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W E LCO M E

WE WELCOME YOU TO THIS, THE     
second issue of Accounting Perspectives in 
Southern Africa. We trust readers will find 
that this issue continues in the direction of 
the first issue, in providing concise articles 
of relevance in accounting and related fields. 
We hope that the content will resonate with 
academics and practitioners alike.

This issue is introduced by an article 
touching on some anomalies in the Auditing 
Profession Act (APA). While there has been 
much attention of late on difficulties in inter-
pretation of the Companies Act, it is apparent 
that the APA, several years after its adoption, 
is by no means clear of anomalies. The fla-
vour of financial reporting, which was very 
apparent in our first issue, continues in the 
second article which examines practice in the 
comparatively new area of disclosure relating 
to corporate risks, in the integrated report.
Our third article is the first one we publish 
dealing with taxation, and it relates to some-
thing of a novelty, namely the tax treatment 
of virtual currency, Bitcoin. Finally, we are 
pleased to publish a paper dealing with prac-
tical issues arising from the application of In-
ternational Financial Reporting Standards, in 
this instance focusing on classification issues 
relating to financial liabilities.

As editors of a new publication, we 
are very much on the proverbial ‘learning 
curve’. With the support of our reviewers and 
authors, we are getting into the rhythm of a 
speedy turnaround. In most instances, arti-
cles have been referred back to authors for 
changes, in some cases more than once – and 
the editors have taken responsibility for the 
cosmetic changes that occur in final editing.

Finally, something needs to be said 
about the logo on our front cover. This is a 
merging of the entrances of Jameson Hall at 
the University of Cape Town and the Great 
Hall of the University of the Witwatersrand 
- symbolizing the joint effort of the two uni-
versities in publishing this journal and the 
vigorous academic discourse which has tak-
en place over many years within the walls of 
these two great buildings.

Geoff Everingham and Kurt Sartorius
Editors

December 2014
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INTRODUCTION 
This paper examines how certain anomalies 
in the Auditing Profession Act No. 26 of 2005 
(APA) result in curious outcomes at law. The 
aim is not to provide a review of all the re-
quirements of the APA, a summary of dif-
ferences between the APA or the Public Ac-
countants’ and Auditors’ Act No. 80 of 1951 
(1951) (PAAA) or a detailed account of the 
rationale behind the enactment of the APA. 
Instead, we consider select provisions of the 
APA to demonstrate how the wording in the 
Act may create illogical outcomes.

THE APA 
Although South African auditors have been 
subject to the prescriptions of the PAAA 
since 1951, local and international corpo-
rate scandals provided an impetus for regu-
latory reform (Nel, 2001; Odendaal and De 
Jager, 2008). In particular, concerns that the 
structure of the Public Accountants’ and 
Auditors’ Board (established in terms of the 

PAAA) undermined its ability to regulate the 
profession impartially (Nel, 2001; Odendaal 
and De Jager, 2008) necessitated a revision of 
existing regulation. This  culminated in the 
promulgation of the APA and the creation of 
the Independent of the Regulatory Board for 
Auditors (IRBA), with the express intention 
of ‘protect[ing] the public…by regulating au-
dits performed by registered auditors’ (s2(a) 
of the APA). 
 In order to do so, the APA provides, 
inter alia, for (1) the power of the IRBA to 
prescribe ‘auditing pronouncements’ with 
which ‘registered auditors’ must comply (s41 
& s44 of the APA); (2) a type of whistle-
blowing duty (s45 of the APA); and (3) au-
ditor liability in certain instances (s46 of the 
APA). Unfortunately, several anomalies exist 
in these sections of the APA. 

PRESCRIBED AUDITING STANDARDS 
AND PRONOUNCEMENTS 
Under the rubric of audit ‘practice’ (s41 of the 

CURIOUS ISSUES IN THE 
AUDITING PROFESSION ACT

Despite the Auditing Profession Act, 2005 (Act 26 of 2005) being in effect for almost 
a decade, a number of anomalies in the legislation remain, undermining its ability to 
credibly regulate the audit profession. To this end, this paper deals with certain curious 
and apparently anomalous matters in the Auditing Profession Act in relation to the 
obligation to adhere to auditing standards, reportable irregularities and auditors’ liability.
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APA), a registered auditor may not: 

‘sign any account, statement, report or 
other document which purports to repre-
sent an audit performed by that registered 
auditor, unless the audit were (sic) per-
formed…in accordance with prescribed 
auditing standards’ (s41(6)(b) of the APA, 
emphasis added).

Based on the definition of ‘prescribed’ in s1 of the 
APA, an auditor should not sign any audit report 
unless the audit was performed in accordance 
with the standards prescribed by notice in the 
Gazette (which were only published in the Ga-
zette on 9 October 2009 and effective 15 Decem-
ber 2009) (IRBA, 2009; IRBA, 2010). 
 Dealing with ‘Duties in relation to an Au-
dit’, s44 of the APA provides that the auditor may 
not issue an unqualified audit opinion on ‘any 
financial statement or any supplementary infor-
mation attached thereto’ unless, inter alia, the au-
ditor has carried out the audit:

‘…free from any restrictions and in com-
pliance, so far as applicable, with auditing 
pronouncements relating to the conduct 
of the audit’ (s44(3)(a) of the APA, empha-
sis added).

The APA defines ‘auditing pronouncements’ as 
‘…standards…adopted, issued or prescribed…’ 
by the IRBA (s1). Thus, audit standards would 
fall into the definition of ‘auditing pronounce-
ments’ even if not prescribed by notice in the Ga-
zette. The simple adoption by the IRBA in 2006 
of the entire suite of auditing, review, assurance, 
related service and quality control pronounce-
ments issued by the International Auditing and 
Assurance Standards Board (IAASB) was suffi-
cient to make the auditing standards part of ‘au-
diting pronouncements’ as contemplated by the 
APA (ss1 and 44).  However, as s44 covers only 
audit opinions on ‘any financial statement or any 
supplementary information attached thereto’, the 
statutory obligation to comply with the ‘auditing 
pronouncements’ is restricted to an opinion on 
financial statements and supplementary infor-

mation, and does not apply to the expression of 
an audit opinion in any other context. 
 For the expression of an audit opinion on 
anything other than financial statements or sup-
plementary information, only s41 of the APA has 
application, with its broad wording covering the 
signing by an auditor of ‘any account, statement, 
report or other document which purports to rep-
resent an audit performed’. Strangely, s44  is con-
fined only to opinions on any financial statement 
or supplementary information thereto (s44(2) of 
the APA). The result is that a section entitled ‘du-
ties in relation to audit’ is inconsistent with the 
broad definition of an ‘audit’ in s1 of the APA. 
There is no logical reason for this. 
 The inconsistent wording in s41 is con-
fusing. Although there is no practical difference 
implied by the titles of s41 and s44, there is no 
symmetry between the prohibitions contained 
in each section. Section 41 is broadly expressed, 
covering the signing by an auditor of ‘any ac-
count, statement, report or other document’. This 
is  consistent with the scope and content of the 
broad suite of standards adopted by the IRBA. 
Curiously, however, section 41 does not refer to 
necessary compliance with ‘auditing pronounce-
ments’ (the broad definition including standards 
adopted without the formality of being Gazet-
ted), but rather to compliance with ‘prescribed 
auditing standards’ - a term not defined by the 
APA - and which requires publication in the Ga-
zette. 
 In any event, the notion in the APA (par-
ticularly s41 read with s1) that relevant standards 
must be ‘prescribed’ by publication in the Gazette 
is misguided and impracticable. Since the stand-
ards are subject to continuous improvement, the 
requirement for standards to be gazetted means 
that there is a need for continual gazetting of new 
auditing standards in South Africa.  Moreover, if 
South Africa is to claim compliance with inter-
national standards, it is necessary that these are 
gazetted so as to become effective on the same 
date as changes made by the IAASB, leading to 
an overly bureaucratic process of ‘ratification’ of 
the IAASB’s standards by the IRBA. While ad-
ministratively onerous, this approach also leads 
to a situation where, practically, the content and 
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timing of South African legislation is being led 
by a foreign professional body (over which South 
Africa has little influence).

REPORTABLE IRREGULARITIES 
The APA requires that an auditor of an entity 
who is: 

‘satisfied or has reason to believe that a re-
portable irregularity has taken place or is 
taking place in respect of that entity must, 
without delay, send a written report to the 
Regulatory Board’ (s45(1)(a))

After issuing an initial report to the IRBA, the 
auditor has a period of up to thirty days to send 
a second report with the auditor’s opinion as to 
whether: (1) no reportable irregularity (RI) has 
taken or is taking place; or, (2) the suspected 
RI is no longer taking place and adequate steps 
have been taken to prevent or recover any result-
ing loss; or (3) the RI is continuing (s45(3)(c) of 
the APA). Upon receipt of the second report, the 
APA compels the IRBA to ‘notify any appropri-
ate regulator in writing of the details of the re-
portable irregularity to which the report relates’ 
(s45(4) of the APA).

