AASB 8-9 December 2010
Agenda paper 15.14

List of Submissions to ED 204 Deferred Tax: Recovery of Underlying Assets (proposed amendments to 1AS 12)

1 Grant Thornton
2 PricewaterhouseCoopers



lisac
Text Box
AASB 8-9 December 2010
Agenda paper 15.14


ED 204 sub 1

Grant Thornton

. Mt Kevin Stevenson
Chmrm;m . . Grant Thornton Australia Limited
Australian Accounting Standards Board ABN 41127 556 389

PC Box 204,
Level 17, 383 Kend Sirest

Collins Strect _ Sydney NSW 2000
WEST VICTORILA 8007 PO Lacked Bag Q800
By Email: standard@aasb.gov.au QVB Post Office

Sydney NSW 1230

26 October 2010 T +61 2 8297 2400
F +61 2 9299 4445
E info.nsw@grantthornton.com.au.gl.com
W www.grantthornton.com.au

Dear Kevin

AASB ED 204 & IASB ED 2010/11 DEFERRED TAX RECOVERY OF
UNDERLYING ASSETS

Grant Thornton Australia Limited (Grant Thornton) is pleased to provide the Australian
Accounting Standards Board with its comments on ED 204 which is a re-badged copy of
the International Accounting Standards Board's (the Board) Exposure Draft ED 2010/11
(the ED). We have considered the ED as well as the accompanying draft Basis for
Conclusions, and set out our main comments below. Qur responses to the questions in the
ED’s Invitation to Comment and the AASB’s separate questions are set out in the

Appendix,

Grant Thotnton’s response reflects our position as auditors and business advisers both to
listed companies and privately held companies, and public and private businesses, and this
submission has benefited with some initial input from our clients, Grant Thornton
International which is working on a global submission to the IASB, and discussions with key
constituents,

The views expressed here are preliminary in nature, and a more detatled Grant Thornton
global submission will be finalised by the IASB’s due date of 9 November 2010.

While we welcome the Board's efforts to engage with its constituents, and seck ways to
make IFRS easier to apply, we do not support the proposals in the EID. We believe that TAS
12's principle that the measurement of defesred tax liabilities and deferred tax assets should
reflect the manner in which an entity expects to recover or settle the carrying amount of its
assets and liabilities is clear, appropriate and does not warrant an exception.

We accept that, in some jurisdictions and circumstances, applying this principle can be
challenging. In our experience this is generally because an entity's intentions for a specific
asset may be to use it for a petiod then sell it (mixed use), calling for a blended approach to
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deferred tax measurement. Hlowever, the usage period, fining of sale and sale proceeds are
all uncertain and subject to change. Accordingly, application of the measurement principle
requires the use of estimates and reasoned management judgement. However, in our view
this is an inherent feature of a principle-based systemn and we are not convinced that the
challenges are notably onerous in comparison to many other IFRS principles for which no
excepton is available. '

We are also disagtee that the proposed scope of the amendment is limited to assets
measured using the fair value models of TASs 16, 38 or 40. The Board reasons that using fair
value implies recovery of an asset's carrying value though sale, and that the cost model
mnplies recovery through use. We find this analysis unconvincing, given that the
measutement model in these IASs is an accounting policy choice. Having said this, we do
acknowledge that fair value measurement itself may lead to more significant temporary
differences,

If the Board is to create an exception to IAS 12's general principle we recommend that its
scope is based only on the asset types most commonly subject to "dual rate” {or dual tax
base) regimes, without reference to measurernent basis. In our experience these asset
categories are investment properties and own use land and buildings.

We note that the AASB plans to issue a separate consultative document outlining the
AASE’s Tier 2 disclosure proposals. In our view we believe that non-publicly accounting
reporting entities should have the option to adopt the IASB’s IFRS for SMEs accounting
standard which is available for use in most overseas jurisdictions. That standard s far
sinpler and less costly to use compared to the AASB’s Tier 2 RDR accounting standard.

If you require any further information or comment, please contact me,

Yours sincerely
GRANT THORNTON AUSTRALIA LIMITED

S
Keith Reilly
National Head of Professional Standards
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Appendix 1: Response to the invitation to
comment questions

Invitation to comment questions

Question 1 - Exception to the measurement principle

The Board proposes an exception to the principle in IAS 12 that the measurement of
deferred tax liabilities and deferred tax assets should reflect the tax consequences
that would follow from the manner in which the entity expects to recover or settle the
carrying amount of its assets and liabilities. The proposed exception would apply
when specified underlying assets are remeasured or revalued at fair value.

