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Exposure Draft ED/2009/02 Income Tax

Dear Sir/Madam,

| am writing on behalf of the CNC to give you oursnements on the above-mentioned
Exposure Draft(ED). Our detailed comments are getrothe attached Appendix.

For the reasons set out below, we disagree witbfdatie main changes proposed in the ED
which does not in our view provide a satisfactoagib for revising IAS 12.

1. We think that the objectives of the ED, to achiee convergence with US GAAP as well
as to clarify IAS 12 without modifying its fundamental principles, are not achieved.

We note that the FASB has postponed the decisiomewse its own tax standards.
Consequently, this is not anymore a joint project.

Moreover we note that the project is not fully cergent, especially regarding the weighted
average methodology proposed to measure and regogncertain tax position (even though
we would prefer an approach based on managemesstsbtimate).

Furthermore the proposed redrafting of the standastead of clarifying the principles, raises
various difficulties of interpretation which lead to question whether these principles have in
fact been modified particularly regarding the nesfirdtion of a temporary difference and the
application of the initial step for recognizing dekd tax. We note that the ED introduces a
number of complex rules rather than principles.
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2. We note that the proposals are in contradictiorwith the core principle of the ED
which stipulates that deferred tax should reflect tax payable or tax recoverable on
taxable profits for future period as a result of pat transactions or events”.

As the ED requires the tax basis to be determimed sale or settlement basis at reporting
date, it does not take into account managementtiotes and will not therefore always be
consistent with expected cash flows. Consequenttypelieve that it would not result in an
improvement to financial reporting.

According to the ED, the accounting principles fancertain tax positions would be

recognized without application of a probability @fcurrence threshold (and therefore not
convergent with SFAS 109) and measured using tlobahility-weighted average of all

possible outcomes. We believe that the “more likillgn not” recognition criterion and

measurement taking into account management’s bsghate, would better reflect the

expected cash flows.

3. We believe that some major proposals would noiriprove financial reporting

As the initial recognition exception has been ehated, the initial accounting described in
the ED requires separate recognition of “entityedfje® tax effects, adjusted carrying values

after deduction of entity-specific tax effects aama allowance or premium as a balancing
amount so that the total of these items is equataiosideration paid or received. These
requirements are complex and this proposal woufzttapto introduce a new measurement
base for assets which is outside the scope of igisavof IAS 12. We believe that these

requirements are intended for single asset entilesvever the way the text is drafted could
lead us not to separate out the tax effect foretleggities because it may not be entity specific.

The requirements for allocation of tax to comporaftcomprehensive income and equity are
complex and rules-based. For allocation of taxoe$fén respect of current year operation, the
proposed approach is too complex and might haveradweffects on the quality of financial
information. The allocation of tax effects relatitogprior periods operations to the continuing
operations is not relevant and is likely to inceeamlatility of the reported result from
continuing operations after tax. We would prefempproach based on “backwards tracing”.

The proposals in the ED also introduce differeésdor recognizing deferred tax in respect
of foreign and domestic investments. The currerdepion is maintained for temporary
differences that are essentially of a permanentraaxclusively for foreign subsidiaries, joint
ventures and branches. We recognize there may diqal difficulties in obtaining the
relevant information but this might also apply tmekstic investments. We do not believe that
this is a justification for introducing different@ounting according to whether an investment
is considered domestic or foreign. As a resultat@unting principles applied will depend on
group structure and how the undefined term foresgnterpreted.

The ED maintains the position of IAS12 regardinggligroup transfers of assets. However we
think that the application of the tax rate of tletley is more appropriate and better reflects
cash flows.



4. We consider that the proposals do not cover cein topics for which guidance is
currently lacking

Among the subjects for which guidance is necessegyhave identified:

 Measurement of deferred tax assets generated bgdder which an unlimited carry
forward is available

» Clarification of the scope of IAS 12 with respexicertain tax credits
» Accounting for investment tax credits

We hope you find these comments useful and wouldplbased to provide any further
information you might require.

Yours sincerely,

/7% e

Jean-Francois Lepetit




APPENDIX

Exposure Draft
INCOME TAX

Question 1 - Definitions of tax basis and temporarylifference

The exposure draft proposes changes to the defirom of tax basis so that the tax basis does
not depend on management’s intentions relating tahe recovery or settlement of an asset or
liability. It also proposes changes to the definiin of a temporary difference to exclude
differences that are not expected to affect taxablerofit. (See paragraphs BC17-BC23 of the
Basis for Conclusions.)