THE DUTIES OF THE IRBA 
Based on s45(4), the IRBA is only empowered 
to pass on information regarding an RI to the 
‘appropriate regulator’ after it has received 
the second report from the auditor, which 
will only be received after the 30 day period 
contemplated in s45(3). A question that aris-
es is how the IRBA should deal with a matter 
which, due to its gravity, ought to be passed 
on to the relevant regulator prior to receipt 
of the second report in order to protect the 
public interest (see s2 of the APA). In these 
circumstances, the IRBA, as a public body, 
should not be constrained by s45(4) to only 
notify the relevant regulator of the existence 
of an RI after receipt of a second report. To 
do so, it appears that the IRBA would have to 
breach the legislation which governs it, some-
thing which is clearly untenable. Potentially, 
the IRBA could point to the general power 

in s4(2)(d) and s2(a) in an effort to act in the 
public interest. Reliance on these provisions, 
however, seems strained and inadequate.  

A similar problem emerges if one con-
siders the position where the IRBA, on receipt 
of the second report, is not satisfied, or disa-
grees with the auditor’s assessment that the 
previously reported RI did not take place; is 
no longer taking place, or that adequate steps 
have been taken for the prevention or recov-
ery of any loss arising therefrom (ss45(3)(c)
(i)(aa) or (bb)). In such circumstances, the 
APA does not empower the IRBA to com-
municate its own assessment of the RI to any 
other relevant regulator - even if a failure to 
do so would be contrary to the public inter-
est. 

WHISTLE-BLOWING ON NON-AUDIT 
ENGAGEMENTS
With respect to non-audit engagements, the 
IRBA concludes that the RI provisions apply 
to ISRE 2410 (“Review of interim financial in-
formation prepared by the independent audi-
tor of the entity”) engagements  because the 
practitioner carrying out the review is also 
responsible for the audit of the respective cli-
ent’s financial statements (IRBA, 2006). The 
regulator maintains that if the practitioner 
carrying out a review is not responsible for 
the audit of the financial statements, the en-
gagement falls within the scope of ISRE 2400 
(“Engagements to review historical financial 
statements”) and that s45 of the APA is not 
applicable (IRBA, 2006). This conclusion is 
peculiar, as an engagement carried out in 
terms of ISRE 2400 or ISRE 2410 would re-
sult in the expression of an opinion on a set 
of financial statements and, therefore, meet 
the definition of an ‘audit’ in terms of s1 of 
the APA (Maroun and Wainer, 2013).  Simi-
larly, when considering that s45 of the APA 
was intended to add to a culture of corporate 
transparency and accountability, ISAE 3000 
(“Assurance engagements other than audits 
or reviews of historical financial informa-
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tion”) engagements should, contrary to the 
IRBA’s guidance (IRBA, 2006), give rise to a 
reporting duty (Opperman, 2009; Maroun 
and Wainer, 2013). 

A TENSION BETWEEN S45 OF THE APA 
AND THE COMPANIES ACT 
Regulation 29(1)(b) to the Companies Act 
contains a definition of a ‘reportable irregu-
larity’ which leads to illogical and incon-
sistent outcomes. For example, a ‘material 
breach of fiduciary duty’ detected during the 
course of an audit would be an RI, in terms of 
the APA, and reportable to the IRBA (IRBA, 
2006). Peculiarly, the identical irregular-
ity, if detected during the course of an ISRE 
2400 review, would not trigger a reporting 
duty in terms of the Companies Regulations 
(2011) as it is not an ‘RI’ as defined by the 
Regulations. Similarly, ‘trading under insol-
vent circumstances’ is reportable in terms 
of the Regulations but, as this is not neces-
sarily an ‘unlawful act or omission’, does not 
amount to an RI in terms of the APA. Finally, 
the Regulations are silent on ISAE 3000 en-
gagements, with the result that, read with the 
IRBA’s guide on RI’s, even if contrary to the 
public interest, potentially significant irregu-
larities would not be brought to the attention 
of third parties (Maroun and Wainer, 2013). 

AUDITOR LIABILITY
Section 46 includes the following: 

‘A registered auditor may incur liability 
to any partner, member, shareholder, 
creditor or investor of an entity if the 
registered auditor fails to report a re-
portable irregularity in accordance with 
section 45’ (s46(7) of the APA)

If the auditor, acting in good faith, reports to 
the IRBA, when in fact no RI existed, the au-
ditor could face a claim from his client (Ma-
roun and Gowar, 2013). On the other hand, 
choosing to err on the side of caution, rather 

than report ‘without delay’, could result in le-
gal liability arising solely by virtue of the ap-
plication of s46(7), irrespective of whether or 
not the auditor acted in good faith. Section 
46(2), which would otherwise limit the li-
ability of the auditor, is only applicable to ‘an 
audit performed within the meaning of para-
graph (a) of the definition of “audit” in sec-
tion (1)’ (s46(1)a of the APA), which would 
not extend automatically to reporting an RI. 
On the other hand, the current wording of ss 
46(2), (3) and (7) implies that the an audi-
tor who fails to report an RI, which was, or 
ought to have been, detected, otherwise than 
during the conduct of an audit, would not be 
statutorily liable. This is true even if the audi-
tor acted negligently or mala fides. 
 Even if the auditor were liable in terms 
of 46(7) for a failure to report an RI, the APA 
only refers to liability to a partner, member, 
shareholder, creditor or investor of the entity, 
but not to entity being audited.  The basis on 
which the company would bring an action 
against the auditor is remarkably unclear 
bearing in mind that the whistle-blowing 
duty is not the product of a contractual rela-
tionship between the client and the auditor. 

CONCLUSION AND RECOMMENDA-
TIONS
This paper summarises certain curious issues 
in the APA. As regards standards, it necessary 
for the reference in s41 to ‘prescribed stand-
ards’ to be replaced with the phrase ‘audit-
ing pronouncements’. The prohibitions con-
tained in s41 and s44 should also be aligned. 
Finally, s4 should be amended to replace the 
word ‘prescribe’ (ss4(1)(c) & (e)) with ‘adopt’ 
to avoid a pointless ratification of standards 
(set by the IAASB) by the IRBA. 
 Section 45 was then considered. The 
principles of sound governance dictate that 
the substance of an irregularity - and its po-
tential impact on stakeholders - ought to 
be the deciding factor when concluding on 
whether or not an irregularity is reportable 



While auditor liability is an important driv-
er of high quality engagements (Palmrose, 
1988), care is needed to ensure that statutory 
provisions giving rise to additional legal ex-
posure fairly consider the reasonableness of 
the auditor’s conduct.  
 Before these recommendations are 
implemented, additional research is needed. 
Future researchers would make a significant 
contribution by carrying out a thorough 
analysis of the advantages and disadvantages 
of each of the above recommendations. Since 
no prescribed auditing standards, as contem-
plated in s41 of the APA, existed until 15 De-
cember 2009, research is also required as to 
what, if any, statutory obligation to comply 
with any audit standards existed prior to that 
date for audits not covered by s44, but falling 
under s41

06 ACCOUNTING PERSPECTIVES IN SOUTHERN AFRICA

(either to the Companies and Intellectual 
Property Commission or the IRBA).  Related 
to this, the wording in s45 needs to be aligned 
with the definition of a reportable irregular-
ity in the Regulations to the Companies Act. 
The IRBA’s guidelines should also expressly 
include any engagement where the auditor 
expresses an opinion on an underlying sub-
ject matter within the scope of s45. 
 In the interest of sound governance, 
the APA needs to empower the IRBA to di-
vulge information contained in the first re-
port issued to it by auditors if this is in the 
public interest. The APA should also cater for 
a situation where the IRBA does not agree 
with the auditor’s assessment of the RI. 
 Finally, the research dealt with auditor 
liability in relation to a failure to report an RI. 
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TRENDS IN RISK DISCLOSURE 
PRACTICES OF SOUTH AFRICAN LISTED COMPANIES 

This research examines trends in risk disclosures in the annual reports of companies 
with a primary listing on the Johannesburg Stock Exchange.  A risk disclosure checklist, 
based on the relevant academic and professional literature, is developed and used to 
quantify changes in the frequency of risk disclosures from 2010 to 2012.  The research 
also examines the extent to which information is integrated in the annual/integrated 
reports under review, identifying weaknesses for the attention of preparers and users of 
such reports. 