Do you agree that this exception should apply when the specified underlying assets
are remeasured or revalued at fair value?

Why or why not?

We are aware that, in some jurisdictions, recovery of an asset through use or through sale
has different tax consequences. The manner of recovery may affect the tax rate, tax base or
both. These tax regimes create challenges in applying TAS 12's principle that the
measurement of deferred tax should reflect the expected manner of recovery. In our view
the primary sources of difficulty are that assets are often "mixed use” (ie recovery will be
partly by use and partly by sale), and that intertions may be unclear, undecided and subject
o change.

Nonetheless, we do not support the proposed measurement exception (ot its proposed
scope - see our response to Question 2). We believe that [AS 12's principle that the
measurement of deferred tax should reflect the expected manner of recovery of the
underlying asset is clear and representationally faithful. Although applying this principle can
involve judgement and estimation uncertainly, we suggest that the degree of difficulty so
caused s no greater than many other areas of IFRS.
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Question 2 ~ Scope of the exception

The Board identified that the expected manner of recovery of some underlying
assets that are remeasured or revalued at fair value may be difficult and subjective to
determine when deferred tax liabilities or deferred tax assets arise from:

a investment property that is measured using the fair value model in IAS 40;

b property, plant and equipment or intangible assets measured using the
revaluation model in IAS 16 or IAS 38;

¢ investment property, property, plant and equipment or intangible assets
. initially measured at fair value in a business combination if the entity uses
the fair value or revaluation mode] when subsequently measuring the
underlying asset; and

d other underlying assets or Habilities that are measured at fair value oron a

revaluation basis.

The Board proposes that the scope of the exception should include the underlying
assets described in (a), (b) and (c), but not those assets or liabilities described in (d).

Do you agree with the underlying assets included within the scope of the proposed
exception?

. Why or why not? If not, what changes to the scope do you propose and why?

In view of our objections to the proposed exception, we would prefer that any exception
made is tightly focused on the asset categories that are most commonly subject to "dual
rate" (or dual tax base) repimes, without reference to measurement basis. In our experience
these asset categories are investment properties and own-use real estate (land and buildings).

As noted in our covering letter, we are not convinced that there 1s a robust basis to link an
entity's choice of measurement model with its expected manner of recovery.

Accordingly, we suggest that the scope of any amendiment be limited to investment property
and other real estate assets, irrespective of measurement model. At the same time, the
guidance included in SIC Interpretation 21 'Income Faxes - Recovery of Revalued Non-
Depreciable Assets' could be incorporated into IAS 12,

Question 3 - Measurement basis used in the exception

The Board proposes that, when the exception applies, deferred tax liabilities and
deferred tax assets should be measured by applying a rebuttable presumption that
the carrying amount of the underlying asset will be recovered entirely through sale.
This presumption would be rebutted only when an entity has clear evidence that it
will consume the asset’s economic benefits throughout its economic life.
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Do you agree with the rebuttable presumption that the carrying amount of the
undetrlying asset will be recovered entitely by sale when the exception applies?

Why or why not? If not, what measurement basis do you propose and why?

Should the Board decide to introduce the exception, we agree with the use of a rebuttable
presumption thar the carrying amount of the underlying asset will be recovered entirely by
sale. This would offer a pragmatic simplification without eliminating the possibility of
applying an expected manner of recovery approach when there clear evidence that the
assct's economic benefits will be recovered through use.

Nortwithstanding our qualified support, we have some concern that the requirement for
clear evidence may be interpreted differently. In practice we expect that entities that prefer
not to rebut the presumption will be self-selecting (in that they will not attempt to collect
the necessary evidence).

Question 4 - Transition

The Board proposes that the amendments should apply retrospectively, This
require'ment includes retrospective restatement of all deferred tax liabilities or
deferred tax assets within the scope of the proposed amendments, including those
that were initially recognised in a business combination, '

Do you agree with the retrospective application of the proposed amendments to 1AS
12 to all deferred tax liabilities or deferred tax assets, including those that were
recognised in a business combination?

