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ICAC gives its view on IASB’s Exposures Draft ED/2009/2 on Income Tax.

First of all, we would like to highlight that we are of the view that any change to be introduced in the accounting of income tax should be argued and justified enough and aimed to clearly improve financial reporting. Costs and benefits of implementing changes in the standards by users need to be taken into account. Nevertheless, we will support the IASB on changes that would solve any possible deficiencies detected in current standards for accounting for income tax.

IASB questions for respondents
Our main concern refers to the determination of the tax basis of an asset. The exposure draft defines the tax basis as “the measurement, under applicable substantively enacted tax law, of an asset, liability or other item”. When specifying the tax basis of an asset the exposure draft establishes that it “equals the amount that would have been deductible against taxable income in arriving at taxable profit if the asset had been recovered through sale at the end of the reporting period”. We do not agree with disregarding the expected manner of recovery of the asset when determining the tax basis of an asset.

We also find some detailed rules related to measure and recognition of deferred tax assets and liabilities, such as the probability weighted average of all possible outcomes of uncertain tax positions or the tax basis available to market participants versus entity-specific tax effects, somehow complex to implement.
Our main concerns raised on the exposure draft are set out below, by answering those questions that ask for views on the related issues.

Question 1 - Definitions of tax basis and temporary difference.

The exposure draft proposes changes to the definition of tax basis so that the tax basis does not depend on management’s intentions relating to the recovery or settlement of an asset or liability. It also proposes changes to the definition of a temporary difference to exclude differences that are not expected to affect taxable profit.

Do you agree with the proposals? Why or why not?
We believe that management’s expectations about the manner in which an asset will be recovered or a liability will be settled must be taken into account when measuring the tax basis of the asset or liability. In those jurisdictions that provide different tax deductions for depreciation or sale of an asset, and in the case that an entity has the intention to recover the asset carrying amount through its use in its economic activities, this would give rise to the recognition of a deferred tax asset or liability in the statement of financial position, that would not offer additional relevant information, and that in some cases could even lead to misleading information.
Another reason which supports this point of view is the own inner consistency of the standard. It already considers the management expectations of recovery of the carrying amount of an asset and settlement of the carrying amount of a liability in paragraph 11, when assessing whether paragraph 10(a)-(c) applies. Also paragraph B29 takes into account management expectations, as it establishes that if the same deductions are available for the sale or use of the asset, an entity shall measure the deferred tax asset or liability at the rate that is applicable to how the entity expects to recover or settle the carrying amount of the asset or liability. Other examples might be found through the text of the standard.
Additionally if management expectations are not to be taken into account to determine tax basis, some rationale is needed to justify the election of tax basis in case of sale for all assets versus other options.
Finally, in a jurisdiction where the tax basis for property, plant and equipment is subject to indexation adjustments when recovered through sale, the tax basis of the asset would change every reporting period according to the number of fiscal years passed since its purchase. This would imply additional administrative work because of changing deferred tax assets and liabilities in every reporting period due to modifications in the tax basis, and subsequently added variability to the reported information.
Question 3 – Initial recognition exception.

The exposure draft proposes eliminating the initial recognition exception in IAS 12. Instead, it introduces proposals for the initial measurement of assets and liabilities that have tax bases different from their initial carrying amounts. Such assets and liabilities are disaggregated into (a) an asset or liability excluding entity-specific tax effects and (b) any entity-specific tax advantage or disadvantage. The former is recognised in accordance with applicable standards and a deferred tax asset or liability is recognised for any temporary difference between the resulting carrying amount and the tax basis. Outside a business combination or a transaction that affects accounting or taxable profit, any difference between the consideration paid or received and the total amount of the acquired assets and liabilities (including deferred tax) would be classified as an allowance or premium and recognised in comprehensive income in proportion to changes in the related deferred tax asset or liability. In a business combination, any such difference would affect goodwill.

Do you agree with the proposals? Why or why not

We agree with the intention of the IASB of reducing the number of exceptions, as there should be a strong conceptual reason for establishing and maintaining them. A single treatment for transactions and events that have similar underlying economics is welcome.
However we do not agree with the proposed approach by which assets and liabilities are disaggregated into (a) an asset or liability excluding entity-specific tax effects and (b) any entity-specific tax advantage or disadvantage, the former is recognised in accordance with applicable standards and a deferred tax asset or liability is recognised for any temporary difference. In a transaction that is not a business combination and does not affect comprehensive income, equity or taxable profit, this would lead to the recognition of an allowance or premium to the deferred tax asset or liability.
An alternative approach would be to register the non-tax asset or liability at its fair value and a deferred tax asset or liability for the difference between the consideration paid or received and the fair value of the acquired assets and liabilities. For example in the acquisition of an asset that gives rise to a deferred tax liability, the total consideration paid could be regarded as being composed by the assets transferred and the liabilities assumed, being the deferred tax liability part of the latter. This would lead to the same net outcome as in the IASB proposal, which requires the premium or allowance to be presented within deferred tax in the statement of financial position, but would avoid the appearance of an allowance or premium account with a dubious economic meaning.
Question 4 – Investments in subsidiaries, branches, associates and joint Ventures

IAS 12 includes an exception to the temporary difference approach for some investments in subsidiaries, branches, associates and joint ventures based on whether an entity controls the timing of the reversal of the temporary difference and the probability of it reversing in the foreseeable future. The exposure draft would replace these requirements with the requirements in SFAS 109 and APB Opinion 23 Accounting for Income Taxes—Special Areas pertaining to the difference between the tax basis and the financial reporting carrying amount for an investment in a foreign subsidiary or joint venture that is essentially permanent in duration. Deferred tax assets and liabilities for temporary differences related to such investments are not recognised. Temporary differences associated with branches would be treated in the same way as temporary differences associated with investments in subsidiaries. The exception in IAS 12 relating to investments in associates would be removed.