KIM RAEMAEKERS & WARREN MAROUN
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INTRODUCTION 
The evolution of stakeholder theory, the re-
sponsible investment movement and the 
growing awareness of the limitations of finan-
cial reporting are contributing to the emer-
gence of integrated reporting as the dominant 
corporate reporting framework (Solomon 
and Maroun, 2012; International Integrated 
Reporting Committee [IIRC], 2013).  This is 
especially true in South Africa where the List-
ing Requirements of the Johannesburg Stock 
Exchange (JSE), read with King-III, requires 
companies to prepare an integrated report or 
to provide reasons for not doing so (Institute 
of Directors in Southern Africa [IOD], 2009; 

JSE, 2013). Whether or not this has resulted 
in a significant change in the nature and ex-
tent of information being included in corpo-
rate reports has not, however, been examined 
in detail¹. 
 Accordingly, the purpose of this re-
search is to explore the extent to which risk 
disclosures in the annual reports of compa-
nies with a primary listing on the JSE have 
changed following the introduction of a de 
facto requirement to prepare ‘integrated re-
ports’. Using a comprehensive disclosure 
checklist, complemented by interpretive text 
analysis, the research provides one of the 
first accounts of changing trends in risk dis-

¹For the purpose of this paper, ‘integrated reporting’ refers to the reporting framework proposed by the IRC (2011) and 
IIRC (2011). The changes introduced by the IIRC during 2013 would probably only be taken into account for the purpose 
of preparing integrated reports from 2014 onward. 
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closures. It also adds to the limited body of 
research on the impact and relevance of inte-
grated reporting and identifies current weak-
nesses in risk disclosure practices for the at-
tention of preparers and users of ‘integrated 
reports’. 

RISK-MANAGEMENT DISCLOSURE PER 
KING-III
King-III deals, inter alia, with the ‘governance of 
risk’. The intention is to highlight roles and re-
sponsibilities for identifying and managing risks, 
encouraging a holistic and prudential approach 
to risk-management (IOD, 2009; Coetsee et al, 

2011; KPMG, 2012).  Related to this is the need 
for effective communication with stakeholders 
on how organisations identify and manage their 
risks in order to ensure short- and long-term 
sustainability (IOD, 2009; IIRC, 2011; Integrat-
ed Reporting Committee of South Africa [IRC], 
2011). To this end, each of the principles (and 
disclosure requirements) referred to in King-III 
can be grouped under broad themes and used to 
develop a checklist for analysing risk disclosures 
by some of South Africa’s most prominent com-
panies.  These disclosure themes or categories are 
summarised in Table 1.

TABLE 1: 
DISCLOSURE CATEGORIES

Overall risk disclosure 

Commentary 

It is the responsibility of the board to appreciate that performance, strategy, 
sustainability and risk are inseparable and that the development of an integrated 
risk-management framework is essential (IOD, 2009). 

Theme

Risk-management 
policy and plan

The board is responsible for approving a risk policy and management plan which, 
inter alia, addresses how risks are identified and ought to be managed. These 
policies and procedures need to be clearly documented and communicated to 
all employees (IOD, 2009; E&Y, 2010; KPMG, 2011).  The plan should be reviewed 
and amended as needed, to cater for changing facts and circumstances to ensure 
that the policies and procedures deal with unanticipated risks (IOD, 2009; E&Y, 
2010; KPMG, 2011). Ultimate responsibility for the design, implementation and 
monitoring of risk-management plans, including the provision of any assurance 
thereon, vests with the board of directors (PwC, 2009; Coetzee and Lubbe, 2013). 

Risk-management 
policy and plan

Although the board is ultimately responsible for risk-management practices, it can 
be assisted by relevant committees and/or members of management (IOD, 2009; 
PwC, 2009).  In particular, King-III recommends the use of an internal audit function 
to provide assurance over the design, implementation and effectiveness of internal 
controls.  
An audit and/or risk committee plays an integral part in the risk-management 
process, providing a monitoring function for, inter alia, financial reporting risks, 
internal financial controls, fraud and IT risks.  Using a combined assurance model, 
the board should, ultimately, receive assurance from management, internal 
auditors and external auditors on the different components of the company’s risk-
management framework (PwC, 2009; KPMG, 2012).

Risk tolerance levels
The board of directors should determine the company’s risk appetite. It should 
develop a risk and control framework to establish risk tolerance levels and inform 
the development of suitable internal controls (IOD 2009; KMPG, 2012). As part of 
this process, the board should take into account the impact of individual risks and 
the likelihood of their occurrence (E&Y, 2011a).
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TABLE 1: (cont)
DISCLOSURE CATEGORIES

Risk assessment 

Commentary 

King-III requires a formal risk assessment taking into account risk-management 
policies and procedures, including a company’s risk tolerance levels.  This process 
should be mindful of the relationship between risks and the organisation’s strategic 
objectives and must include the board’s review of the company’s risk register and 
planned response to identified inherent and residual risks (E&Y, 2011a; KPMG, 2009; 
KPMG, 2012).

Theme

Monitoring of 
risk-management

The board is responsible for ensuring adequate monitoring of risk-management 
practices and policies. In particular, risk indicators should be identified and 
monitored for changes in facts or circumstances (KPMG, 2012; IOD, 2010).

Key risks and 
disclosures 

The director’s report should contain a description of the principal risks and 
uncertainties facing the company (PwC, 2009) including, inter alia, strategic, 
operational and financial risks (IRC, 2011). An indication of the company’s risk-
management performance – including a comparison with planned performance–
should be provided (E&Y, 2011b).  Clear reporting on financial and non-financial 
metrics associated with material risks is essential (IRC, 2011).  
To assist companies with the disclosure of key risk issues, King-III includes a number 
of ‘minimum’ and ‘recommended’ disclosures such as a statement on the board’s 
responsibility for risk-management and a summary of how the board has satisfied 
itself that risk assessments, responses and interventions are effective (IOD, 2009).

Additional disclosures In addition to King-III, several professional publications provide guidance on risk-
related disclosures. For example, E&Y (2011b) offers suggestions on where various 
risk-related issues should be included in an integrated report. 

METHOD
Data were collected from the annual/integrated 
reports of companies listed on the JSE from 2010 
to 2013 during the last quarter of 2013 in order to 
examine the effect of the recent release of King-
III, during 2010, and the discussion papers on 
integrated reporting on risk-related disclosures2.  
Only companies with a primary listing on the 
main board, and which had consistently pub-
lished annual or integrated reports for the three 
years under review, were considered. These com-
panies were grouped according to sectors with 
only the largest (per market capitalisation) in-
cluded in the final sample of 39 companies as per 
Table 2 (adapted from Abdo and Fisher, 2007). 

Following a similar approach to Marx and van 
Dyk (2010), Solomon and Maroun (2012) and 
Makiwane and Padia (2012), a risk disclosure 
checklist was interpretively developed. To ensure 
validity and reliability, the checklist was con-
structed using the prior corporate governance 
literature, in particular, King-III (2009) and the 
integrated reporting discussion papers (IIRC, 
2011; IRC, 2011). To ensure completeness of the 
disclosure checklist, and its suitability for the re-
search, it was piloted during 2013 and ‘calibrated’ 
by contrasting preliminary results with the dis-
closure analysis by Makiwane and Padia (2012) 
and Solomon and Maroun (2012).

2As King-III (2009) and the IRC (2011) call for the production of a single, high quality integrated report, only the infor-
mation in the annual or integrated reports of the selected companies was reviewed. Complementary information, such as 
sustainability reports or independent company overviews, was not analysed.
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3The sample was selected from the applicable industry sectors as follows: half of the companies in the sector were selected. 
Where the initial sample size was more than 6, a maximum of 6 and a minimum of 4 companies were selected.  This en-
sured a reasonable selection of companies in the final sample while taking into account time and cost constraints. Financial 
service companies were specifically excluded from the study because of the quantum of disclosure required for financial 
instruments in terms of IFRS7.

 To minimise researcher bias, the reports 
were only analysed for the presence or absence of 
specific disclosures. No effort was made to rank 
the disclosures according to their perceived use-
fulness to stakeholders. Similarly, this research 
does not differentiate between ‘required’ and 
‘recommended’ disclosures per King-III. 
 Where a disclosure was included in an 
annual report, a value of ‘1’ was assigned. A nil 
score was provided when a risk disclosure was 
not found. A spreadsheet was used to aggregate 
final results and compute: (1) a risk disclosure 
score per theme (Table 1) and (2) a total risk dis-
closure score. These were determined per com-
pany per year. The scores were subject to a one-
way analysis of variances test (ANOVA) in order 

to test for the statistical significance of changes 
in disclosures from 2010 to 2012. (The research-
ers confirmed that the assumptions for valid ap-
plication of the ANOVA held).  The aggregated 
scores were also used to compute a disclosure per 
page score. In addition, the researchers deter-
mined the ratio of the total number of times the 
word ‘risk’ appeared in annual reports to the total 
number of pages in the reports. These ‘risk ratio 
scores’ were used to measure the extent to which 
risk-disclosures were integrated in the annual 
reports (adapted from Solomon and Maroun, 
2012; Carels et al, 2014). A limited interpretive 
text analysis (Merkl-Davies et al, 2011) comple-
mented the use of the risk ratio scores. 