Why or why not? If not, what transition method do you propose and why?

Should the amendments be made we support retrospective application subject to the
following comment. For deferred tax assets and liabilities relating to assets acquired in a
business combination, retrospective restatement would be restaternent of goodwill. This
may in turn require re-performance of pust impairment tests. This leads us to queston
whether the additional complexity of retrospective restatement is justified on cost-benefit
grounds. An alternative would be to adjust retained earnings rather than goodwill in these

circumstances,

Question 5 - Other comments
Do you have any other comments on the proposals?

We have no other comments.
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Specific AASB questions

1 Whether there are any regulatory issues or other issues arising in the Australian
environment that may affect the implementation of the proposals, particularly
any Issues relating to:

a  not-for-profit entities; and
b public sector entities

Apart from our earlier comments, we are not aware of any regulatory issues that may effect
the implementation of the proposals.

2 Whether, overall, the proposals would result in financial statements that would
be useful to users;

Apatt from our eatlier comments, we are not aware of any issues that may impact users,

3  Whether the proposals are in the best interests of the Australian and New
Zealand economies.

For publicly accountable entifies, apart from our earlier comments on the proposals, we are
not aware of any reasons that would impact on the interests of the Australian economy and
our New Zealand firm may wish to comment direct to the AASB if there are any New
Zealand implications,
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Kevin Stevenson

Chairman

Australian Accounting Standards Board
PO Box 204

Collins Street West VIC 8007

17 November 2010

Dear Kevin
Exposure Draft 204 Deferred Tax: Recovery of Underlying Assets

I am enclosing a copy of the PwC response to the International Accounting Standards Board's
exposure draft ED/2010/11 Deferred Tax: Recovery of Underlying Assets (Proposed amendments to
IAS 12). The letter reflects the views of the PricewaterhouseCoopers network of firms and as such
includes our own comments on the matters raised in the exposure draft.

We would welcome the opportunity to discuss our views at your convenience. Please contact me on
(03) 8603 3868 if you would like to discuss this further. '

Yours sincerely
Jan McCahey

Partner

Assurance

PricewaterhouseCoopers, ABN 52 780 433 757
Freshwater Place, 2 Southbank Boulevard

GPQ BOX 1331L, Melhourne Victoria 3001 Australia

T +671 3 8603 1000, F +61 3 8613 2308, www.pwc.com.au

Liability limited by a scheme approved under Professional Standards Legislation.
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Sir David Tweedie

Chairman

International Accounting Standards Board
30 Cannon Street

London EC4M 6XH

United Kingdom

9 November 2010

Dear Sir
Deferred tax: Recovery of underlying assets (Proposed amendments to IAS 12)

We are pleased to respond to your exposure draft ‘Deferred Tax: Recovery of Underlying Assets
(Proposed amendments to IAS 12)° (‘the exposure draft’ or ‘the proposals’) on behalf of
PricewaterhouseCoopers. Following consultation with members of the PricewaterhouseCoopers
network of firms, this response summarises the views of the member firms that commented on this
Exposure Draft. ‘PricewaterhouseCoopers’ refers to the network of member firms of
PricewaterhouseCoopers International Limited, each of which isa separate and independent legal
entity.

Overall comments

The existing model for income tax accounting is complex and preparers and users find some aspects of
the model difficult to understand and apply. These difficulties arise from exceptions to the principles
in the current standard, and from areas where the accounting does not reflect the economics of
transactions. We support the Board’s efforts to address some of these issues in a way that provides
more useful financial information, and we welcome the opportunity to comment on the exposure draft
in that context. We also encourage the Board to undertake a far-reaching review of the principles for
deferred tax aceounting when the timetable allows. This review should address situations in which the
current accounting does not reflect the underlying economies — for example, the reqmrement that
deferred taxes are not discounted.

There are circumstances where the requirement to recognise deferred tax on assets measured at fair
value - for example, long leasehold investment property - does not reflect the economic consequences
of recovering the asset. It is also sometimes difficult to measure deferred taxes in a way that reflects
the manner in which management expects to recover the carrying value of the underlying asset,
particularly in jurisdictions where income and capital gains are taxed separately.