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

Management intentions

1.1. We do not believe that the proposals in ther&@esent an improvement over the current
version of IAS 12. Whilst we agree with the corapiple set out in paragraph 1, we note that the
rule imposing the use of a sale basis contradnisscore principle, as it will lead to recognizing
deferred tax assets and liabilities that are nax ‘fpayable or recoverable on taxable profit for
future period as a result of past transactionyents”.

We are concerned that, by disregarding managemesrition, reported deferred tax assets and
liabilities may not reflect the expected cash flogfsan entity and will therefore not provide
decision useful information for users of financshtements. Moreover, reported deferred tax
assets and liabilities will not meet the definitminassets and liabilities in the Framework.

In the case of an asset, for example, the proptasebasis will equal the amount deductible from
taxable income in the event of a sale at the ertdeofeporting period even though in many cases
assets will have been acquired for use in the basinin those jurisdictions where tax bases for
sale and use are different this would lead to dedetaxes being measured on a basis inconsistent
with management expectations.

For instance, we note that Example 16 illustraltesproposed requirements through recognition
of a deferred tax liability after two years evewugh the entity intends to recover the carrying
amount through use and will therefore be entittetuture tax deductions (CU120) exceeding the
carrying value of the asset (CU 80). We questianrieaning of such a deferred tax liability as
there is no corresponding taxable temporary diffeeg(as defined in Appendix A).

Conversely, in the opposite situation (deductiorsilable on sale higher than deductions
available on use), would the standard require neitiog of a deferred tax asset even if the entity
does not intend to sell the asset?

1.2. Furthermore, we are concerned that there tsanoonsistent approach to management
intention in the exposure draft. We note for exathht management intention:
* is taken into consideration for:
- the initial step in determining whether there Wi an effect on taxable profit on recovery
of an asset or settlement of a liability,
- the tax rates where the tax basis is the sameofordale and use,
- the tax rates on expected distribution.
- in appraising the permanent nature of the investsnenforeign subsidiaries, branches,
joint ventures.



- in assessing the recoverability of deferred tartass
* but is not taken into consideration for:

- determining the tax basis of assets and liabilities

- recognizing tax on investments in domestic subs&Ba branches, joint ventures and

associates.

The Board itself admits this (ref: BC22 and BC28)t nevertheless accepts this for the purposes
of convergence with US GAAP as stated in BC20. Wendt believe that introducing a rule
purely for the sake of convergence is justifiegheegally given that SFAS109 does not contain an
explicit definition of tax basis (BC19). We congidbat application of the core principle takes
priority over convergence.

1.3. We believe that there should be consistentyd®n the tax basis and the tax rate used to
measure deferred tax assets and liabilities. Weiden it would be more relevant to use a tax
basis and tax rate that reflect management intesitio

Changes to the definition of a temporary differencend initial step

Points for clarification

1.4. The ED proposes changes to the definition @ingporary difference to exclude differences
that are not expected to affect taxable profisihot clear to us whether the ED introduces a
change in the wording of the definition or whethehanges the basic principle.

As stated in BC 18, such differences would not gise to deferred tax under the existing version
of IAS 12 because the tax base is considered thal to the carrying amount. We understand
that the change of definition is intended as aifedation with a view to convergence with SFAS
109.

1.5 However, paragraph 10 of the ED is not clead w&e believe it would be useful to include
examples to illustrate the application of paragsaph a) to c) to clarify — for example — how this
requirement would apply in the following circumstas:

1) In the case of depreciable assets that theyenténds to recover through use rather than sale,
when the depreciation is not tax deductible - Buenues generated by using the asset are taxable.
2) For investments in bonds classified as Availdbde Sale assets but that the entity intends to
hold to maturity (and therefore, changes in falugare not expected to affect taxable profit).

3) For compound financial instruments. In Exampléhé first step with respect to management’s
intentions is not discussed. However, the finangiatrument is accounted for as an interest-
bearing liability and deferred tax recognized adowgly. It is not clear whether management’s
intentions have been taken into account e.g. wdbkl treatment have been different if
management expected the loan to be converted titiynaithout any tax consequences?

1.6 The initial step appears only to apply to itdmsing a carrying amount (see paragraphs 10
and 16) and would therefore presumably exclude,efcample treasury shares. It should be
clarified if, and if so, why such items are exclddeom the initial step.