TABLE 2: 
SAMPLE SELECTED

Total No of Companies Sample Selected 3

Basic Materials      36        6

Consumer Goods      20        6

Consumer Services     36        6

Financials      70        0

Health Care        8        4

Industrials      62        6

Oil & Gas        1        1

Technology     11        6

Telecommunications       4        4

Total Population   248      39

   

Excluding Financial Services     71   -

Remaining Population  177      39

Number of reports to be analysed    117

Sector
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RESULTS
As indicated in Figure 1, the mean risk disclosure 
score increased from 2.44 (in 2010) to 2.92 in 
2012. An ANOVA confirmed a statistically sig-
nificant increase (at the 5% level) per disclosure 
category from 2010 to 2011 and 2011 to 2012 
with the exception of ‘delegation of responsibil-
ity’ risk disclosures which only increased signifi-
cantly from 2010 to 20114. 
  These initial results suggest that King-III 
and the integrated reporting initiative have re-
sulted in an increase in risk disclosures in annual 
reports, particularly between 2010 and 2011 (see 
Makiwane and Padia, 2012). To gauge the extent 
to which the information has been integrated 
across the different sections of the report, the risk 
ratio scores were computed. Aggregated results 
are presented in Figure 2. 
 Although companies are, on average, in-
cluding more risk-related information in their 
annual reports, consistent with the findings of 
Miller and Graham (2013), the researchers noted 
a significant increase in the average length of an-
nual/integrated reports from 2010 to 2012.  There 
could be several reasons for this including, inter 

alia, the inclusion of information normally found 
only in separate sustainability or environmental 
reports. Nevertheless, the objective of integrated 
reporting is to provide high quality, comprehen-
sive and succinct information to stakeholders 
(IRC, 2011; IIRC, 2013). Consequently, risk dis-
closure scores increase by 22% from 2010 to 2012 
but the mentions of ‘risk’ and the risk disclo-
sure score per page increase by only 2.49% and 
15.72% respectively, suggesting that the reports 
contain excessive detail or repetitive information 
(see Solomon and Maroun, 2012).
 An interpretive analysis of the annual 
reports of companies with below-average risk 
ratio scores highlights a number of interesting 
report characteristics. Firstly, these documents 
often include a disclosure checklist and have an 
above average number of pages, suggesting that 
provisions of King-III are being applied in a le-
galistic fashion, one company even acknowledg-
ing the objective of ‘checking the [relevant] dis-
closure requirements’. Secondly, the researchers 
noted only limited instances where narratives 
on organisations’ risks were supported by clearly 
defined quantitative measures and key perfor-

4Details are available on request from the authors. 

FIGURE 1: 
MEAN OVERALL RISK DISCLOSURE
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FIGURE 2: 
'RISK RATIO' PER ANNUM

mance indicators. Instead, companies provide 
very generic statements which are not integrated 
with business strategy or key performance tar-
gets. For example: 

‘Risks are continually being identified and 
mitigated in terms of a process that in-
volves allocating responsibility, developing 
action plans, and monitoring compliance 
with these action plans.’ (Company 17, 
2010, pp. 26/2011)
‘The objective of risk-management in the 
Group is to establish an integrated and 
effective risk-management framework 
within which important risks are identi-
fied, quantified and managed in order to 
achieve an optimal risk/reward profile. 
An integrated approach ensures that risk-
management is incorporated into the day-
to-day operational management processes 
and, therefore, allows management to fo-
cus on core activities.’ (Company 19, 2010, 
pg. 63/2011, pg. 62/2012, pg. 69)

 The nature of these risks, including their 
expected impact on the organisations (and like-
lihood of occurrence) was not discussed. Simi-
larly, exactly how the identification and mitiga-
tion ‘processes’ function is not elaborated on 
and an analysis of how actual risk-management 
practices compared with management’s targets 
was not provided. Importantly, in most of the re-
ports with low risk ratio scores, how – and the 
extent to which – key risks impact financial and 
non-financial measures was not detailed, despite 
references to integrated and effective risk-man-
agement frameworks (consider IOD, 2009; IIRC, 
2013).  In other instances, even when risk dis-
closures were supported by quantified measures, 
this information was dispersed throughout the 
reports making it difficult to establish a causal 
link between risk, business strategy, financial 
performance and non-financial measures (see 
also Solomon and Maroun, 2012; Carels et al, 
2014). The information was also difficult to lo-
cate and analyse due to the considerable amount 
of repetition in most of the reports with below 
average risk ratio scores.



grated reporting being applied in a procedur-
al fashion, contrary to the recommendations 
of the IIRC and King-III. 
 This has important implications for 
preparers of South African integrated re-
ports. The objective of integrated reporting 
is to provide a comprehensive account of an 
organisation’s business activities, taking into 
consideration financial, social and environ-
mental metrics (King, 2012). For these re-
ports to be truly useful for stakeholders; drive 
integrated business thinking; and add to the 
credibility of South African corporate report-
ing, more attention needs to be paid to pro-
viding complete and concise risk disclosures 
which are clearly cross-referenced to relevant 
financial and other non-financial metrics 
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CONCLUSION 
King-III and the integrated reporting initia-
tive have resulted in additional risk-related 
disclosures in annual reports from 2010 to 
2012. This appears to be in line with an in-
creased awareness of the importance of com-
plementing traditional financial reporting 
with a more encompassing review of organi-
sations’ key risks and their sustainability in 
the short-, medium- and long-term. In some 
cases, however, the added risk disclosure 
goes hand-in-hand with repetition, the inclu-
sion of generic risk information, and a lack 
of integration between risk-based disclosures 
and other key financial and non-financial 
metrics. For companies relying on the use of 
disclosure checklists to prepare their reports, 
there appears to be an elevated risk of inte-
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WHAT IS BITCOIN?
THE POTENTIAL TAX CONSEQUENCES OF TRANSACTING 

IN VIRTUAL CURRENCY IN SOUTH AFRICA

In recent months, Bitcoin has been in the news repeatedly, and in some respects marks the arrival of 
virtual currency into the mainstream consciousness. In May 2013 the United States Government 
Accountability Office released a report on its understanding of the possible tax consequences arising 
from Bitcoin and other related virtual currency transactions. In response to that report, this article is 
an initial investigation in the South African context into the tax consequences of transactions involving 
Bitcoins in place of conventional legal tender.

The findings of this initial investigation are that each of the acquisition, exchange and disposal of Bitcoin’s 
activities represents a separate transaction with clearly identifiable tax consequences. In each there has 
been an accrual and an amount can be determined. The tax consequences depend on whether the amount 
is capital or revenue in nature.

The article concludes that there are no theoretically valid tax-saving advantages to transacting in 
Bitcoins. Any perceived tax saving would relate to the anonymity of Bitcoin transactions and the resultant 
frustration of tax enforcement, a matter worthy of consideration for further research.

 SHAUN PARSONS¹ 
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INTRODUCTION 
In recent months, Bitcoin has been in the 
news repeatedly, marking the arrival of virtu-
al currency into the mainstream conscious-
ness. In the midst of popular interest in the 
subject, one of the considerations for users is 
whether virtual currency offers any opportu-
nities for tax saving.
 The taxation of virtual currencies 
was recently considered by the United States 
Government Accountability Office (GAO) 
in its report to the US Senate Committee on 
Finance. Informed by this report, the objec-
tive of this study is to establish whether in a 
South African context virtual currencies of-

fer any valid tax-saving advantages over legal 
tender. Specifically, this study will describe 
the nature of virtual currencies in general, 
and Bitcoin in particular, as well as identify 
the distinct transactions underlying its use 
and the tax consequences.
WHAT IS VIRTUAL CURRENCY?
Virtual currency may be defined as “a digital 
unit of exchange that is not backed by a gov-
ernment-issued legal tender”. (United States 
Government Accountability Office, 2013). 
Virtual currency exists in computer code 
rather than in paper or coins. 
 Virtual currency may operate in one 
of three systems: 

¹Mr Shaun Parsons, is Senior Lecturer in the College of Accounting,  University of Cape Town
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“Closed-flow” system:
•	  Purchases virtual goods and services 
•	  May purchase currency, but cannot  

 withdraw

“Open-flow” system :
•	 Purchases both virtual and physical 

goods and services
•	 May purchase and withdraw currency

“Hybrid” system:
•	 Purchases virtual goods and services
•	 Secondary markets exist to exchange 

currency for legal tender (United States 
Government Accountability Office, 
2013)

 Computer games such as World of 
Warcraft have hybrid systems (United States 
Government Accountability Office, 2013), 
while Second Life’s “Linden Dollars” func-
tion in an open-flow system (United States 
Government Accountability Office, 2013). In 
the third quarter of 2010, total transactions 
denominated in Linden Dollars amounting 
to USD $150 million (United States Govern-
ment Accountability Office, 2013), and by 
the end of 2012 there were USD $30 million 
worth of Linden Dollars in existence (Grind-
berg, 2012).
 While the primary use of game-relat-
ed currencies is in the context of that game’s 
virtual world, Bitcoin’s primary purpose is to 
act as a direct substitute for legal tender, and 
is both accepted in real-world transactions 
and exchangeable for cash in the real world. 
At its inception, a Bitcoin was worth less than 
one US cent (Grindberg, 2012). Since then, 
its value has risen to highs of USD $237 per 
Bitcoin (United States Government Account-
ability Office, 2013). The value of a Bitcoin 
has recently exceeded $1 000, with a total 
value in circulation of USD $10.7 billion (Bit-
coin Watch, 2013).

