
South Africa proposes micro entity accounting 
 
A working group in South Africa has produced an exposure draft of an accounting 
standard for micro-entities. While the proposal is related to IFRS, it is for simplified 
accounting for very small entities, to satisfy the needs of owners, tax authorities and 
lenders. 
 
Twenty years ago, the establishment view was that differential reporting was a foolish 
and subversive notion. How accounting reported a transaction could only be determined 
by the transaction and not by the nature of the entity transacting. Those who thought that 
accounting should reflect the economic reality, and that the reality of a transaction might 
very different depending on the size and ownership of the entity, were in a minority. 
 
One of the more profound changes that has occurred in the last twenty years, but one that 
receives little attention by comparison with worldwide convergence on IFRS, has been 
the acceptance by the accounting establishment of the need for differential reporting. The 
UK was a pioneer in this, with its Financial Reporting Standard for Smaller Entities 
(FRSSE) in the 1990s. The FRSSE was intended as a simplified accounting framework 
for limited liability companies, and did not address the needs of the unincorporated small 
business. 
 
The United Nations Group of Experts on International Standards of Accounting and 
Reporting (ISAR) then moved this a stage further by commissioning research into the 
needs of small business in developing countries. This showed that the absence of 
accounting rules for the smallest business meant that such business frequently did not 
produce accounts. This made it impossible to establish liability to tax, and the 
profitability of the business, as well as impossible to raise institutional finance. 
 
Where small businesses did establish accounting, they often did this with relatively 
unsophisticated and unlicensed service providers. When they tried to borrow, each bank 
would have different accounting information demands, adding to the cost of the service.  
 
ISAR issued in 2002 a recommendation for a three-tier structure for accounting, with 
listed companies using IFRS, small to medium-sized companies using simplified IFRS, 
and micro-entities using straightforward accounting that addressed only the simplest 
transactions. ISAR issued its own form of cut-down IFRS (the Small and Medium-sized 
Entity Accounting guideline – SMEGA) and a level three set of simple accruals-based 
rules for micro-entities. 
 
In due course the IASB took up the idea of making their own standard for IFRS, the final 
version of which should emerge later this year. However, the IASB contains people who 
are still less than convinced of the need for differential reporting, and it is widely thought 
that its IFRS for Non-Publicly Accountable Entities (NPAEs) will prove to be too 
sophisticated for smaller entities. 
 
South African initiative  



 
South Africa has long understood the need for simplified accounting to help small 
business evolve, and was a pioneer in taking the draft version of the IFRS for NPAEs as 
though it were a final standard. The Corporate Laws Amendment Act 2006 introduced 
differential reporting for limited liability companies. Companies deemed to be ‘widely 
held’ had to use full IFRS, while those categorised as ‘limited interest’ use the draft 
version of the IFRS for NPAEs. 
 
South Africa has now taken this a step further with an exposure draft of an accounting 
standard for third tier businesses. This is addressed to entities that are not required to 
produce general purpose financial statements, and in particular owner-managed entities.  
 
In line with what the UN recommended a few years ago, these statements are addressed 
to owners (who are probably managers as well), tax authorities and financial institutions. 
They do not attempt, as IFRS do, to show an economic view from which all tax 
considerations are absent, and they are supposed to be as close to management accounts 
as possible. 
 
The exposure draft notes the objectives were: 
 
• instituting a cost-effective process to create reliable, meaningful financial reports for 
these businesses; 
• assisting government in its objectives to facilitate employment creation and an 
entrepreneurial spirit, without overburdening new entrepreneurs; 
• creating an appropriate standard for reporting with consistency in terms of accounting 
application and interpretation; 
• supporting financial institutions and others in their process of assessing the risk profile 
of the reporting entity; and 
• increasing the reliance that the tax authorities can place on reported information. 
 
The draft set of accounting rules has been prepared by a working group which included 
the South African Institute of Chartered Accountants (SAICA), the Association of 
Chartered Certified Accountants (ACCA), who were prominent in the development of the 
UN guidelines, the Independent Regulatory Board for Auditors, the South African 
Revenue Service, and representatives of financial institutions and those providing 
accounting and auditing services to small business. 
 
The working group set itself criteria against which to evaluate the product: 
 
• The costs of applying the Framework should not exceed the benefits to be derived. 
• The Framework must enable the primary users (owners, tax authorities and banks) to 
evaluate the reporting entity’s liquidity, solvency and profitability. 
• It must be a stand-alone document which is succinct, easy to use and understand. 
• It should address the majority of transactions and events that a reporting entity may 
encounter, and omit transactions that are either uncommon or relate to a few entities. 



