accordance with the definition
of the asset celling in paragraph B of IAS 19 and how should they be measured?

«  When should reductions in fulure contributions be regarded as availsble In
acoordence with the definition of the asset celling in paragraph 8 of 1AE 18 and

how should they be measured? And
«  When would minimum funding requirements give rise 0 an additional liablity?

There is no equivalent pronouncement for entities applying IFRE for 8MEs because
IFRS for BMEs doas not condaln an eguivalent fo IFRIC 14,

With referance o Preface lo Financial Reporting Pronouncements and Guides issued
by the FRSC, the FRSC may lssue Financial Reporling Pronouncements (FRPs) o

provide authoritative guidance fo preparers, audiiors and users of financial
statements, thus Tacilitating the standardization of financial reporting.

This FRP has the same authorly as IFRS
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THE LIMIT ON A DEFINED BENEFIT ASSET, MINIMUM
FUNDING REQUIREMENTS AND THEIR INTERACTION
UNDER IFRS IN THE SOUTH AFRICAN PENSION

FUND ENVIRONMENT

Paragraph .16 of IAS 1 — Presentation of Financial Statements, requires an entily
whose financial statements comply with IFRSs to make an explicit and unreserved
statement of such compliance in the notes. Finsncial siatements shafl not be
described as complying with IFRSs unless they comply with all the requirements of
IFRSs. Paragraph .7 states that assessing whether an omission or misstatement
could influence economic decisions of users, and 80 be malerisl, regquires

consideration of the characteristics of those users.

References

IFRIC 14 — IAS 19 — The Limit on a Defined Benefit Assel, Minimum Funding

a)
Requirements and their Interaction

b) IAS 8~ Accounting Policies, changes in Accounting Estimates and Errors

¢} A8 18~ Employee Benefits

d) Pension Funds Acl, 1856

Circular PF Mo, 88 — Section 18 of the Pension Funds Act, 1956: Fund not in a
sound financial condition

Background

1. The Accounting Practices Board (APB) issued AC 504~ The Limit on a Defined
Benefit Assel, Minimum Funding Requirements and thelr Interaction in the South
African Pension Fund Environment in Oclober 2010 as 2 local interpretation,
Following the withdrawal of Statements of Generally Accepted Accounting Practice
(GAAP) in 2012, SAICA issued the local interpretation as Financlal Reporting Guide
3 after making necessary revisions to reflect the changes made to IFRIC 14 and IAS
18 in 2011. The Financial Reporting Standards Council (FREC) has considered the
content of this Guids and has issued it as a Financial Reporting Pronouncement

(FRP).
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2. FRP 4 has been issusd o provide guidence on the application of IFRIC 14 ~
IAS 19 ~ The Limit on & Defined Benefit Assel, Minimum Funding Reguirements
ang thelr Inferaction In South Afrca In relation o & defined bensfit pension
obligations {governsd by the Pension Funds Act, 1858 {the Act) within the scope
of IAS 19 ~ Employes Benefits. Accordingly, this FRP applies to the emplover

antity and nol o the pension fund,
3. FRP 4 should be read fogether with IFRIC 14 and IAS 18.

4. Paragraph 83 of IAS 18 requires an sniity 1o recognise the net defined benefi
{pension) liabllity/ssset in the stalement of financial position,

5 The net defined beneflit labilib/asset is the defich or surplus adjusted for any
effect of applying the asset celling limit.

6. The defich or surplus is:
a. The present value of the defined benefil obligation less

b, The fal value of plan assels

7. The assel ceiling s defined as the present valus of any sconomic benefits
avaliable in the formm of refunds from the plan or reductions in fulure
contributions to the plan,

&, IFRIC 14 provides guidancs on the following issues:

« When refunds or reductions in fulure contributions should be regarded as
‘avallable’ In accordance with the definition of the assel celling.

= How s minimum funding requirement mighl affect the availability of
recuctions in fulure conlributions,

» When a minimum funding requirement might give riss o an additiona! liability,

9. Secton 18 of the Act requires the financial condliion of a fund 1o be determined
{al 2 minimum} every three years by a gualified actuary. Such veluations are
known as statulory valuations. Slatutory valualions are also used as the basis
for determining the level of conirbutions. For the purpose of this FRP, any
gefichs adsing fom such valustions are referred to s "sislulory defichs’ and
any surpluses as ‘slstutory surpluses’. The veluation is performed in terms of
section 16 of the Act and Professional Guidance Nole 201 lssusd by the

Actuarial Sociely of South Africs.
18, The present value of the defined benefll obligation delermined In accordance

with 148 19 lsss the fair value of the plan assels, I posilive, is referrad o as the
‘mecounting deficlt’ and, ¥ negative, is referred (0 as the ‘accounting surplus’ for

the purpose of this FRP.
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11, The weguirements Tor delermining the sccounting deficlh or surplus may not
necessarily be the same ss the requbements and guidelines used iIn
determining the statutory deficll or surplus. The main resson for the differences
siems from the faod thel the 1A 18 valugtion reflecls the financial position of the
fund st 8 point By Hme, whils the purpose of the shetislory valustion s o
determine the appropriate level of funding for the long-lerm pension obligation,