 Germany has recently recognised Bit-
coin as a “unit of account”, which, although 
not exactly the same as designating it a cur-
rency, does add to its legitimacy. In contrast, 
Thailand has declared it illegal to transact 
with or trade in Bitcoins (Arthur, 2013).

WHAT IS BITCOIN?
In 2009, an anonymous programmer operat-
ing under the pseudonym Satoshi Nakamoto 
released the software for Bitcoin. Bitcoin is “a 
digital, decentralized, partially anonymous 
currency, not backed by any government 
or other legal entity, and not redeemable 
for gold or other commodity” (Grindberg, 
2012). Bitcoins may be traded on third-party 
exchanges for real money, and may be used 
to buy real-world goods “such as coffee or 
web development services” (United States 
Government Accountability Office, 2013). 
A number of non-profit organisations, in-
cluding Wikileaks, accept Bitcoin donations 
(Grindberg, 2012).
 Since its inception, Bitcoin has at-
tracted interest from technophiles, anarchic 
elements, speculators, and the criminal un-
derworld (Grindberg, 2012). Users are at-
tracted to its anonymity, lack of transaction 
costs, and the built-in protection against di-
lution of its value through interventions in 
the money supply. Critics accuse Bitcoin of 
facilitating money laundering, sales of con-
traband, and tax evasion  (Grindberg, 2012). 

HOW ARE BITCOINS OBTAINED?
Bitcoins may be accepted as currency in a 
transaction, or they may be purchased on a 
number of Bitcoin exchanges, of which Mt 
Gox is the largest (Grindberg, 2012). In order 
to hold or transact in Bitcoins a user needs 
a Bitcoin “wallet”, an electronic record that 
is either installed on a computer or accessed 
online. 
 Bitcoins come into existence through 
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a process referred to as “mining”. At the same 
time, Bitcoin mining is the process that pro-
tects the integrity of Bitcoin transactions. Al-
though Bitcoin transactions are anonymous, 
there is a public record of every Bitcoin 
transaction that ties each unique Bitcoin to 
a user account (Grindberg, 2012). To protect 
against fraud and guard the unique identity 
of each Bitcoin, every transaction needs to be 
sequentially validated to prove that it is valid 
and unique. This is accomplished through 
“mining”.
 A Bitcoin miner downloads and in-
stalls software on a computer. This software 
uses the host computer’s processing power 
to “solve complex equations” that validate 
a block of Bitcoin transactions (Grindberg, 
2012). Once a computer has solved an equa-
tion, that block of transactions is accepted by 
the Bitcoin network. The network requires 
the computing power of the participants to 
perform this action, and the incentive to par-
ticipants is that the network releases a batch 
of new Bitcoins to the computer that success-
fully solves the equation the fastest.
In order to limit the total supply of Bitcoins 
in the market to 21 million by the year 2140, 
the number of Bitcoins issued in each suc-
cessful mining operation is halved every four 
years. A successful miner currently receives 
25 Bitcoins (United States Government Ac-
countability Office, 2013), and there are cur-
rently around 12 million Bitcoins in circula-
tion (Bitcoin Watch, 2013).

WHAT IS THE IRS POSITION ON BIT-
COIN?
The United States GAO believes that there are 
no tax consequences to closed-flow virtual 
currency systems, since these cannot be con-
verted into either legal tender or real-world 
goods and services (United States Govern-
ment Accountability Office, 2013). However, 
it also acknowledges that supposedly closed-
flow systems may ‘leak’ into the real world 

and become hybrid systems, which could 
lead to tax consequences.
 For hybrid and open-flow systems, the 
GAO identifies the following activities, all of 
which may have tax consequences. These in-
clude the receipt of virtual currency in pay-
ment for the supply of real-world goods and 
services, the conversion into legal tender of 
virtual currency received in payment for the 
supply of virtual goods and services and the 
receipt of Bitcoins as the product of success-
ful Bitcoin mining (United States Govern-
ment Accountability Office, 2013).

SHOULD BITCOIN ACTIVITIES BE SUB-
JECT TO INCOME TAX IN SOUTH AF-
RICA?
In the South African context the tax conse-
quences of Bitcoin activities have not been 
examined. Specifically, do these have the po-
tential to legally avoid, delay or reduce the 
imposition of tax? Does taxation only occur 
at the point that Bitcoins are exchanged for 
legal tender? Alternatively, is taxation at any 
point reduced through the application of a 
lower rate of taxation?
 Proper recognition of the tax conse-
quences of virtual currency depends on the 
correct and complete identification of the 
transactions involved. Based on the preced-
ing discussion on the nature and use of Bit-
coin, there are three distinct transactions 
involved in the Bitcoin life-cycle. These com-
prise the acquisition of new Bitcoins through 
mining, the receipt of Bitcoins in exchange 
for goods and services and the disposal of 
Bitcoins, either for legal tender or for goods 
and services. 
 Once these activities are properly un-
derstood, it is clear that each activity is a sep-
arate transaction for tax purposes. In order 
to be taxable in the South African context, 
each activity would need to result in either 
gross income or a capital gain. Gross income 
is defined in section 1 of the Income Tax Act 
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as “the total amount, in cash or otherwise, re-
ceived or accrued to or in favour of … during 
such year or period of assessment, exclud-
ing receipts or accruals of a capital nature”. 
(For the purpose of this study, consideration 
will be limited here to transactions involving 
residents. The issue of source will not be con-
sidered, but is potentially worthy of further 
research.)

THE TIMING OF EACH TRANSACTION: 
WHEN IS AN AMOUNT RECEIVED OR 
ACCRUED?
It is clear that in each of the above transac-
tions, there is an “amount” with a monetary 
value (see WH Lategan v CIR and CSARS v 
Brummeria Renaissance (Pty) Ltd for discus-
sion of “amount” in the context of non-mon-
etary transactions). In this regard, an amount 
accrues at the point of unconditional enti-
tlement to an amount (see Mooi v SIR) and 
not at the point that the amount is converted 
into cash (see CIR v People’s Stores (Walvis 
Bay) (Pty) Ltd). Clearly, it is incorrect to hold 
there are no tax consequences to receiving 
Bitcoins until they are converted into cash. 
The conversion into cash is a further trans-
action with its own tax consequences. There 
are, therefore, at least three distinct tax events 
involving Bitcoin. The tax consequences of 
each depend on the nature of each underly-
ing transaction. 
THE NATURE OF EACH TRANSACTION: 
ARE ANY AMOUNTS CAPITAL IN NA-
TURE?
In CSARS v Wyner the court distinguished 
between income “designedly sought for and 
worked for” and “fortuitous” income, the 
former being revenue in nature and the lat-
ter capital. Income generated from activities 
conducted with a “profit-making purpose” is 
revenue in nature, while income from other 
activities is generally not (CIR v Pick ‘n Pay 
Employee Share Purchase Trust). 
The first activity or transaction is potentially 

the most complex – that of mining Bitcoins. 
In order to engage in this activity, partici-
pants need to download and install special-
ised software, and to be successful it is now 
likely that they would have to purchase suit-
ably powerful computer hardware as well. 
There is therefore a distinct element of seek-
ing and working for Bitcoin income as part of 
a scheme of profit-making.
 There is also a lottery element to how 
Bitcoins are awarded to miners, that may 
bring with it an element of fortune. However, 
in Morrison v CIR the court held that a pro-
fessional gambler’s winnings were not capital 
in nature because they formed a part of his or 
her business. It is therefore likely that the ele-
ments of conducting a business required for 
successful Bitcoin mining would outweigh 
any considerations of luck, and the resultant 
income would be revenue in nature.
 The second activity is that of con-
ducting transactions in which Bitcoins are 
received in exchange for goods and services. 
Here it is submitted that the nature of the 
underlying transaction would determine 
whether the receipt were capital or revenue 
in nature, and that it is denominated in Bit-
coins would not affect this outcome.
 The final activity is that of dispos-
ing of Bitcoins, either for legal tender or for 
goods and services. At issue here is the na-
ture of the increase in value from the point 
of acquisition (whether through mining or 
in settlement of a transaction) to the point of 
disposal. 
 In determining whether this income is 
capital or revenue in nature, the courts would 
probably seek to identify the intention with 
which the Bitcoins were acquired and held 
(CIR v Stott). 
 It seems unlikely that Bitcoins ac-
quired in settlement of an underlying trans-
action would be classified as trading stock at 
the point of acquisition, although the manner 
in which the taxpayer holds and disposes of 
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them may indicate a change of intention such 
that they become trading stock subsequent to 
acquisition. Unless this is the case, the further 
income resulting in changes in value between 
acquisition and disposal would be capital in 
nature. It would therefore be excluded from 
gross income, although it would have capital 
gains tax consequences.
 Bitcoins mined or purchased may be 
trading stock if the intention is to dispose of 
them at a profit. Alternatively, they may have 
been acquired as a store of wealth, especially 
plausible when one considers that Bitcoin is 
popular among those with distrust for con-
ventional investment and government-con-
trolled legal tender. An analogous transac-
tion may the purchase and disposal of Kruger 
Rands, which the court has held could be 
capital in nature when purchased “for keeps” 
and disposed of for some reason other than 
to take advantage of the opportunity to sell at 
a profit (CIR v Nel). However, if the taxpayer 
consistently purchases at a low price and sells 
at a higher price, it will be difficult to refute 
that he or she has a business in dealing in Bit-
coins (CIR v Nussbaum), and the resultant 
income will probably be revenue in nature.