• It must ensure minimal deviation from management accounts, with as few adjustments 
as possible required, and must reflect the economic reality of the business activities by 
reflecting the intention of management. 
• It must ensure that transactions are recognised with integrity to enable the primary users 
to place reliance thereon. 
 
The resulting draft was issued in February and is open for comment until 30 April 2009. 
 
Exposure draft 
 
As the working group’s objectives identify, a major issue when creating a set of 
differential reporting rules is to identify the transactions that the target entities most 
frequently encounter, and to resist the temptation to include less common transactions. 
Debate in the UN’s working group that prepared the SMEGA centred around whether to 
include financial instruments, defined benefit pensions, cash flow statements, group 
accounts and deferred taxation. If you include group accounts, then you need to address 
goodwill and goodwill impairment. 
 
The IASB’s IFRS for NPAEs includes accounting for all these issues, although its 
approach to financial instruments and defined benefit pensions is slightly simpler than in 
full IFRS. The IASB also recently conceded that goodwill could be amortised 
 
The South African draft is, of course, aimed at much smaller entities than the IFRS for 
NPAEs. It does away with the Statement of Changes in Equity, following a treatment also 
possible in the IASB standard. The income statement has an extended presentation 
showing changes in retained earnings and any other changes in equity have to be detailed 
on the face of the balance sheet. 
 
The cash flow statement is required and follows the usual split between operating, 
investing and financing, but entities are encouraged to set out their trading cash flows 
using the direct method and indicating adjustments for receivables and payables. This 
then goes on to an operating cash flow figure, separately identifying flows such as lease 
rentals and any ‘abnormal’ cash flows.  
 
An additional disclosure in the notes is committed future cash flows on items such as 
capital expenditure, lease rentals etc. 
 
The document does not require entities to produce group accounts or deal with associates 
or joint ventures. However, it allows the preparation of group accounts and the inclusion 
of joint ventures and associates as an option. Where such investments are carried simply 
at amortised cost, the draft proposes a statement of that fact and disclosure of 
supplementary information about profits and losses, dividends and inter-entity balances. 
 
The document includes an appendix on business combinations but in the exposure draft 
this has been deliberately left blank. Curiously enough, the questions published with the 



exposure draft do not ask for any feedback on whether consolidation should be required 
or not.  
 
However the draft does include requirements to amortise purchased goodwill. This 
should be done on the basis of a rebuttable presumption that its useful life does not 
exceed ten years. It suggests that one entity might buy the assets and liabilities of another 
without acquiring a new legal entity, and this could give rise to goodwill 
 
The UN SMEGA excluded group accounts on the basis that small entities rarely operated 
as groups. Clearly this is an even more opaque area when dealing with entities that might 
not even be incorporated. One would have thought that entities under common control 
might have been more prominent than formal groups. 
 
Financial instruments  
 
The working group’s exposure draft does not have a financial instruments section. 
Instead Chapter Six on the balance sheet, the chapter that covers most accounting issues, 
has a section on investment. This establishes that the initial recognition will always be at 
cost, and that subsequent measurement will be at amortised cost. However, as mentioned 
above, investments in the equity of other entities may be accounted for using the equity 
method or consolidation, as appropriate. 
 
The impairment rules differ from IFRS in so far as the entity is obliged to look for 
indications of possible impairment at each balance sheet date but not test for impairment 
unless indications are found. IFRS require an annual test for indefinite life intangibles. 
 
The impairment test is itself different also. Where IFRS offer the higher of value in use or 
fair value less costs to sell, the South African draft restricts the impairment test to fair 
value less costs to sell. This contrasts with the view of the IASB staff who have 
consistently tried to minimize the occasions when the IASB standard calls for fair value 
on the basis that small entities would have difficulty obtaining such a figure. 
 
The draft South African standard says that fair value will normally be the bid price in an 
arms’ length transaction. If there is no active market for an asset, fair value is based on 
the best information available to reflect the amount an entity could obtain in an arms’ 
length transaction between willing, knowledgeable people. 
 
An impairment loss should normally be taken to income, and may not be subsequently 
reversed. However, if the entity thinks that the carrying value more accurately reflects its 
financial position even though the asset is impaired, it may maintain the carrying value. 
The impairment and the reasons for not applying it must be disclosed. 
 
The balance sheet section also covers agriculture. Here it also differs from IFRS in as far 
as initial measurement is at cost and subsequent measurement does not take account of 
internally generated growth. The draft does require entities to account for deferred 
taxation. 



 
The draft acknowledges inputs from the Malaysian Accounting Standards Board 
exposure draft on private entities, as well as IFRS. 
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