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SOLUTIONS Understanding the What, Why and How

Deferral accounting is an essential concept for businesses aiming to align income and expenses with the periods in which they
are earned or incurred. Rather than recognizing revenue or expenses when cash changes hands, deferral accounting ensures
accuracy by waiting until the revenue is actually earned or the benefit is used

or expenses to a future period. This is crucial for compliance with

WHAT IS DEFERRAL the accrual basis of accounting, which requires that income and

expenses be recognized in the periods they relate to, not
ACCOUNTING? necessarily when cash is received or paid.

p—
‘ r a Deferral accounting involves postponing the recognition of revenue
s

—

Deferred Revenue Deferred Expense

Deferred revenue, also known as unearned revenue, occurs Deferred expenses, or prepaid expenses, occur when a
when a business receives payment for goods or services company pays for a service or product before receiving the
before delivering them. Until the service is provided, this benefit. The payment is initially recorded as an asset and is
amount is recorded as a liability expensed as the benefit is consumed.

Real-Life Example: Real-Life Example:

A gym receives an annual membership fee of R12,000 on 1
January. The gym records the amount as deferred revenue
and recognizes R1,000 as income each month over the
12-month period.

A business pays R24,000 on 1 January for 12 months of
insurance coverage. Each month, R2,000 is recognized as
an insurance expense.

STEP-BY-STEP GUIDE TO _:.. WHY DEFERRAL
HANDLING DEFERRALS ACCOUNTING MATTERS

Identify payments or receipts that occur in advance of the
1. related benefit or service. Examples include annual
subscriptions, rent paid in advance, or client retainers

(= Ensures accurate financial statements by matching
" income and expenses with the periods they relate to.

Prevents overstatement of revenue or understatement
of expenses, providing a true picture of financial
performance.

Classify the item as deferred revenue (liability) or deferred (=
expense (asset).

Record the deferral in the accounting system. Deferred
revenues are liabilities; deferred expenses are current
assets

. Supports compliance with GAAP and IFRS accounting
[
—  standards.

4 Amortize the deferred amount over the appropriate period. =y Provides reliable information to investors, lenders, and
*  Monthly, quarterly, or based on usage. —"  other stakeholders.
Adjust larly to reflect th tion that should b
5. Just reguiarly To retiect The porfion That should how be [ Improves profitability tracking and financial forecasting

recogmzed as revenue or expense. -

. MORE REAL-LIFE SCENARIOS A marketing agency is paid R60,000 upfront for a 6-month .

campaign. They recognize R10,000 in revenue each month,
aligning with service delivery.

|E] An IT firm pays R36,000 for a 3-year domain hosting A landlord receives rental income of R90,000 for a 6-month
service. Each year, R12,000 is expensed. while the unexpired lease. The amount is deferred and recognized monthly at
portion remains as a prepaid asset R15,000.

COMMON MISTAKES AND RED FLAGS CONCLUSION

71 Recognizing revenue foo early inflafes profits and

‘ misleads stakeholders. Deferral accounting is not just a technical requirement—it's a
strategic tool for financial accuracy and credibility. Whether you're
managing subscriptions, rent, or long-term contracts, applying

_':;{: Failing to defer expenses can lead to understated o :
deferral principles correctly ensures your financial reports reflect

assefs and overestimated current-period expenses.

reality
[Ej Infrequent adjustments result in inaccurate Always remember: It's not about when the cash comes in or goes
reporting and potential non-compliance. out—it's about when the income is earned or the benefit is received.
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