Indeed, although equity instruments are specificalcluded in the scope of the ED, their
deferred tax treatment requires clarification. Véhan entity holds its own equity instruments, we
could read paragraphs 16 and 18(a) as meaningd#fatred tax should be systematically
recognized on a temporary difference between thging amount of nil and the tax base, which
in some jurisdictions would be the cost of the gguistruments. However, there would only be
tax consequences if the entity were to realizetalagain on sale. Consequently, it would be
inconsistent to recognize deferred tax on the @iffee between the carrying amount (nil) and tax
basis (acquisition cost). This deferred tax wilt reflect expected cash flows.



Question 2 — Definitions of tax credit and investmat tax credit

The exposure draft would introduce definitions of &ix credit and investment tax credit. (See
paragraph BC24 of the Basis for Conclusions.)

Do you agree with the proposed definitions? Why owhy not?

Tax credit

2.1. A tax credit is defined as “A tax benefit thates the form of an amount that reduces income
tax payable”. The definition raises certain isstiegt require clarification in particular with
respect to the standards applicable to tax cradien for example:

- the tax credit is not based on taxable profit and

- the recovery of the tax benefit is not limited ke emount of income tax liability.
For example, some tax credits — computed as a mage of R&D expenses - may be used to
reduce current and future income tax liabilities dospecified period (e.g. 5 years). However, if
insufficient taxable income is generated during thexiod, the tax credit is refundable by the tax
authorities. We believe IAS 20 provides relevantdgaoce to account for this type of tax credit
and that either the definition or the scope of stendard should be clearer in that respect. We
regret that guidance in respect of the accountingnivestment tax credits is provided neither in
the standard nor by reference to another standatd &s IAS 20. In particular, it would be useful
to clarify the scope of IAS 12 and define the actmg with respect to non-refundable
investment tax credits e.g. for development costs.

2.2 Non taxable tax credits accounted for accorttinthe requirements of IAS 20 are one of
the sources of temporary differences arising oninitel recognition of an asset. With the
elimination of the initial recognition exception,ewunderstand that entities will have to
recognise deferred tax on these sources even thth@yhare not taxable i.e. permanent
differences.

Investment tax credit

2.3. An investment tax credit is defined as “A tagdit that is directly related to the acquisitafn
depreciable assets”. This definition also raisesas for clarification.

2.4. It may be asked why the definition is limitewl depreciable assets i.e. it excludes non-
depreciable assets such as land or brands. Moremtvemally produced assets which are not
“acquired” would also appear to be excluded. Addiilly, the notion of “directly related” should
be clarified: must the “acquisition of depreciabbsets”be the sole condition for benefitting from
the tax credit, or may it be one of several condgiof a different nature?

Additional comments on the scope of the standard

2.5. We note that income tax is defined in pardgramf the ED as including all domestic and
foreign tax that is based on taxable profit. Paplgr3 has been added to specify that taxable
profit implies a net amount of income and expemdRar than a gross amount or individual item.
We regret that Board has not provided a specifestian for this amendment. There are taxes
that are equivalent in substance to income taxh |g tonnage taxes or withholding tax on
royalties which reduce income tax payable. We ettt those taxes are not treated similarly.



Question 3 — Initial recognition exception

The exposure draft proposes eliminating the initiarecognition exception in IAS 12. Instead,
it introduces proposals for the initial measurementof 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 excludg entity-specific tax effects and (b) any
entity-specific tax advantage or disadvantage. Th&®rmer is recognised in accordance with
applicable standards and a deferred tax asset ordbility is recognised for any temporary
difference between the resulting carrying amount ad the tax basis. Outside a business
combination or a transaction that affects accountig or taxable profit, any difference
between the consideration paid or received and thetal amount of the acquired assets and
liabilities (including deferred tax) would be clasffied as an allowance or premium and
recognised in comprehensive income in proportion t@hanges in the related deferred tax
asset or liability. In a business combination, anguch difference would affect goodwill. (See
paragraphs BC25-BC35 of the Basis for Conclusions.)

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

3.1. In general we are in favour of eliminating epions to principles in IFRSs. However, the
proposals in the ED raise a number of issues.

3.2. Firstly, we note that the proposals lead fosiohg existing carrying values to exclude entity-
specific tax effects. The ED states that the cagyalues are recognized and measured in
accordance with applicable IFRSs. However we atecedain that the adjusted values would
necessarily comply with the requirements of exgstifRSs.

The ED would therefore appear to introduce a nelwatgn base for assets and liabilities which
is outside the scope of the draft IFRS on Income Bach a fundamental change would require
an extensive debate before implementation.