12, Given the long-term nature of the obligation and the variables which may affeg
the amount and ming of the cash outflows as well as the variables which may
affeol the amount and Sming of the cash inflows of the assets of the fund, the
net financial posilion may fuctusle quile sioniicantly over ime. Thiz could result
iy fuctusting contribulion levels, To achisve g more slable contribution level, the
Act permils cerlaln reserves {0 be oreated in the delermination of the statulory

daficit or surplus,

Ruch reserves may  inchude solvency resarves;) conlingendy  ressrves
condribulion reserves; and dale, sk and processing swor ressrves. The
determingtion of the accounting defich or surplus s set oul In parsgraph 10 of

fhis FRF.IAS 18 doas nol permil the recognition of labillles for such reserves,
not doss § permit the plen aseels lo be messured 8l an amound other than Tl

valim,

15, As 2 resull of the above, the accounting delict or swplus mey be quile different
from the stehulory delic or surplus, This FRP focuses on the aooouniing deficlt
or surplus? since this amount forms part of the net defined benefil lisbilitv/asset

required 1o be recognised in terms of paragraph 83 of IS 18,

Scope
4. This FRP considers ondy defined benefll penslon plens govemad by the At
fromn the perspective of the employer,

15, The word ‘smplover s used in the South Afrlcen refirement funds Industry 1o
denote the ‘enlily’ In IFRIC 14 and 188 18 The words are used Intlerchangeably

in thiz FRP,

issues

18, This FREP only focuses on the following lssues In the application of IFRIC 14 by
Penslon Punds Act

L.issue 1: What are minimum funding requirements?

Pisferances 1o sncounting defich or surplus b include g il posiion where the defined beneflt oblipetion is aoust
b tha Tade velue of the plan assets
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i, issus 2: When should refunds be regarded as avallable in
accordance with the definillon of the assset celling In paragraph 8§ of
1A% 18 and how should they be measured?

in this FRP, four possible scenarios are considersd fo flustate the
application of IFRIC 14 in & South Africen context. (i Is not relevant
whether a surplus apportionment exercise has besh completed in terms of
the Pension Funds Second Amendment Act, 2001.) The scenarios are as

follows:

¢  Seansrio 1~ the rules of the fund are silent regarding statulory surplus
allocations {l.e. steiulory surplus alfocations are made at the discretion

of the frustess),

Scenarin 2 - the nides of the fund indicate thal all slatulory surpluses
are o be sliocated o the employer;

»  Scenarip 3 - the rules of the fund indicale that ol statulory surpluses
are to be sllocated fo the members of the fund; and

»  Spenario 4 ~ the rules of the fund indicate that all stalutory surpluses
ars 1o be sllocated in a specified proporlion betwesn the employér and
members of the fund Hor sxample 80% o the emplover and 40% to the

members).

i lssue 3: When should reductions In future contributions be regarded
as available In sccordance with the definition of the asset caelling In
paragraph 8 of 1A8 19 and how should they be measured?

be. Issue 4@ When would minimum funding requlrements ghve vise to an
gddiional Hablity?

Consensus

issue 1 Minlmum funding reguirements

17.  As outlined in paragraph 2 of FRIC 14; "Minimum funding requirements exist in
many vountries to improve the security of the post-employment benelit promise
made fo members of an employee benefit plan. Buch requirements normally
stipufate & minimum amount or Jevel of contributions that must be made o &

plan over & given period.”

18, Paragraph § of IFRIC 14 states that, for the purpose of that interpretation, *...
minimum  funding requirements sre any reguirements to fund a post
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employment or other long-term defined benefif plan.” (emphasis added),

19. Parsgraph 18 of FRIC 14 requires an snlily fo ... analyse any minimum
funding reguirement &l g given dale into contributions that ere required to cover
(&) any existing shorlfall for past service on the minimum funding basis and (B}

futurs service”,

20, in 2 South Afvican pension fund contex!, the condributions required o “bring the
furd into & financially sound condiion within a reasonable period” In scoordance
with the requirements of section 18 of the Act constitule & minimum funding
reguirement gs contemplated in paragraph 18{e) of FRIC 14 {Le. a minimum
funding requirement o cover any exising shortfall for past service on the
mindmum funding basls). {The contribulions being referred 1o here are only
those which are required In order to bring the fund into a financially sound
condition, Le. they exclude any contributions which will be pavable o cover
fulure service.) This type of minimum nding requirement is relevant for the
purposes of considering whether an additions! llability may be required fo be

recognised (refer o lssus 4),

21, in a South African pension fund conlext, “the confribution rate the valustor
repommsnds  be  pavable by the emplover, faldng inlo  account the
clroumstances of the fund and lgnoring any swrplus or deficll’, as referred fo in
the definiion of a “contribution holldey” In section 1 of the Acl constilules g
minimum funding reguirement as contemplated in paragraph 18(0) of IFRIC 14
(l.e. a minimum funding requirement to cover fulure service). This type of
minimum funding reguirement s relevant in delermining the avallability of
economic benefils In the form of reductions in fulure conlributions (refer to Issue
33

22, In some Instances, the rules of the fund may specily the conbribution rate
payable by the employer. In such inslances, this rele would be the minimum
funding recuirement {0 cover fulure service unless the contrbulion male the
valuator would recommend be pavable Is higher, In which case the higher rate
would constitule such 8 minimum funding reguirement,

23. As noted in paragraph 18 of IFRIC 14, actuaries/ valuators will be required o
anslyse an entity's conbibutions betwesn those desoribed in paragraph 18 ()
and {b} for the anlity to be able o apply FRIC 14,

issue 2 Avallabllity of an economic beneflit in the form of a refund In
accordance with the definiion of the ssset calling In paragraph 8 of 1A8 19 and

fts mensursment

24. Paragraph 11 of FRIC 14 stales that a “refund s svallable fo an entlly only if
the entity has an uncondiional right to g refund”.
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25. The amount of any accounting surplus® that represents an economic benefit
avaliable as & refund s considered 1o be the following in the four scengrios

putined In paragraph 17() of this FRP:

+  Beenarin 1 ~ The balance of any Emplover Surplus Account (ESA) ot the
reporting date (Iimited to the accounting surplus) less any costs that would
be incurred upon reglisalion.