The exposure draft addresses these valid issues but also creates an exception that will not reflect the
economic consequences of some transactions ~ for example, when an asset is recovered substantially
but not entirely through use. We are also concerned that exceptions can create further problems and
the risk of unintended consequences.

‘We therefore do not support the specific proposals in the exposure draft. We have suggested below an
alternative approach that we believe addresses valid concerns with the current model in a way that
reflects the economic consequences of recovering an asset measured at fair value but also minimises
the risk of unintended consequences.

PricewaterhouseCoopers LLP, 10-18 Union Street, London, SE1 152
T: +44 (0) 20 7583 5000, F: +44 (0) 20 7822 4652, wunp.pwe.co.uk

PricewatarhouseCoopers LLP is a limited Eability parinership registered in England with registered number OC303525. The repistered office of PricewalerhouseCoopers
LLPis

1 Embankment Place, London WC2N 8RH. PricewaternouseCoopers LLP is autharised and regulated by the Financial Services Autharily for designated investmant
business,
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We have also suggested that the practical difficulties that sometimes arise when the current standard is
applied to long-lived assets be addressed through enhanced application guidance.

Tax consequences of recovery

We support the principle in the current standard that deferred taxes reflect the tax consequences of the
manner in which management expects to recover the carrying value of an asset. This will usually
reflect the underlying economics. There are limited circumstances where this accounting will not
reflect the economics; these are described below. We therefore support a narrower exception for these
situations.

We believe that IAS 12 should be amended by extending the existing initial recognition exception to
include situations where assets are measured at fair value as an accounting policy choice and an
acquirer would not obtain a tax deduction for some or all of the cost of the asset. This will limit the
exception to situations in which the accounting does not reflect the underlying economics and will
limit the possibility for unintended consequences.

The fair value of an asset reflects the present value of the future net of tax cash flows generated by
using or selling the asset. In many jurisdictions, an acquirer is able to deduct the cost of an asset
against the taxes it will pay on the income generated by the asset. The fair value of the asset in these
situations will reflect both the tax deduction that would be obtained by a market participant on the
cost (fair value) of the asset and the taxes it will pay on future income. These effects will often offset.
When the fair value of an asset increases, the current owner will not benefit from a tax deduction on
the fair value uplift, and the deferred tax liability required under the current model properly reflects
the tax consequences of recovering the asset for its fair value.

There are some jurisdictons, however, in which an acquirer cannot deduet the cost of the asset against
the income from using the asset. The fair value of the asset in this situation will reflect the present
value of future cash flows, net of future tax payments. We agree that the current model may not reflect
the economic consequences of recovering the carrying value in these circumstances. When the asset is
measured at fair value, the deferred tax liability duplicates a tax consequence that is arguably already
reflected in the fair value. The current owner of the asset is in the same position as a potential acquirer
because neither of them will obtain a tax deduction for fair value of the asset.

Our suggestion is broadly consistent with an approach developed by the IASB staff when they first
considered this issue. We have included as Appendix 2 some suggested amendments to the text of the
current standard and an additional example that reflect our suggestion.

Enhanced application guidance

We do not support the specific proposals in the exposure draft, but we agree there are sometimes
practical difficulties applying the current standard. We suggest that the practical difficulties that arise
when an entity has to determine the manner in which it expects to recover a long-lived asset are
addressed through more detailed application guidance rather than the proposed exception. This would
address the practical difficulty across all of the assets that are affected but would not create additional
issues. The application guidance might consider an entity’s business model, history of selling assets
and its plans for the future. There should be ¢lear disclosure of the sxgmﬁcant assumptions made to
determine deferred taxes,
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It is sometimes difficult to determine whether a long-lived asset such as an investment property will be
sold or used to generate rental income. This can make the deferred tax accounting difficult. The
exposure draft addresses this issue and simplifies the accounting; however, we are concerned the
proposal would not reflect the economics and would understate liabilities when management intends
to use the asset for a prolonged period, even if it is not clear that all of the carrying value will be
consumed through use. We are aware, for example, that there are some jurisdictions where a tax
deduction is available when an asset is sold, but there is no deduction when an asset is used. The
proposals would understate liabilities when these assets are used in the business and measured at fair
value,

The proposals apply only to certain assets measured at fair value and to certain assets measured at fair
value in a business combination. The same issues arise from other assets measured at fair value as well
as from long-lived assets measured at depreciated cost. It is not clear why the proposed exception
should apply only to certain assets and only to assets measured at fair value. It is also unclear why the
recognition of a liability in purchase accounting should be determined by an accounting policy applied
to certain assets.