3.3. Secondly, a clarification is required of wiimeant by an “entity-specific tax advantage”
and how that advantage can be identified. In maseg, tax advantages available to an entity
would also be available to other market participanithin the same tax jurisdiction. Does the
specificity refer to the unique tax status of thétg or to some specific advantage negotiated in a
particular transaction? We are unclear on whetlmer guidance in B10 would apply to
transactions involving “single asset entities”, ethienable the carry-over of the tax basis of an
asset from the seller to the purchaser. In sugtcarastance, if the carried over tax basis could be
available to any market participants in that tasispiction (e.g. any market participant could
acquire the shell company with a single asset rathan the asset itself), and because the
transaction is not a business combination, no tiespecific tax effect” would be identified under
paragraph B10 (a). However, we believe that thisiqdar transaction should comply with the
proposed requirement (excluding tax effect fromdbst of the asset).

Moreover, we wonder whether the requirement tosssHee tax basis available to any market
participant means that only tax deductions avadlalol sale should be reflected. If so, we question
whether this requirement would enable a propersassent of how tax effects have affected the
transaction price.

We regret that none of the illustrative examplesvigle guidance on both the identification and
the assessment of such entity-specific tax effects.



3.4. Thirdly, we fear that the proposals lead taencomplex accounting, even when no entity-

specific tax effects have been identified:

- the requirement to reduce the allowance/ premiuopqationally to changes in the related
deferred tax asset or liability is unclear whenlgax allows depreciation / amortization of the
tax base over a period that is shorter than thaauw life of the asset, or when the asset is
subsequently carried at its fair value.

- itis also unclear whether and how such changésenelated deferred tax asset (if at initial
recognition, the tax basis of an asset is highan tiis carrying value) should take into
account valuation allowances, for the purpose oasugng changes in the allowance or
premium.

We are not convinced that the complexity leads ¢oenmelevant information for users of financial

statements.

3.5. For the reasons stated above, we disagreethvdtproposals. On balance, we think it would
be preferable to maintain the existing exemptidha@athan to implement these proposals. Should
the Board decide to keep that provision in thelfstandard, we believe that additional guidance
and examples would be necessary to clarify the @bmentioned concerns.

Question 4 — Investments in subsidiaries, brancheassociates and joint ventures

IAS 12 includes an exception to the temporary diffience approach for some investments in
subsidiaries, branches, associates and joint ventes based on whether an entity controls the
timing of the reversal of the temporary differenceand the probability of it reversing in the
foreseeable future. The exposure draft would replae these requirements with the
requirements in SFAS 109 and APB Opinion 23 Accouirtg for Income Taxes—Special
Areas pertaining to the difference between the takasis and the financial reporting carrying
amount for an investment in a foreign subsidiary orjoint venture that is essentially
permanent in duration. Deferred tax assets and liaiities for temporary differences related
to such investments are not recognised. Temporaryifterences associated with branches
would be treated in the same way as temporary diffences associated with investments in
subsidiaries. The exception in IAS 12 relating tonvestments in associates would be
removed. The Board proposes this exception from éhtemporary difference approach
because the Board understands that it would oftenat be possible to measure reliably the
deferred tax asset or liability arising from such emporary differences. (See paragraphs
BC39-BC44 of the Basis for Conclusions.)

Do you agree with the proposals? Why or why not? Dgou agree that it is often not possible
to measure reliably the deferred tax asset or liabty arising from temporary differences
relating to an investment in a foreign subsidiary o joint venture that is essentially
permanent in duration? Should the Board select a fflerent way to define the type of
investments for which this is the case? If so, hoshould it define them?

4.1. We do not agree with the proposals for a nurobeeasons.

4.2. The ED proposes maintaining the exception vatipect to temporary differences relating to
foreign subsidiaries, joint ventures and branched fre essentially permanent in duration.
Accordingly, a difference of accounting treatmestintroduced between foreign and domestic
subsidiaries, joint ventures and branches. Theorsagiven for proposing an exception to the
temporary difference approach for foreign subsidgrjoint ventures and branches (see BC 43)
are the complexity and the costs of producing thermation for “permanently reinvested
unremitted earnings”. Whilst we agree there may pbactical difficulties in obtaining the
information for foreign investments, we believesttalso to be the case for many domestic
subsidiaries. It is not appropriate to have diffieteeatment for domestic and foreign investments
because it makes accounting treatment dependagrbap structure.