= Spenaric 2 - The accounting surplus at the reporling datle less any costs
that would be incurred upon realisation,

s Besnario 3 - The balance of any ESA® at the reporting date (imited o the
aopounting  surplus® less any cosis that would be Incurred upon

reatisgtion.

o Bgenario 4 - The actounting surplus? at the reporting date less any cosls
that would be incurred upon reslisation,

issue 3: Avallability of an economic benefit In the form of a reduction in future
sontributions In accordance with the definition of the asset celling In

paragraph § of AR 19 amil s messurement

26. in accordance with paragraph 20 of IFRIC 14, if there is & mindimum funding
requirement for contributions relating to fulure service, the economic benefit
available as 8 reduction in fulure confribufions should be calculated as the sum
of:

a) any smount that reduces future minimum  funding requirement
contributions for future service because the entlty made e prepayment (i.e.
pald the amount before being required o do so); and

b} the sstimated fulure 1AS 18 service cost lo the enlily In each pericd over
tha shorter of the expedied life of the plan and the expected life of the
sntity, less the estimated minimum funding requirement contribulions that
would be required for fulure sewvice In those periods I there were no
prepayment as described In a) The fulure service cost o the entily

sxciudes smounts that will be borme by emplovees.

27, na South Arican pension fund contexd, prepayvments of contributions for fulurs

i pocordance with 1A% 18 any swpluses to be aliocated o the mambers noease the defined benefl obligation and
henge meul in s reducsd socounting surplus. For example, if the acoounding surphse 1 100 before considering any
alionations and the amowyt io be sllocaied o members {besed on the rules and Including any adsting Member Surplss
Sucourt IMBAS balarcs) s 30, e meulling sccounting swplus is 70 slter consliferation of such slivcations. B is tis
syt that s being referred 1o when elzrence is mats b detervining the exent to which the accounting surplus is

ayailable v an sontmic benefl,
This could be e case for sxample whers an EBA sxisted al the dete the rdes shenged tv requlrs subsegusnt

surpluges o be alioested 0 the members,

18
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services are nol something thal s contemplated In terms of the Aol Bhould an
enfity pay more than the conlrbution required © be pald In & particuler vear, s
most lkely that such addiions! peyment would be oredifed o the ESA This s o
ansure that the sniily relalng the rghi I aocess those funds In sccordance with

Swolion 18E (1) of the AL

Since the Adt does nol conlemplate prepaymenis of contributions for fulurs
sarvice, i s Hkely thal any such payments would not automatically reduce the
fulure minimum furgding requirement contributions for fulure service (e the
coniribution rale recommendsd by the valuator), However, singe the addiional
poyment would be oredited o the EBA, the snlily would be able o use such
gmounis o ke a contribulion holiday, For this resson, even ¥ thers & a8
prapayment, the amount In paragraph 20 8)will be nll The balence on the ESA
wioul! be taken into sooount in delermining the sconomic bene® avallable In the

form of 8 refund {refer o issus 2}

28, With regard to the fouwr scenarios ouliined In Issue 2 (paragraph 1601, the
amount of any scoounting suplus® thal represents an sconomib benefit
avaliable ag g reduction in fulure conibulions for sach scenario is considersd

iy b

¢ the sstimated fulure 1A 19 service cost o the antily in each peviod over the
shorter of the expected Hle of the plen and the expected Hife of the entily,

lmns

«  the estimated contributions that the valualor recommands be payebls by the
employer (laking Into sccount the clroumnstances of the furd but ignoring
any sislustory surplus or deficlt) in that vear or the contribulions specified in
the rules ¥ that is higher than the conirbulions that the valuaior would

gtherwise have recommandsd,

Since a ‘cortribution holiday as defined In seclion 1 of the Aol can only be
imken by using amounts aliccalad 1o the employer, he bensfils fo the emplover
of 8 conirbution holidey have In sssence besn laken inlo account in the
calcudation of the amount available In the form of a refund discussed under
msue 2. Therslors, the oslimaled contribulion rmale thet the welustor
moommsnds be pavable (aking inlo scoount the circumstances of the fund but
fgnoring any stalutory surplus or defioltl, as eferred o In paragraph 28, should
ignors the effects of any contribution holiday (i any) that has been agreed fo by
the fusioss.

Chherwize, such 8 beneflt would be regerded s both an sconomic benefit
available s o refund and as 8 reduction In fulre coniribulions which would
rasull In g double-counting of such 8 benefil Reler o parsgraph 31
Aflernatively, 1o avold double-counting, in calnulaling the benal available ps a
refurid {refer fo lssue 2), any approved confribution holiday should be teken into
aenount by reducing the ESA

7
W

i1
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30. The benefit that ls being calculaled as the reduction In fulure contributions
effectively represents the expected ulilisation of the current accounting surplus
to fund the shorlfall between the present valus of the Tulure 1AS 19 service cost
and the present value of the minimum funding requirement for fulure service.
For example, assume the accounting surpius s 120, the present value of the
future 145 19 service cost is 500 and the present value of the minimum funding

requirement for future service Is 400

All things being equal, in order to fund the fulure IAS 19 service cost, the future
contributions should be 500, However, because of the surplus, the fulure
contributions of BOD thet would otherwise be required o be paid can be reduced
o 400. Therefore, 100 would represent the benefil avallable in the form of a
raduction In future contributions In accordance with paragraph 20 of IFRIC 14.