THE TAXABILITY OF BITCOIN TRANS-
ACTIONS
Proper and complete identification of the 
transactions in the “life-cycle” of Bitcoin 
ownership reveals that there is no potential 
tax saving from transacting in Bitcoins in-
stead of legal tender. Each distinct transac-
tion is subject to tax, and the rate at which 
that transaction is taxed is dependent on the 
nature of the underlying transaction, not its 
denomination in Bitcoins.
 However, although the application of 
the Income Tax Act may be clear, this is only 
half of the story. Part of the attraction of Bit-
coin is its anonymity, which has the poten-
tial to facilitate tax evasion. Previously, the 
volumes of virtual currencies in circulation 
allowed them largely to be ignored, but the 

GAO has in its report acknowledged that the 
growth of virtual currencies may now war-
rant more attention. 
 Some preliminary consideration will 
therefore be given to the issue of enforce-
ment.

ENFORCEMENT OF TAXATION
The first possible means to facilitate enforce-
ment is to educate taxpayers - the approach 
recommended by the United States GAO, 
and considered an appropriate response 
to the volume of Bitcoin transactions. The 
South African Revenue Service (SARS) could 
provide South African taxpayers with similar 
guidance.
 The problem with this approach is 
that the guidance must reach taxpayers, and 
that it assumes the taxpayer’s desire to com-
ply. This seems optimistic given the nature of 
Bitcoin.
 The second approach is to regulate Bit-
coin usage. The motivation behind Germany 
designating Bitcoin a “unit of account” was to 
regulate the taxation of Bitcoin transactions 
in that country (Arthur, 2013). In South Afri-
ca, if the volume of transactions justified this, 
it might be possible to require the issue of a 
tax certificate similar to the IT3(b), which 
could also be reconciled to submissions di-
rectly to SARS in the manner currently used 
for IRP5’s. 
 This approach faces both legal and 
practical obstacles. In law, Bitcoin does not 
appear to meet the definition of “financial 
instrument”, since it does not embody any 
contractual right or obligation. There does 
not seem to be any other category into which 
Bitcoin might fall that offers any enforce-
ment advantages. An existing category would 
therefore have to be expanded or a new cat-
egory created. Practically, the issue of a tax 
certificate does not aid enforcement unless 
there is an effective means of ensuring re-
porting to SARS – something that is still not 
in place for IT3(b)’s.
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 The third approach is to allow Bit-
coin’s own desire for legitimacy to bring 
about compliance. While Bitcoin remains a 
minority alternative it can continue to write 
its own rules, but if it wishes to participate in 
the mainstream economy it may be forced to 
make concessions.
 Facebook and Twitter are two analo-
gous organisations that chose to curtail pre-
vious freedoms in order to gain legitimacy, 
and specifically to pursue listings on stock 
exchanges. While censorship in such medi-
ums may be taboo, both companies have cen-
sored offensive content in response to public 
pressure (Kelion, 2013; Brady, 2013).
Bitcoin has already faced considerable nega-
tive publicity for its role as the preferred cur-
rency of website “The Silk Road”, where users 
could anonymously purchase any number of 
illegal items, including drugs and weapons. 
The Silk Road was closed down in a sting op-
eration by the FBI on 25 October 2013. This 
operation was itself facilitated by the use of 
Bitcoins (Mendoza, 2013).
 If Bitcoin is to claim a future in the 
mainstream economy as something more 
than the currency of criminals and tax evad-
ers, and particularly if those behind the vir-
tual currency or the related third-party ex-
changes are considering exit strategies, the 
anonymity of users may in some part have to 
be sacrificed. This may prove to the most ef-
fective driver in facilitating tax enforcement 
in the long term.

CONCLUSION AND AREAS FOR FUR-
THER RESEARCH
The emergence of Bitcoin into the main-
stream consciousness poses some interesting 
questions to the tax community. The issue is 
now significant enough for the United States 
Government Accountability Office to have 
taken note. To date, no formal position by 
the South African Revenue Service has been 
made public.
 When analysed, at least three separate 

types of transactions involving Bitcoin exist. 
Each represents the receipt or accrual of an 
amount. The defining factor in determin-
ing whether that amount will be included in 
gross income or subject to capital gains tax is 
whether the underlying transaction is capi-
tal or revenue in nature. This means that, al-
though the peculiarities of Bitcoin bring with 
it some challenges, the use of Bitcoin does 
not represent an opportunity for the legal 
avoidance, delay or reduction of taxation. In 
considering the taxability of Bitcoin trans-
actions it becomes clear that the unresolved 
problem is that of enforceability. If the use of 
Bitcoin in South Africa increases, the issue 
of enforceability will become increasingly at-
tractive as an area for further research. Other 
possible areas for further research include 
issues of source, and the application of Ex-
change Control regulations
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INTRODUCTION 
Over the past few years, the classification of 
instruments as financial liabilities or equity 
instruments has been subject to much debate 
at the International Accounting Standards 
Board (IASB) and at the IFRS Interpretation 
Committee (IFRS IC). Understanding the re-
quirements of IAS 32 may seem simple at first 
glance, but this is a rule-based standard and 
therefore often results in many instruments 
being classified as financial liabilities rather 
than equity instruments.
 The IASB has recently agreed to con-
duct further outreach to preparers and users 
to better understand the difficulties encoun-

tered in relation to the distinction between 
financial liabilities and equity, and also to 
identify what is required to overcome these 
difficulties. However, it may be a while before 
such changes are proposed and become ef-
fective.  For now, preparers, practitioners and 
users  continue to grapple with the concepts.
 Reporting instruments as financial 
liabilities as opposed to equity instruments 
could have serious repercussions on entities’ 
reporting and may result in real commercial 
impacts. As mentioned above, this may im-
pact entities’ debt covenants and other ratios 
which are considered for regulatory or other 
purposes. Depending on the classification of 

DEBT OR EQUITY? 
THE ONGOING DEBATE

Determining the classification of an instrument as a financial liability or equity instrument under IFRS is 
complex and requires careful consideration of the terms of the financial instrument. The classification is 
often of paramount importance to preparers and users of the financial statements as it affects aspects 
such as gearing ratios and debt covenants. In many instances, the intention of the preparer is for such 
instruments to be equity instruments which have fewer measurement and disclosure complexities than 
financial liabilities and affect debt covenants or gearing ratios favourably. However IAS 32 –Financial 
Instruments: Presentation may require classification as a financial liability, leaving preparers with a view 
that the financial statements are misleading to the users.

This paper considers two contentious issues in IAS 32: 1) How should contracts settled in a variable 
number of shares be accounted for; and 2) How should financial instruments with contingent settlement 
provisions be accounted for?  These issues are particularly relevant to South African preparers as a 
number of instruments with these features are used to raise finance. Even though the general legal 
terms and conditions may indicate an equity type instrument, the more salient features may result in 
financial liability classification under IFRS.
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the financial instrument, reported earnings 
may differ, which could impact investor deci-
sions.  The entity will also appear more lever-
aged and may as a result have issues raising 
capital in the market.

HOW IS THE DISTINCTION BETWEEN 
FINANCIAL LIABILITIES AND EQUITY 
INTRUMENTS DETERMINED?
The definitions of financial liabilities and eq-
uity are provided in IAS 32. Understanding 
these definitions is crucial to ensuring the 
right classification when preparing financial 
statements.

International financial reporting standards 
(“IFRS”) define a financial liability as any li-
ability that is: 
A Contractual Obligation
•	 to deliver cash or another financial asset to 

another entity; or
•	 to exchange financial assets or financial li-

abilities with another entity under condi-
tions that are potentially unfavourable to 
the entity.