The proposals will also make accounting for deferred tax assets more complex. An entity that uses
deferred tax liabilities as a source of taxable income to support the recognition of deferred tax assets
might assume it will hold an asset just long enough to generate income sufficient to recover its
deferred tax assets. The proposals would require the entity to either derecognise the deferred tax asset,
to be consistent with the accounting for the deferred tax liability, or continue to recognise the deferred
tax asset, supported by future tax consequences that are not recognised as a liability. It is not clear how
either approach reflects the underlying economics.

Comprehensive review of accounting for income taxes

When the current limited project is completed, we encourage the board to perform a more
comprehensive review of the income tax model. This review should consider all options and changes
that might improve the usefulness and transparency of income tax accounting by making it easier
understand the tax consequences of transactions and the impact of income taxes on future cash flows.
We suggest the board solicits fresh views from preparers and users about the information they would
find most useful and about challenges with the existing model, such as whether or not deferred taxes
should be discounted.

We have responded to the specific questions raised in the Invitation to Comment in the exposure draft -
in an appendix to this letter.

If you have any questions in relation to this letter, please do not hesitate to contact John Hitchins, PwC
Global Chief Accountant (+44 207 804 2497) or Tony de Bell (+44 207 213 5336).

Yours faithfully
ffluwwr'o. bhou Wé‘&’ﬂ’/' M

PricewaterhouseCoopers LLP
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Deferred tax: Recovery of underlying assets (proposed amendments to IAS 12)

. Appendix 1

Response to detailed questions

1,

Do you agree that this exception should apply when the specified underlying assets
are remeasured or revalued at fair value? Why or why not?

We do not agree with the specific proposals in the exposure draft. We agree that the existing
principle should be amended so the accounting properly reflects the underlying economics. We
believe, however, that the proposed exception is too broad for the reasons explained in the attached
letter. We suggest that the exception is narrowed so that it applies only to assets measured at fair
value as an accounting policy choice in jurisdictions in which any acquirer of the asset would not
obtain a tax deduction for some or all of the cost of acquiring the asset.

Do you agree with the underlying assets included within the scope of the proposed
exception? Why or why not? If not, what changes to the scope do you propose and
why?

We believe the proposed exception should be narrowed as described above,

If the board proceeds with the proposed amendments, we do not support a broader scope, as this
could have unintended consequences and the exception is designed to address a specific practical
issuze. The board should articulate why the exception does not apply to other assets measured at fair
value and long-lived assets such as investment properties measured at depreciated cost; why it
applies only to certain assets acquired in a business combination; and how an entity should
consider the criteria for recognising deferred tax assets.

Do you agree with the rebuttable presumption that the carrying amount of the
underlying asset will be recovered entirely by sale when the exception applies? Why
or why not? If not, what measurement basis do you propose and why?

We do not generally believe that setting a rebuttable presumption is consistent with principles-
based standards. The rebuttable presumption is also inconsistent with many other aspects of IAS
12, which require consideration of management's intentions and expectations. It might also be
inconsistent with other management assumptions and assertions related to the same asset. We
therefore do not agree in this situation that the rebuttable presumnption that the carrying amount of
the underlying asset will be recovered entirely by sale necessarily reflects the economic
consequences of recovering the carrying value.

Where management has a specific plan to use an asset covered by the proposed exception for a
period of time and then sell i, the proposed exception disregards the economic consequences of
this intention and requires deferred tax to be measured on a sale basis. The exposure draft will
therefore result in some deferred taxes that do not reflect the future tax consequences of
management’s intentions. It will also result in an accounting outcome that is inconsistent with the
expected economic consequences when management intends to sell the asset at some point in the
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4.

future but does not have a specific plan, or when management’s current intention is to use the asset
for the foreseeable future, but the foreseeable future is less than the life of the asset.

If the amendment proceeds, we suggest that the board clarifies, perhaps by way of illustrative
examples, what is meant by “clear evidence that an entity will consume the asset’s economic
benefits throughout its economic life.”