31, As noted in paragraph © of IFRIC 14, an eniily needs o delermine the
maximum sconomic benefit that is avallable from refunds, reductions in fulure
contributions, or & combination of beth. I 8 not appropriale fo consider
soonomic benefits from a combination of refunds and reductions In future
contributions based on assumptions which are mutually exclusive,

Therefore, continuing the example in paragraph 30, ¥ the amount avallable as &
refund is 70 (which include any amount of the ESA 10 be used to take &
coniribution holiday), the meximum benefit would be 120 and not 170. This is
because the accounting surplus is only 120, therefors it i3 not possible o oblain
g refund of 70 and benefit from a reduction in fulure conbribulions o the exient
of 100. Howaver, i the amouni available as a refund is B {which includes any
amount of the ESA io be used io take s contribution holiday), the maximum

bensfif would be 108,

issue 4 When minkmum funding reguirements might give rise to an additienal
liability
32. As noted in paragraph 19 of this FRP, minimum funding requirements need fo

be anslysed between those thal are required fo cover (8) any existing shortfall
for past service on the minimum funding basis and (b) future servics.

33, In determining whether & minimum funding requirement may give rise to an
additional lisbility, paragraph 23 of IFRIC 14 only considers minimum funding
requirements “to pay contributions to cover an existing shortfall on the minimum
funting basis In respect of services slready received”. Such minimum funding
requirements are those referred to in paragraph 18{a) of IFRIC 14.

34. As noted in paragraph 20 of this FRP, when a fund is notin g financially sound
condition it is required fo submit & scheme o the Registrar of Pension Funds
setting out the contributions which are required o be made in order to bring the
fund Inte s financislly sound condiion within a8 ressonable period. (The
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coniributions being referred fo hers are only those which ave reguired iIn order o
bring the fund inlo a financlally sound condition, Le. they exclude any
coniributions which wil! be payable o cover fulre servios.) Such contributions
consiiuie & minivwm inding reguirement o cover an axdisting shortfall on the
minimum funding besls In respect of servicss slready received 88 confemplated

in paragraph 18{a) of IFRIC 14,

A5, ¥ anoentily s required 1o make condibulions o cover an existing shorifell in
respeot of services already recebved {conbibutions under parsgreph 18 of
FRIC 14), # neads to sssess lo whal exient § will beneft from them. In other
words, ¥ the pavment of such conbribulions would resull in the creslion or
norsasse of an accounting surplus, the entily needs o determing the maximum
sconomic benefll avallable as g refund, redustion iy future contributions or &
sombination of both, This should be done following the puidanos provided i

FRIC 14 and in this PRP,

38, To the exient that the contribulions pavable fo ocover an axisting shortiell in
eapect of services already recelved (contributions under parsgraph 18} of
FRIC 14) will not be available to the enlily afler they have been paid info the
plan, the enily should recognise g Habilily & the reporting date. The basls for
such a Habilty s founded on the principles of an onerous contract. The labiliy
should reduce any net defined beneft assel or horease any nel defingd beneflt
Hahifity {refer lo peragraph 24 of FRIC 14}

Effective Date

87, An ertlly shall apply this FRP for annug! periods beginning on o after oo,
Earlier application & parmitled and encouraged. ¥ an enfily appliss this FRP for
an sarber pariod, # shall discloss that faot

G8. This FRP shall be spplied retrospectively sublect o the provisions of 1A &
Accounting Polivies, changes in Accounting Bstimates and Erors.

* proposed effective date is ennual periods beginning on or after 1 January 2018,

i3
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Appendix A

The following fable summarises the application of the asset ceiling under IAS 18 1o the
four scenarios contemplated in this FRP based on the consensus reached regarding

the availabliity of 2 refund or reduction in future coniributions.

Rules of the fund | Accounting Accounting surpius
surplus available as 2
available as a reduction in future

, refund contributions

Seenario 1 | Silenton the | BSA halance (i The diflerence T éach year
treatment of | any) between the estimated
statutory {imited fo the!IAS 18 service cost and
surpluses {l.s. aecounting the conkibution mile
statutory surplus} less costs g‘gﬁ;ﬁ”}fgﬁz&r by the
surplus of realisation ¥
allocsation is at
the discration of
the trustees)

Gcenario 2 | Al - Accouniing The difference In éachi year
statutory surplus less batween the estimated
surplusses costs of realisation | IAS 18 service cost aend
fo b the ﬁméﬁ%uﬁng rg;;e

recommends &
;a;}zmaieﬁ to actuarnyfvaluaior, Y
@

gralover .