The Board proposes this exception from the temporary difference approach because the Board understands that it would often not be possible to measure reliably the deferred tax asset or liability arising from such temporary differences.

Do you agree with the proposals? Why or why not? Do you agree that it is often not possible to measure reliably the deferred tax asset or liability arising from temporary differences relating to an investment in a foreign subsidiary or joint venture that is essentially permanent in duration? Should the Board select a different way to define the type of investments for which this is the case? If so, how should it define them?
As we have already stated in the previous question, we welcome the intention of the IASB of reducing the number of exceptions. In this case, although there will be added complexity, a more consistent application of the general principle can be argued. However, we do not see the conceptual justification for retaining the exception in the case of foreign subsidiaries and joint ventures, as the argument for the elimination of the exception could apply to both domestic and foreign entities.
According to this reasoning we believe that if the exception is removed, it should be so for all domestic and foreign subsidiaries, branches, associates and joint ventures.
Question 5 – Valuation allowances

The exposure draft proposes a change to the approach to the recognition of deferred tax assets. IAS 12 requires a one-step recognition approach of recognising a deferred tax asset to the extent that its realisation is probable. The exposure draft proposes instead that deferred tax assets should be recognised in full and an offsetting valuation allowance recognised so that the net carrying amount equals the highest amount that is more likely than not to be realisable against taxable profit.

Question 5A

Do you agree with the recognition of a deferred tax asset in full and an offsetting valuation allowance? Why or why not?

Although the net effect of the proposal would result in the same outcome as in IAS 12, we do not agree with it. We think that IAS 12 approach that requires a one-step initial recognition is more consistent with the general approach for initial recognition followed by IASB in other IFRSs.
Question 5B

Do you agree that the net amount to be recognised should be the highest amount that is more likely than not to be realisable against future taxable profit? Why or why not?

We agree with the proposal, to the extent that the meaning of “more likely than not” is understood as being the same as “probable”.

Question 7 – Uncertain tax positions

IAS 12 is silent on how to account for uncertainty over whether the tax authority will accept the amounts reported to it. The exposure draft proposes that current and deferred tax assets and liabilities should be measured at the probability-weighted average of all possible outcomes, assuming that the tax authority examines the amounts reported to it by the entity and has full knowledge of all relevant information.

Do you agree with the proposals? Why or why not?

This new approach forces entities to work out accurate figures about tax positions that are considered to be uncertain, which adds complexity and an administrative burden to entities, without offering always in exchange more useful and reliable information about these uncertain positions.
We believe that an approach that considers the most probable outcome could be another accounting option.

If the new IFRS is not finally silent on this topic, we consider that the adopted approach should be the one that is more consistent with requirements about uncertainty measurement in other IFRSs, especially in IAS 37 Provisions, contingent liabilities and contingent assets.

Question 8 – Enacted or substantively enacted rate

IAS 12 requires an entity to measure deferred tax assets and liabilities using the tax rates enacted or substantively enacted by the reporting date. The exposure draft proposes to clarify that substantive enactment is achieved when future events required by the enactment process historically have not affected the outcome and are unlikely to do so. 

Do you agree with the proposals? Why or why not?

In some jurisdictions several steps are needed in order to achieve enactment. In some cases tax deductions, rates and laws can be considered when registering and measuring deferred tax assets and liabilities, although they have not yet fulfilled all formal requirements, such as for example official publication. Therefore we agree with the proposal.
Question 9 – Sale rate or use rate

When different rates apply to different ways in which an entity may recover the carrying amount of an asset, IAS 12 requires deferred tax assets and liabilities to be measured using the rate that is consistent with the expected manner of recovery. The exposure draft proposes that the rate should be consistent with the deductions that determine the tax basis, ie the deductions that are available on sale of the asset. If those deductions are available only on sale of the asset, then the entity should use the sale rate. If the same deductions are also available on using the asset, the entity should use the rate consistent with the expected manner of recovery of the asset. 

Do you agree with the proposals? Why or why not?
We agree with the ED approach that when deferred tax assets and liabilities are measured, the tax rate used must be consistent with the expected manner of recovery. Nevertheless, being this question closely related to our answer to question 1 above, we believe that this should not imply that the rate should be consistent with the deductions that are available on sale of the asset, but with the deductions that determine the tax basis according to management intentions relating to the recovery of the asset.
Question 15 – Classification of deferred tax assets and liabilities

The exposure draft proposes the classification of deferred tax assets and liabilities as current or non-current, based on the financial statement classification of the related non-tax asset or liability.

Do you agree with the proposals? Why or why not?

We agree with the classification of deferred tax assets and liabilities as current and not current in the statement of financial position. Different issue is the criteria followed to consider the deferred tax asset or liability as current or non-current. The IASB approach is based on the classification of the related non-tax asset or liability, while we think that deferred tax assets and liabilities, as elements of the statement of financial position that have their own economic justification regardless the asset or liability that triggered its recognition, should be classified according to its own expected moment of recovery or settlement.
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