A Contract That Will Or May Be Settled In 
The Entity's Own Equity Instruments And Is:
•	 a non-derivative for which the entity is or 

may be obliged to deliver a variable num-
ber of the entity's own equity instruments; 
or

•	 a derivative that will or may be settled oth-
er than by the exchange of a fixed amount 
of cash or another financial asset for a fixed 
number of the entity's own equity instru-
ments. For this purpose the entity's own 
equity instruments do not include putta-
ble financial instruments and obligations 
arising on liquidation that are classified as 
equity, rights issues denominated in a cur-
rency other than the functional currency of 
the issuer if they meet certain conditions or 
instruments that are contracts for the fu-
ture receipt or delivery of the entity's own 
equity instruments (IAS 32, paragraph 11).

IFRS defines an equity instrument as any 
contract that evidences a residual interest in 
an entity's assets after deducting all of its lia-
bilities [IAS 32, paragraph 11]. A residual in-
terest is not necessarily a proportionate inter-
est ranking pari passu with all other residual 
interests. For example, it may be an interest 
in a fixed amount of the entity's shares that 
may rank first in preference. 
 For the purposes of determining 
whether a financial instrument is an equity 
instrument rather than a financial liability, 
IFRS requires an issuer to apply an expand-
ed definition of an equity instrument that 
is essentially a converse of the above defini-
tion of a financial liability [IAS32, paragraph 
16].  The overriding criterion to achieve eq-
uity classification is that if an entity does not 
have an unconditional right to avoid deliver-
ing cash or another financial asset to settle a 
contractual obligation, the contract is not an 
equity instrument.
 IAS 32 is a contract-based standard. 
‘Contract’ or ‘contractual’ refers to an agree-
ment between two or more parties that has 
clear economic consequences that the parties 
have little, if any, discretion to avoid, usually 
because the agreement is enforceable by law. 
Financial instruments may take a variety of 
forms and need not be in writing [IAS 32 
paragraph 13]. Liabilities or assets that are 
not contractual (for example obligations es-
tablished from local law or statute, such as 
income taxes) are not financial liabilities or 
financial assets. Similarly, IFRS defines con-
structive obligations, in IAS 37 – Provisions, 
Contingent Liabilities and Contingent As-
sets (paragraph 10); these do not arise from 
contracts and are not financial liabilities. A 
contractual financial obligation is necessary 
to classify a financial instrument as a liability. 
Such a contractual obligation could be estab-
lished explicitly or implicitly. However, the 
obligation must be established through the 
terms and conditions of the financial instru-
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ment. As the IFRIC agreed in March 2006, 
economic compulsion, by itself, does not re-
sult in a financial instrument being classified 
as a liability. This is a significant difference 
in comparison to constructive obligations, 
which would typically give rise to a liability 
in terms of IAS 37.
 
The following example illustrates economic 
compulsion:
 An entity issues a non-redeemable 
callable subordinated bond with a fixed 
6% coupon (callable at the  option of the 
entity). The coupon can be deferred in 
perpetuity at the issuer’s option. The issuer 
has a history of paying the coupon each 
year and the current bond price is predi-
cated on the holder’s expectation that the 
coupon will continue to be paid each year. 
In addition the stated policy of the issuer 
is that the coupon will be paid each year, 
which has been publicly communicated.
 Although there is both pressure on 
the issuer to pay the coupon, to maintain 
the bond price, and a constructive obliga-
tion to pay the coupon, there is no con-
tractual obligation to do so. Therefore the 
bond is classified as an equity instrument.

 Clearly, the definition of a liability is 
crucial in determining the distinction be-
tween debt and equity. To further complicate 
the issue, IAS 32 also provides guidance on 
contingent settlement provisions which im-
pacts the distinction. Paragraph 25 of IAS 32 
states the following:
 A financial instrument may require the 
entity to deliver cash or another financial as-
set, or otherwise to settle it in such a way that 
it would be a financial liability, in the event of 
the occurrence or non-occurrence of uncertain 
future events (or on the outcome of uncertain 
circumstances) that are beyond the control of 
both the issuer and the holder of the instru-

ment, such as a change in a stock market index, 
consumer price index, interest rate or taxation 
requirements, or the issuer's future revenues, 
net income or debt to equity ratio. The issuer of 
such an instrument does not have the uncondi-
tional right to avoid delivering cash or another 
financial asset (or otherwise to settle it in such 
a way that it would be a financial liability). 
Therefore, it is a financial liability of the issuer 
unless:
(a) the part of the contingent settlement 
provision that could require settlement in cash 
or another financial asset (or otherwise in such 
a way that it would be a financial liability) is 
not genuine;
(b) the issuer can be required to settle the 
obligation in cash or another financial asset
(or otherwise to settle it in such a way that it 
would be a financial liability) only in the event 
of liquidation of the issuer; or
(c) the instrument has all of the features 
and meets the conditions in paragraphs 16A 
and 16B. [for certain puttable instruments to 
be classified as equity]

 The concerns and complexities this 
paragraph creates are discussed further be-
low.
 Table 1 summarises the measurement 
differences between financial liabilities and 
equity under IAS 32 and IAS 39, ‘Financial 
instruments: Recognition and measurement’ 
(“IAS 39”):

WHAT ARE THE KEY ISSUES WITH IAS 
32 AND AREAS OF MOST CONCERN TO 
SOUTHERN AFRICA?
There are a number of issues arising in the 
application of IAS 32. Some of these include: 
the accounting for put options written by an 
entity over its own, or its subsidiaries’ shares; 
the interpretation of  “fixed for fixed” when 
financial liabilities are settled in equity in-
struments; as well as which part of the guid-
ance should be applied to conversion features 
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TABLE 1: 
 ‘FINANCIAL INSTRUMENTS: RECOGNITION AND MEASUREMENT’ (“IAS 39”):

Initial Recognition

Equity

When a financial liability is recognised initially, an entity shall 
measure it at its fair value plus, in the case of financial liability not 
at fair value through profit or loss, transaction costs that are directly 
attributable to the acquisition or issue of the financial asset or 
financial liability.
(IAS 39, paragraph 43)

For a financial liability, the fair value is normally arrived at by using 
a discounted cash flow valuation method. Under this method, the 
fair value can be estimated as the present value of all future cash 
receipts discounted using the prevailing market rate of interest for 
a similar instrument (similar as to currency, term, type of interest 
rate and other factors) with a similar credit rating issued at the same 
time.
(PwC Manual of Accounting page 67003)

Financial Liabilities

Equity instruments are 
measured as consideration 
received less transaction costs 
to the extent that they are 
incremental costs directly 
attributable to the equity 
transaction that otherwise 
would have been avoided.
[Assuming IFRS 2 –Share-based 
payments does not apply]
(IAS 32, paragraph 22)

Subsequent 
Recognition

Unless the liability is designated at fair value through profit and loss, 
most liabilities are measured after initial recognition at amortised 
cost using the effective interest method. (IAS 39, paragraph 47)

The amortised cost of a financial asset or financial liability is defined 
as the amount at which the financial asset or financial liability is 
measured at initial recognition minus principal repayments, plus 
or minus the cumulative amortisation using the 'effective interest 
method' of any difference between that initial amount and the 
amount payable at maturity and minus any reduction (directly 
or through the use of an allowance account) for impairment or 
uncollectibility. (IAS 39, paragraph 9)

In summary, a constant reassessment of cash flows needs to be 
performed.

Equity instruments are not re-
measured and remain at the 
amount initially recognised . 
(IAS 32, paragraph 22)

Impact on the 
Statement of 
Comprehensive 
Income

Interest charge and any adjustments to the cash flows assessed. No Impact

Impact on 
Statement of 
Financial Position

Shown as a financial liability therefore reducing the net asset value 
of the entity

Shown as an equity instrument 
and therefore increases the net 
asset value of the entity



DECEMBER 2014     27

with contingent settlement provisions, to 
name but a few.  Two further issues of par-
ticular relevance in South Africa include: 

1. Contracts settled in a variable number 
of shares 
2. Financial instruments with contingent 
settlement provisions

CONTRACTS SETTLED IN A VARIABLE 
NUMBER OF SHARES
A contract is not an equity instrument solely 
because it may result in the receipt or deliv-
ery of the entity’s own equity instruments 
[IAS 32 paragraph 21]. The classification of 
contracts that will or may be settled in the 
entity’s own equity instruments is dependent 
on whether there is variability in either the 
number of own equity instruments delivered 
and/or variability in the amount of cash or 
other financial assets received, or whether 
both are fixed. For example, an entity’s con-
tractual right or obligation to receive or de-
liver a number of its own shares or other eq-
uity instruments that varies so that the fair 
value of the entity’s own equity instrument to 
be received or delivered equals the amount of 
the contractual right or obligation would not 
be accounted for as an equity instrument as 
the entity is using its own equity instruments 
‘as currency’. Such a contract represents a 
right or obligation for a specified amount 
rather than a specified residual equity inter-
est. Therefore, such a contract would be clas-
sified as a financial liability.