Scenario 3 | All statutory LA bamnce  (H|THEE diérence i gach vear
surpluses fo be |, any) between the estimated
allocated to the | (limited {0 the éﬁ.& 189 se%r*}gc? cost as";ﬁ

aceountin & CORNDUEDH rais
members of the surnlus gfﬁﬁ cosis recommendad by the
fund P } + Jvaluat
of realisation Lt L
“Ecenario 4 | Stanglory | Accouniing The difference in each vear
surpiuges to surplus less between the estimated

e slloceted v g | cosis of realisation | (A% 10 service ocost and

specifisd the  conlribulion  rmate
proportion recommended by the

| betwesan the actuary/valuator
employer and

the membears of

the fund

14
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Hustrative ex

These sxamples accompany, but are not part of this FRP,

Example 1 - Effect of the minimum funding requirement (paragraph 18 (s} of
FRIC 14) when there is an accounting surplus and the minimum funding
contributions payable are fully refundable fo the entity

IE1 An eniity has submilted & scheme, In accordance with the requirements of
saction 18 of the Act, to the Registrar of Pension Funds fo bring the fund inlo &
financially sound condition within & reasonable period. Under the minimum
funding requirement, the enlity has an obligation to make additional
soniributions o the refirement fund over the next three years to make good the
deficit, The present value of those contributions amounts fo 200 at the reporting
date, The relirement fund rules require all statulory surpluses fo be allocated fo
the employer. Thers is no Member Surplus Account {MBA). The year-end IAS
19 valuations for the retirement fund are set out below,

Fair value of plan assets 1,200

Frasont value of defined benefit
obligation under 1AS 18 _ {1,400

100

Accounting surplus

Met defined bensfit asset (before
considergiion of the minimum funding 160
reguiremnent)

Applivation of maubements

IE2  Paragraph 24 of IFRIC 14 requires the entity 1o recognise a liabllity to the exient
that the contributions payable are not fully avaliable. Payment of the
contributions with a present value of 200 will increase the accounting surplus
from 100 o 300, Under the rules of the refirement fund all statutory surpluses
are required to be allocated to the emplover and there is no MSA, therefore this
amourt would be fully refundsble b the eniity with no associaled costs.
Therefore, no labiity s recognised for the obiigation to pay the contributions in
raspect of past service. In respect of the accounting surplus, the entity would
recognise a net defined benefit asset of 100 since all surpluses are required to
be aliocated to the smployer, Hence, 100 s available as an sconomic banefit in

the form of a8 refund,

18
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Example 2—Effsct of minimurs funding reguirements {paragraphs 18(a) and (b}
of IFRIC 14} when there is an accounting deficit snd the minimum funding
contributions pavable would not be fully available

IE3 An entity has submitted 2 scheme o the Reglstrar of Pension Funds fo bring
the fund Info a fingncially sound condition within a reasonable perind. Under the
minimum funding requirement, the entity has an obligation to make additional
contributions o the relirement fund over the nexd thres vears lo melke good the
deficit. The present valus of those contributions amounts to 300 st the reporting

date,

The retirement fund ries provide for surplus allocalion to the Emplover Burplus
Acocount (ESA) at the trustees’ discretion. Mo amounts have been allocaled o
the ESA or MSA at the reporting date. The estimaled contribution rate that the
valuator would recommend teking inlo account the clroumsiances of the fund,
but gnoring any statulory deficit or surplus happens 10 equal the future 1AS 18
service cost io the entity. The year-end 1AS 18 valuations for the refirement fund

are set ol balow,

Falr value of plan assels 3,000

Prasent valus of defined benaefil
ghbiipation under
AS 18 {4,160}

{1003}

Accounting deficlt

Net defined benefit ability (before
consideration of the minkmum
funding requirermant}

{100}

Application of requirements

4 The payment of the confribution with & present value of 300 would change the
accounting deficlt of 100 to & surplus of 200, However, of this remaining 200,
nothing is refundable untll it has been formally aliocated fo the ESA. Also, the
amouni available as a reduction In futurs contributions Is nll because the entlly
is not permited to reduce its coniibutions below the contribulion rate
recommaended by the valuator {taking account of the circumsiances of the fund,
but ignoting any statutory surplus or deficit), which happens o equal the fulure

A% 19 servics cost to the enlily.

IES Therefore, of the contributions with a present value of 300, 100 eliminats the
accounting deficit, but the remaining 200 is not avallable as an economic benefit

to the entily.

E6 Paragraph 24 of {(FRIC 14 requires the enity to recognise & Babllily 1o the extent
6
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that the additional contributions payable to fund the deficl are not available o il

IE7 Therefors, the entity increases the nel defined benefil liability by 200. No other
fiability is recognised In respect of the stalutory obligation to pay contributions
with & present value of 300 1o fund the deficll,

Surmmary
Fair value of plan assels 1,000
Present value of defined benefit {1,100}
abligation under A8 18
Accounting deficit {100}
Met defined benell lability (before {1003
sonsideration of the minimum
funding reguirement)
Adjustrnent in respect of minimum {200}
funding reguirsment
Net liebility recognized - {300)

IE8 Al things being equal, when the confributions with a present value of 300 are
paid Into the retirement fund, the net liability recognised will become 0 {300 -

300).

Example 3-Effect of 2 minimum funding requirement {paragraphs 18 {a) and
{b) of IFRIC 14) when the contributions payable would not be fully available and
the sffect on the economic benellt svallable as 2 reduction In fulwe

contributions

IES The sniity's valugior has recommended a funding Jeve! which is measured on a
different basis from the service cost under 1AS 19, The entlly has also submited
a scheme o the Registrar of Pension Funds to bring the fund into & finencially
sound condiion within a reasonable period. The recommendsad coniributions
are therefore required 1o make good the defich on the minimum funding

reguirement basis (shortfall) and 1o cover future service.

=40 The retirement fund has an accounting surplus &t the repoding date of 50, The
retirement fund rules provide for surplus aliocation fo the Employer Surplus
Account (ESA) at the frustess’ discretion. No amounts have been allocated to

the ESA or MSA at the reporting date.

17
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IE11 The nominal amounts of the contributions required to safisfy the minimum
funding requirements In respect of the shortfall and the fulure service for the

nexi three years are set out below.