Do you agree with the retrospective application of the proposed amendments to IAS
12 to all deferred tax liabilities and deferred tax assets, including those that were
recognised in a business combination? Why or why not? If not, what transition
method do you propose and why?

We agree that any amendments made to IAS 12 should be applied retrospectively to all deferred tax
liabilities and deferred tax assets so that meaningful comparative information is available to users
of the financial statements,

However, the information required to restate past business combinations may no longer be
available to many entities, It may therefore be impractical to determine the effect of the
restatement on goodwill and on each component of equity at the beginning of the earliest
comparative period. We suggest that the proposed amendments include transition provisions that
permit retrospective application with some modifications, which we have described below.

Where the amendment is applied to the measurement of deferred tax on investment properties
acquired in a business combination and full restatement is impractical, entities should be permitted
to adjust opening retained earnings for the full amount of the restatement.

Where the amendment is applied to the measurement of deferred tax on property, plant and
equipment or intangible assets acquired in a business combination and full restatement is
impractical, entities should be permitted to first adjust the revaluation reserve and, to the extent
that the adjustment to deferred tax is in excess of the tax on post-acquisition movements in the
revaluation reserve, to adjust retained earnings.

Do you have any other comments on the proposals?

Application to business combinations

Paragraph BC 16-17 of the exposure draft would effectively result in two identically situated
companies — both acquiring a target company with the same property, plant and equipment with
the same fair values — recognising different amounts of deferred taxes and goodwill based solely on
the post-acquisition accounting policy of revaluing its assets or using the cost method. We do not
believe this reflects the economics of the transaction and would erode comparability between
entities.

Impact on recoverability of deferred tax assets

Paragraph BC25 of the exposure draft explains that the amendments may lead to a reduction in
deferred tax liabilities and might call into question the recoverability of deferred tax assets.
Paragraph BC26 of the exposure draft notes that IAS 12 requires an entity to recognise a deferred
tax asset to the extent that it has sufficient temporary differences or probable future taxable profits
(including those created by tax planning opportunities) to support recognition [emphasis added],
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This is not clear, but it suggests that an entity might recognise deferred tax assets based on the
expected taxable profits that reflect management’s expectations (that is, use of an asset for a period
of time prior to sale) but the measurement of deferred tax liabilities will ighore these expectations.
This is inconsistent and does not appear to reflect the economics of the transaction.

Withdrawal of SIC 21

The proposed amendments will supersede SIC-21 ‘Income Taxes — Recovery of Revalued Non-
Depreciable Assets’ (SIC-21), as the measurement of deferred tax on revalued non-depreciable
assets is now covered by the proposed amendments.

We are aware that many entities apply the rationale in SIC-21 by analogy to circumstances other
than land carried at fair value. For example, entities in some jurisdictions apply SIC-21 by analogy
to intangible assets with indefinite lives to support non-recognition of a deferred tax liability arising
in a business combination. '

The impact of the withdrawal of SIC-21 on accounting for deferred tax in these circumstances is
unclear. We do not support the withdrawal of SIC-21 without further consideration and we suggest
that entities are permitted to continue to apply the rationale in SIC-21 by analogy; that is, any
exception to the principles in IAS 12 should not inadvertently preclude entities from applying the
rationale in SIC-21 to similar circumstances.

Changes in accounting policies

The exposure draft does not explain how the accounting for the deferred tax consequences of a
change in accounting policy for property, plant and equipment or intangible assets. IAS 16 and IAS
38 require that the change in accounting to adopt the revaluation model is treated as a revaluation
in the year of change, but it is not clear how the tax consequences would be recognised. We suggest
that this is clarified.
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Deferred tax: Recovery of underlying assets (proposed amendments to IAS 12)
Appendix 2
Proposed amendments to IAS 12, ‘Income Taxes’

A new sub-paragraph {c) might be added to paragraph 15 and, a new sub-paragraph (b) might added to
paragraph 24, together with some explanatory text. Example X (based on Example B in the current
standard) is added to illustrate the amendment.