Consider this simple example:

 An entity receives R1m in exchange 
for its promise that it will deliver its own 
equity shares in an amount sufficient to 
equal a value of R1m at a future date. If 
the share price at the date on delivery of 
the contract is R5, the entity would be re-
quired to issue 200,000 shares i.e. a total 
value of R1m.

 On the day the issuer delivers its own 
equity, the holder would be indifferent 
whether it received cash of R1m or shares 
to the value of R1m which it could sell and 
receive R1m in cash. Therefore, the entity 
is using its own equity as currency and as 
such the holder does not get a full residual 
interest. Hence the financial instrument is 
a liability.

Many preparers believe that instruments 
settled in shares should not be treated as fi-
nancial liabilities as the instrument pays out 
equity, albeit a variable amount. This is a sig-
nificant issue when companies issue manda-
tory convertible bonds that will only ever be 
settled in a variable number of shares. Such 
instruments may cause substantial volatility 
in the income statement because the variabil-
ity in the number of shares leads to a finan-
cial liability in accordance with the defini-
tion. Explaining this volatility is challenging 
for preparers especially as the instrument 
can be settled by issuing equity instruments, 
which evidences a residual interest in an en-
tity’s assets and not an outflow of cash or an-
other financial assets. Put another way, there 
is no real impact on the net carrying value 
of the entity when shares are issued to set-
tle liabilities, the only real impact is on the 
shareholders of the entity and their respec-
tive shareholdings.
 The IASB, as part of the Conceptual 
Framework Discussion Paper, are consider-
ing alternative approaches which may see the 
above instruments being shown as equity in-
struments and not financial liabilities. How-
ever, if such instruments are accounted for 
as equity instruments, the proposals indicate 
that such instruments be “re-measured” in 
equity. It is not quite clear how this would be 
performed and on what measurement basis.

FINANCIAL INSTRUMENTS WITH CON-
TINGENT SETTLEMENT PROVISIONS
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Contingent settlement provisions represent 
another area in IAS 32 which can be prob-
lematic, particularly in South Africa.   Con-
tingent settlement provisions are one of the 
areas that cause most instruments to fail eq-
uity classification. As noted above, the obli-
gation to deliver cash or financial assets need 
not be certain of occurring, it may be contin-
gent on the occurrence or non-occurrence of 
uncertain future events (or on the outcome 
of uncertain circumstances), that are beyond 
the control of both the issuer or the holder of 
the instrument.
 The example below illustrates some of 
the complexities posed by contingent settle-
ment provisions: (PwC Manual of Account-
ing page 65032)

 A bond includes an obligation to pay 
out a fixed 10% of profits each year and 
is mandatorily redeemable at par after 20 
years.
 The instrument has two liability 
components, a contractual obligation to 
redeem the instrument at par after 20 years 
and a contractual obligation to pay 10% of 
profits until redemption. The contractual 
obligation to pay 10% of profits until re-
demption raises many challenges in prac-
tice as it is recognized as a financial liability 
under IFRS.
 Although the payment depends on 
the entity making profits (an uncertain fu-
ture event), the future profits are outside 
the control of both the issuer and holder. 
Where the entity generates profits, the is-
suer cannot avoid making the payment, 
hence it meets the definition of a contin-
gent settlement event.

 As can be seen from the example 
above, as the generation of profits is not with-
in the control of the issuer or the holder of 
the financial instrument, such a clause would 
lead to financial liability classification.

 Many preference share arrangements 
entered into in South Africa provide for re-
demption on the occurrence or non-occur-
rence of an uncertain future event. Common 
contractual clauses noted in preference share 
agreements which may trigger redemption 
include:

•	 The occurrence of materially uncertain 
events

•	 Instances in which required regulatory 
approval is not obtained

•	 The business is placed under business res-
cue

•	 Changes in tax legislation

 These clauses generally result in the 
preference shares being classified as financial 
liabilities even though the legal form may be 
that of an equity security.
 Another common clause noted in 
entities’ Memorandums of Incorporation 
(‘MOI’) and distribution clauses/dividend 
policies is typically found in Black Economic 
Empowerment (“BEE”) transactions where a 
BEE shareholder subscribes for shares in an 
entity. Where the BEE shareholder obtained 
external bank funding to purchase the shares, 
the bank does not generally hold any form of 
guarantee from another party (this results in 
the shares themselves being the only securi-
ty). The bank therefore ensures that the BEE 
shareholder fulfills the obligation under the 
funding arrangement by way of profits dis-
tributed by the entity in which the shares are 
held.  Whilst there is no direct obligation on 
the entity that has issued the shares in rela-
tion to the funding, this clause could create 
a legal obligation for the company, via the 
requirement to pay dividends resulting in a 
financial liability under IFRS.
 Mandatory distribution clauses are 
also written to protect minority shareholders 
by ensuring that the company pays a certain 
percentage of profits out as dividends as op-
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posed to reinvesting them.
 The MOI and shareholders' agree-
ment are contractually binding documents 
between the company, its shareholders and 
the board of directors. This contractual ob-
ligation extends to the mandatory dividend 
clauses which may give rise to a financial lia-
bility as defined in IAS 32. These clauses have 
been subject to much debate in the legal fra-
ternity as it has become clear that liabilities are 
considered differently under IFRS and  from 
a legal perspective. A liability contingent on 
an event occurring may not give rise to a li-
ability from a legal perspective.  However by 
virtue of the contingent settlement provision 
requirements under IFRS this could result in 
a financial liability.
 To complicate things further, the 
Companies Act 71 of 2008, section 46, makes 
provision for directors to approve the divi-
dend by means of a directors’ resolution (un-
less the MOI states otherwise), subject to the 
company being solvent and liquid. Whilst, 
arguably, dividends are still subject to sol-
vency and liquidity tests performed by the 
directors, under IFRS where distribution 
clauses are subject to meeting profit targets, 
solvency and liquidity requirements or work-
ing capital requirements, the contingent set-
tlement guidance in paragraph 25 (of IAS 32 
as referred to earlier) infers that conditions 
subject to meeting profit targets and solvency 
and liquidity requirements are not within the 
control of both the company and the share-
holder. As such this may result in the applica-
tion of the solvency and liquidity event being 
a contingent settlement provision.
 A critical question arises where a 
company is solvent and liquid but the direc-
tors have not declared a dividend.  Would 
shareholders be able to enforce the MOI and 
require the company to pay a dividend? If it 
is established that such mandatory dividend 
clause is legally enforceable this would cre-
ate a financial liability under IFRS. The valu-

ation of the financial liability in this instance 
would not only relate to profit already earned, 
but would take into account all future cash 
flows expected to be paid in relation to the 
contract. This would require management to 
estimate future dividends and profits to be 
generated and take this estimate into account 
in the valuation.
 This is a nasty surprise for prepar-
ers of financial statements.  Even though the 
profits have not yet been earned it has an im-
pact on the valuation of the financial liabil-
ity. The contract is similar to issuing shares 
with a discretionary “equity” element (non-
mandatory dividends) and a liability element 
(“mandatory dividends”). This is similar to 
a perpetual instrument, but with a variable 
coupon rate (i.e. profits to be earned).
 Both the company and shareholder 
should be mindful of the rights and obliga-
tions attached to such clauses. The applica-
tion of the contingent settlement provision 
guidance could result in the recognition of a 
financial liability much earlier for IFRS pur-
poses, which may not necessarily coincide 
with the legal interpretation of when a distri-
bution arises.

CONCLUSION
The classification of an instrument as debt 
versus equity is a crucial assessment as this 
could impact important ratios, debt cove-
nants or other regulatory measures. At first 
glance a transaction could appear to be equi-
ty in nature given settlement in equity instru-
ments or its perpetual existence. However IAS 
32 is a contract-based standard. This leaves 
little room for judgment or consideration of 
management’s intention when classifying a 
contract as debt or equity and classification is 
done purely on the contractual terms.
 Where financial liabilities are settled by 
delivery of a variable number of equity in-
struments, the instrument may still result 
in financial liability classification as the en-



virtue of the contingent settlement guidance 
under IAS 32.
 The IASB are conscious that IAS 32 
poses many challenges from a debt equity 
perspective. As the IASB conducts outreach 
in this regard, preparers, investors and other 
interested parties are encouraged to highlight 
their concerns.  Although the completion of 
this project will be welcomed, it is expected 
that the performance of a debt/equity assess-
ment under a principle-based standard could 
pose many challenges in itself
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tity’s equity instruments are being used as 
currency. This is often not the intention of 
management thereby causing an unpleasant 
surprise for preparers of financial statements 
under IFRS. Further complications arise by 
virtue of contingent settlement provisions 
often found in perpetual preference share 
agreements or mandatory distribution claus-
es written into MOI’s or shareholder agree-
ments. Even though a liability may arise at a 
later stage from a legal perspective, a finan-
cial liability could arise for IFRS purposes at 
the point the agreement is entered into by 
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