Year Total contributions for Contributions Contributions required o
minimum funding required to make |cover fulure service
requirement good the shortfall

1 135 20 18
2 125 112 13
3 115 104 11

Application of requirements

IE12 The enfity’s present obligation In respect of services ailready received only
includes the contributions required fo make good the shorifall. This is a
minimum funding requirement under paragraph 18(a) of IFRIC 14, The
rscommended contributions reguired fo cover fulure service constifule a
minimum funding requirement under paragraph 18(b} of IFRIC 14.

IE13 The present value of the entity’s defined benefit obligation in respect of services
already received, assuming a discount rate of 6 percent per year, is
approximately 300, calculated as foliows:

[120/{1.06) + 112 /(1.06)2 + 104/(1.08)°]

{E14 When these contributions are paid inlo the retirement fund, the accounting
surpius {i.e. the fair value of plan assets less the present value of the defined
bensfit obligation) would, other things being equal, increase from 50 to 350 (300

+ 50},
{E15 Howsver, since the rules are silent on the allocation of surpluses and nothing

has been allocated to the entity yet, the entity does not have an unconditional
right to a refund, although the accounting surplus may be available as a

reduction in future coniributions.

{E16 In accordance with paragraph 20 of IFRIC 14, the economic benefit available
as a reduction in future contributions is the sum of:

»  Any amount that reduces future minimum funding requirement contributions for
fulure service because the entity made a prepayment {i.e. paid the amount
18
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before being required to do so); and

« The esimated future service cost In each peried in accordance with paragraphs
16 and 17, less

+  The estimated minimum funding requirement contributions that would be required
for fulure service in those periods if there wers no prepayment as described in
the first bullet point.

IE17 in this example thera is no prepayment. The amounts avallable as a reduction
in future contributions are set out below.

Year IAS 19 service cost Minimum Amount available as
contributions coniribution reduction
required {o cover
future service

1 13 15 (2)
2 13 13 o
3 13 11 2
4+ 13 k-] 4

IE18 Assuming a discount rate of 6 percent per year, the present value of the
sconomic benefit available as a reduction in fulure contributions is egual to:

2V (1.06) + 0/(1.06)2 + 2/(1.06)° + 4(1.06)*+ ... +4/(1.06)°%+ .... = 56.

Thus, the asset ceiling, which is the present value of the economic benefil
avaliable from future contribution reductions, is 86.

IE19 Paragraph 24 of IFRIC 14 requires the entity to recognise a liability to the extent
that the additiona! confributions payable to fund the deficit will not be fully
available. Therefore, the entity reduces the net defined benefit asset by 204 (50
+ 300 ~ 58), resulting in the recognition of a net defined benefit liability of 244
Mo other fiability is recognised in respect of the obligation o make contributions
to fund the minimum funding shortfall.

Summary
Accounting surplus 50
Net defined benefit asset (before 50

consideration of the minimum funding
requirement)

Adjustment in respect of minimum funding requirement
284
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Met liability recognized (244}

IE20 When the contributions with 2 present value of 300 are paid into the retirement
fund, the net defined benefit asset recognised will become 56 (300 - 244),
which represents the amount available as a reductlon in fulure contributions,

since no refund is available fo the entily.

20
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Basis for Conclusions

This Basis for Concluslons acoompanies, bul Is not part of the FRP.

BCY The Basis for Conclusions summarises the considerations in reaching the
CONBENSUS.

Boope

BC2 The applicabllity of FRIC 14 o postvetirement medical benefits (PRME) was
considerad in the drafling of this FRP. In the South Afrlcan environmant there s
no statutory requirement to fund a PRMB by transferring funds inlo a separate
fund or entity. In some cases entities may lake oul ingurance policies in order fo
fund their PRMB, but they are not required by slatute lo do so. There oould be
Instances where there may be conbraciugl requirements fo fund & PRME. In
such clrcumstances an entily shouwld consider the applinebility of IFRIC 14,
Howaver, since # was not expscled thet IFRIC 14 would be relevant o all
PRME, 1 was decided 1o Imi the scops of this FRP 1o defined benefit pension

plans,
Insue 1 Minlmum funding requirements

BC3 As oullined in paragraph 2 of IFRIC 14: "Minimum funding requirements exist in
many countries fo improve the securlty of the post-employment benefit promise
made to members of an employes bensfit plan, Such requirements normally
stipulate & minimum amount or favel of contributions thet must be made to a

plan over & given period.”

BC4 1t is necessary fo know what ‘'minimum funding requirements’ are in the South
African refirement funds envitonment because thess might reguire an additional
liability to be recognised by the entity and/or thess might affect the availability of

reductions in fulure contributions,

BCS Paragraph 18 of FRIC 14 requives an enlily to °... enalyse any minimum
funding requirement af a given date into conlribulions thet are required to cover
{8} any existing shortfall for past service on the minimum funding basis and (b)

future servips”.

BOS In terme of section 18 of the Act, when & fund & not In a finencially sound
condition {as clarified by Circular PF No.88), it is required fo submit a scheme o
the Registrar of Pension Funds, selling out the coniributions which will be made
to bring the fund into a financially sound condition within @ reasonable period,
The statutory deficit is usually required to be sliminaled within three years. The
minimum  funding reguirements are & slatulory requirement and are
independent of the status of the fund as determined undsr 1AS 18, Therefore,
the conirbutions required to bring the fund into a financially sound condition

within & regsonable period constifule & minimum funding requirement as
2%
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contemplated In paragraph 18(a) of IFRIC 14 {le. a minimum funding
requirement fo cover any existing shortfall for past service on the minimum

funding basis).