Taxable temporary differences

15 A deferred tax liability shall be recognised on all taxable temporary differences, except to the extent
that the deferred tax liability arises from:
(a) the initial recognition of goodwill; ez
(b) the initial recognition of an asset or liability in a transaction which:
(i) is not a business combination; and
(ii) at the time of the transaction, affects neither accounting profit nor taxable profit (tax loss):
or
¢) _the measurement of an asset or liability at fair value as an accounting policy choice (including on
initial recognition in a business combination) to the extent that a market participant acquirin

 that asset or assuming that liability for its fair value would have the same temporary difference
on initial recognition.

However, for taxable temporary differences associated with investments in subsidiaries, branches and
associates, and interests in joint ventures, a deferred tax liability shall be recognised in accordance
with paragraph 39.

22A Tn many jurisdictions, a market participant is able to deduct the acquisition cost of an asset
against the taxes that will be paid on the income generated by the asset. The fair value of the asset in

these situations will reflect both the tax deduction on the cost (fair value) of the asset and the taxes
that will be paid on the income. These effects will often offset. When the fair value of an asset
increases, the entity currently holding the asset will not obtain the benefit of a tax deduction on the fair
value and the deferred tax liability reflects the tax that will be paid if the asset is recovered for its
current fair value. The deferred tax liability will reflect manner in which the entity expects to recover
the carrying amount of its asset. :

22B There are some jurisdictions, however, in which a market participant is unable to deduct the cost
of acquiring the asset against the income from using the asset. In that case, the fair value of the asset
will reflect the present value of future cash flows, net of tax payments. When the asset is measured at
fair value, the deferred tax liability duplicates a tax consequence that is already reflected in the fair

value of the asset. The entity enrrently holding the asset is in the same position as a potential market
participant because neither of them will obtain a tax deduction for the fair value of the asset,

Paragraphs 15(c) and 24(b) apply in situations where assets are measured at fair value as an
accounting policy choice and a market participant would not obtain a tax deduction for some or all of
the cost of the asset.
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Deductible temporary differences

24 A deferred tax asset shall be recognised for all deductible temporary differences to the extent that it
is probable that taxable profit will be available against which the deductible temporary difference can
be utilized, unless the deferred tax asset arises from:

(a) theinitial recognition of an asset or liability in a transaction that:

(ad) is not a business combination; and
(bii) at the time of the transaction, affects neither accounting profit nor taxable profit (tax
loss):; or

(b)__the measurement of an asset or liability at fair value as an accounting policy choice (including on
initial recognition in a business combination) to the extent that a market partieipant acquiring
that asset or assuming that liability for its fair value would have the same temporary difference
on initial recognition.

However, for deductible temporary differences associated with investments in subsidiaries, branches
and associates, and interests in joint ventures, a deferred tax asset shall be recognised in accordance
with paragraph 44.

Additional example X

An asset with a construction cost of 100 is revalued to 150 as an accounting policy choice. No
equivalent adjustment is made for tax purposes, i.e., an entity holding the asset does not receive
additional tax deductions for the remeasurement gain. The entity’s tax deductions are limited to the
construction cost of the asset. A market participant acquiring the same asset for its fair value would
not receive any deduction for the remeasurement gain of 50 but would receive a deduction for the
original construction cost. H the asset is sold for more than tax written down value, cumulative tax
depreciation will be included in taxable income, but proceeds in excess of cost will not be taxable.
Cumulative depreciation for tax purposes is 30 and the tax rate is 30%.

The tax base of the asset is 70 and its carrying value (fair value) is 150. An entity that expects to
recover the carrying amount by using the asset will only be able to deduct tax depreciation of 70.
There is a taxable temporary difference of 80. Paragraph 15(c) requires that no deferred tax is
recognised to the extent that a market participant acquiring the asset for its fair value would have the
same temporary difference. No deferred tax is therefore recognised on a taxable temporary difference
of 50 that would exist for a market participant acquiring the asset. Deferred tax is recognised on the
remaining taxable temporary difference of 30 and a deferred tax liability of 9 (30 at 30%) is recorded
as follows:



pwe

Taxable Deferred
temporary tax
difference Tax rate lLiability

Difference between carrying value and book value 30 30% . 9

If the entity expects to recover the carrying amount by selling the asset immediately for proceeds of
150, the gain arising from the remeasurement of 50 is not taxed, leaving the temporary difference
arising from cumulative tax depreciation of 30 to be accounted for as follows:

Taxable Deferred

temporary tax

difference  Taxrate liability

Cumulative tax depreciation 30 30% 9
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