BCY Ssction 18A of the Act states thal all siatutory surpluses in the fund belong @
the fund and that afler 7 December 2004 the only portion of the assels of the
fund that may be ulllised by, or for the benefit of, the employer is any credit
balance in the Employer Surplus Account (ESA). One possible usage of the
ESA s to teke a contribution holiday. A contribution holiday is defined in section
1 of the Adl, for & defined bensfit calegory of g fund, as "the payment by #he
employer of less than the contribufion rate the valualor recommends be payable
by the employer taking info account the circumsiances of the fund and ignoring

any surplus or deficit”

Sinoce the only way In which the emplover can reduce contributions below the
rate recommended by the acluaryivaluator is to follow the legal route of isking 8
contribution holiday, the coniribution rate the velualor recommends be payable
by the emplover to fund future service constitules a minimum funding
requirement o fund future servics as contemplated in paragraph 18{b) of IFRIC
14, In instances where the rudes of the fund specify the conlribution rale, such &
rale would be the minimum funding requirement {0 cover fulurs service unless
the contribulion rale the valuator would recommend be payable is higher, in
which case the higher rate would constitute such a minimum funding

requirement.

issue 2 Avallebility of an economic benefit in the form of a refund In
accordance with the definition of the asset celling In paragraph 8 of IAS 18 and

its megsurement

BC8 Paragraph 11 of IFRIC 14 states thal a “refund is avaifable lo an entily only i
the entily has an unconditional right to a refund’.

BCH in tarms of section 184 of the Adt, all slalutory surpluses in the fund bslong to
the fund. However, the employer acquires cerlain rights fo the statulory surplus

that has been aliocated to the ESA,

BC10 Any statutory surplus in a fund ai the surplus apportionment date {(as specifiad
i terms of section 188 of the Ast) Is required to be apportioned belween
stakeholiders. The Act specifies the process fo be followsd to delermine the
allocation but does not specify the amount {0 be aliocated o each siakeholder,
This may resuli in an amount being allocated io the ESA by the frustess of the

fund.

BC11 The apportionment of any sletulory surplus avising afler the sumplus
apportionment daie between the ESA and Member Surplus Account (MSA) is
determined in accordancs with the rules of the fund and section 15C of the
Act. it should be noled that all amendments or additions o the rules of & fund
requirs the approval of the Registrar of Pension Funds. I the rules are silent,

22
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the fund's board of rustees would delerming the apportionment gt s own
disoration,

BOAZ The stetdlory sumplus alibealed (o the ESA [sither In ferms of the rules or as
determined by the Yusless) may be used by the emplover for the Tollowing

oUrnoses, 8 set oul n section 188 (1) of the Act

{ay funding & conbibution holidey frefer o paragraph 18 above, for the
dafinifion of 3 conbribulion holiday);

{b} payment of pengions, or an increase In pensions In course of pavment, so
a8 o compansals mambers for the loss of any subsidy from the amplover
of thelr madical costs after retirement;

{oy meeling, In full or in part, expenses which the emplover s obliged o pav in
terms of the rules of the fund;

(¢} Improving the benelils payable fo all members, or & category of members
as defined In the rules, s determined by the emplover,

{oy transferring part, or ol of the ESA In torms of seclion 18B(2) of the Act to
the E8A In another fund whers the smplover is & particlpating emplover,

() on Hguidation of the fund In terms of seclions 28 or 28, poyment in cash o
the smplover in lemms of section 18

{o} in order to avold retrenchment of & significant proporiion of the worldores,
paymeant in cash o the employer in terms of section 184, and

{h) transferring parl, or all, of the EBA o the MBA In the sams fund.

BOAS Applving the above o each of the four scermrios oullined In lssue 2, the
amount of any accounting swplus thet reprasenis an economic baenefl
available as a refund s considersd to be the following:

¢ Hesnarin T~ The balance of any ESA af the reporiing dale {imiled i the
accounting surplus) less any cosls thel would be Inoured upon reslisation,
This is becauss the enlity has an uncondiional right fo acoess only the
amount i the BESA, Since the rustses nead o delarming the sliocation of
the surplus, until an amount has been aliocated o the ESA, the enilly
doss not have an unconditional right fo that amount, In addition, ¥ ¥ so
happens that there s an uneliocated surplus upon louldetion of a fund, the
sniity will only be entitled fo the amount in the EBA sl that date. The
unaflocated swplus would nsed lo be alliocaled by the liquidaior 1o the
mambars who lofl within 12 months prior to Souidstion,

s Seengrio 2 - The sccounting surplus less any costs thal would be Incurred
upon reslisation. This s besause the rules require all slalutory surpluses
o be alloceled to the smplover. Although the siatulory surplus might be

different from the accounting surplus at the reporting dale for the reasons
2%
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given in paragraphs 11 to 132 of this FRP, the accounting surplus should
be used. From an accounting perspactive, the acoounting surplus reflects
the best sstimate, at the reporiing dale, of the slatutory surplus that will
exis! in the plan essuming the gradual setlement of plan oblipations over
time until all members have lefl. Given that the rules require all statutory
surpluses  fo be allocaled o the emplover, the emplover hss en
uncondiioral rght to 8 refund sgual o the accounting surplus. As
discussed in the foolnote 2 on page 10, the accounting surplus being
referred 1o is the amount of the surplus affer any allocations of surpluges

i the members.

+  Sgenario 3 ~ The balance of any ESA at the reporting date (limited io the
socounting surplus) less any costs that would be Incurred upon reslisation,
There may have been an amount allocated o the ESA as o resull of the
first surplus apportionment after the surplus apporfionment dale, In this
scenario the rules require all stalulory surpluses arising after sumplus
apportionment fo be allocated to the members, with the result that no
refund (other than that which may have been aliocated to the ESA) is

available to the entily.

+  Besnario 4 - The gcoounting surplus less any sosts that would be Inourred
upon realisation. As discussed In the foolnote 2 on page 10, the
sccounting surplus being referred to is the amount of the suwiplus affer any

allocations of surpluses o the members,

Isgue 3 Avallabliity of an sconomic benefit In the form of g reduction in future
contributions In scocordance with the definition of the assel celling In

paragraph 8 of IAS 18 and s messurement

BOA4 FRIC 14, BCTY slales thal the amount of the contribution reduction availeble
to an entity should be measured with reference to the amount that the entity
would have been required {0 pay had there been no accounting surplus. The
IFRIC believes that this is represented by the fulure 1AS 19 service cost o the

antity.

BC1S in ters of paragraph 18 of IFRIC 14, If there s no minimum funding
requirement for contributions relating to fulure service the economic benefit
available as & reduction in future contributions is:

+  the fulure AT 19 service cost to the entily for sach period over the shorter
of the expected life of the plan and the expected life of the entity._The
future service cost o the entity exciudes amounts that will be bome by

employess.
BC16 In terms of paragraph 20 of FRIC 14, i there 5 2 minimum funding
reguirement for contributions relsling to fulure sevice, the sconomic benefit

avallable as g reduction In flure conbributions is the sum of
24
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2 Any smount thal reduces  fulure  mindmusn funding  requirsment
contributions for future service because the enlily made a prepayment {Le,
pald the smount before being reguired o do su); and

by The estimated fulure 1AB 18 service cost io the enlily in each period over
the shorter of the axpecied e of the plan and the sxpscied e of the
aniity, less the sstimated minbnom funding requirement contrtbutions Tor
future servics In those periods I thers were no orepaviment desoribed in

al

BOYY As congluded i parsgraph BOY, the contribulion mele the valusior
meommends be pavable by the amplover o fund the fulure scorusl of
benefis, taking into account the clroumstances of the fund and ignoring any
surplus or deficl, or § higher, any rale specified In the rules, congtituies &
mindraum funding reguirement in respect of fulurs services as contemplated In

paragraph 180} of FRIC 14,

BOAE In tlerms of paragraph 22 of WFRIC 14 "When sn soflly determines e smount
deserbed in paregreph 2006, K the Julure minimum funding requlrement
contributions for idure service exceeds the fulure IAS 18 service cost in eny
given perind, el excese reduces the smount of the soonomic benefi
avaflable ay & reduction in Rdure contrbutions Mowever, the amount
descrbed in parsoreph 200h) can never be less then zero”

BOAS The FRIC consldered whethar an ssest should be recognised in respect of
raductions iy future conlributions only to the extent thet there wes g formal
agreemant betwesn the bustess and the enlily speciving contributions
pavable lowsr than the fulure 1AS 18 service cost. The IFRIC did not agres
with this and concluded thel * e enlily o entifed fo assume el In goneral
i owilt not be reguired o meke contribulions o s plan b order Yo meliiain g
surpdus and henoe thet I will be able {o reduce conlribulions i the plan hed o
surpius.” (Refer o paragrash BOIB of IFRIC 14}

BO20 With regard o prepayments of conbibutions for Julure serving, thess are not
coptempdated in the Ach Should an enilly pey mors then the contribution
reguired to be pald in 2 partiouisr vesr, B s most Bkely that such additiong!
pavment would be orediied o the E8A. This s tv ensure that the enlily relains
the dght 1© sccess those funds In accordence with Beation 18 B of the Acl
Since the Act doss nol contemplale prepayments of condributions for fulure
aervice, §is Hkely that any such payments would nol sulomatioslly reduss the
future mindmum funding renulrement contributions for fulure service {Le. the
sontrihullon mte recommendad by the valuglon), Mowever, sincs the addilions!
payment would be cradited o the EBA, the enilly would be gble 1o use such
amounis fo ke & coniibulion holidey, For this reason, sven | thers 8 &
prepayment, the amount in peragreph 200) of IFRIC 4 will be nil The
balanos on the E8A would be taken Inlo sccount in determining the sconomio
benefl availabls In the form of g refund {refer lo Issue 23

BOZY The amount of any sccounting swplus thel represenis an sconomic banefit
25
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available as a reduction in fulure coniributions is therefore considered to be
the following for all four scenarios:

The difference between the estimated future IAS 19 service cost 1o the entity
and the estimated confributions that the valuator would recommend be
payable by the employer {taking into account the circumstances of the fund
but ignoring any statutory surplus or deficit), or, if higher, any contributions
payable as specified in the rules, in each pericd (over the shorter of the
expected life of the plan and the expecied life of the entity). This is because
the employer is only required o pay the contributions recommended by the
valuator (or the contributions specified in the rules) and not the 1AS 10 service

cost.

28

This gazette is also available free online at www.gpwonline.co.za




100 No. 41503 GOVERNMENT GAZETTE, 16 MARCH 2018

Printed by and obtainable from the Government Printer, Bosman Street, Private Bag X85, Pretoria, 0001
Contact Centre Tel: 012-748 6200. eMail: info.egazette @ gpw.gov.za
Publications: Tel: (012) 748 6053, 748 6061, 748 6065

This gazette is also available free online at www.gpwonline.co.za