4.3. The ED is not clear on whether the tax bakandnvestment in a domestic subsidiary / joint
venture should be determined under the assumptairthe investment will be recovered through
use (dividend distribution) or through sale:

- On the one hand (sale assumption), we questierrdlevance of information based on the
assumption that a group would sell all of its sdiasies, joint ventures and branches.

- On the other hand, we believe that the standaodld indicate how to determine the tax effect
(based on all unremitted earnings, pre-acquisgiaiits, or only the portion which is expected to
be distributed in a foreseeable future). In ourwiewould be appropriate to recognize deferred
tax only on distributions expected in the foresé=élture as this is the most relevant information
for assessing future cash flows (assuming thaintkation is not to sell the investment)

Moreover, if the tax rate applicable to sale ddgférom the tax rate applicable to dividends
distributed, which tax rate should be applied?

4.4. For the reasons set out above, we disagréethatproposals that could lead to deterioration
in the quality of the financial statements.

We believe that the practical difficulties notediwiespect to foreign investments apply equally
in many jurisdictions to domestic investments and welieve that national and foreign
investments should not be treated differently.

We also believe that the management expectatiendqusale) for the foreseeable future should be
taken into account in recognizing and in measuramy deferred tax asset / liability for
investments.

Finally, assuming the entity has no intention td ae investment in associates, it would be
appropriate to recognize deferred tax on all distable earnings as the entity does not control
dividend distribution.

Additional pointsreguiring clarification

4.5. The proposal raises certain definition issw#th respect to how to assess whether the
investment is “foreign” and “permanent in duratiorKore particularly:

- What are the criteria for determining whether aregiment is “foreign”: is it the country of
incorporation, the functional currency as defingdIAS 21, the tax jurisdiction or other
criteria? Also, should the assessment be made feyeree to the reporting entity or by
reference to the direct parent of the subsidiaguestion?

- The use of the word “apparent” in the ED (B5 (B))is term is not commonly used in IFRSs
and its introduction here merits an explanationteatively, could another term, more
commonly used in IFRSs such as “probable” or “mikedy than not” rather be used?

- Regarding the permanent nature of foreign investsenis not clear whether this is an “all
or nothing” approach, i.e. in the event that a pdran investment in a subsidiary will be
distributed (as envisaged in paragraph B7 of th¢, Bbould the deferred tax be calculated
based on only that portion which will be distribditer should it be calculated on the whole of
the temporary difference, the wording of B7 is otgar in the regard: “If circumstances
change and it becomes apparent that all or pasnhahvestment in a foreign subsidiary or
joint venture is no longer essentially permanentimation, the entity shall recognise the
related [emphasis addedfleferred tax asset or liability”.



Question 5 — Valuation allowances

The exposure draft proposes a change to the apprdado the recognition of deferred tax
assets. IAS 12 requires a one-step recognition agach of recognising a deferred tax asset
to the extent that its realisation is probable. Theexposure draft proposes instead that
deferred tax assets should be recognised in full dnan offsetting valuation allowance
recognised so that the net carrying amount equalshé highest amount that is more likely
than not to be realisable against taxable profit.$ee paragraphs BC52—BC55 of the Basis for
Conclusions.)

Question 5A
Do you agree with the recognition of a deferred taxasset in full and an offsetting valuation
allowance? Why or why not?

5A.Under the proposed approach an entity recognétesleferred tax assets and requires a
valuation allowance to be recognized where it @arlikely than not that some part of the asset
will not be realized against taxable income. Asegognized deferred tax assets are currently
required to be disclosed in the notes, we belibat the proposal to recognize all deferred tax
assets in the accounts provides improved tracgabitid better quality information.

Question 5B
Do you agree that the net amount to be recognisedhauld be the highest amount that is
more likely than not to be realisable against futue taxable profit? Why or why not?

5B.We believe that a best estimate approach woellchbre appropriate as in practice entities do
not consider several scenarios. This approaclsesainsistent with our position on uncertain tax
position.

If the Board wants to maintain its proposal, thea®lbshould provide some additional guidance
and examples to illustrate how to determine thédstyamount that is more likely than not to be
realisable against future taxable profit.

While as currently drafted, IAS 12 allows recogmitiof a deferred tax asset only to the extent
that it is probable that future taxable profit wik available (positive evidence is required), the
ED suggests that a valuation allowance must begrezed if sufficient taxable profit is less likely
than not (negative evidence is required).

While we believe that the net amount reported urtler proposed approach should not be
fundamentally different to amounts recognized uniher current requirements of IAS 12, we
question whether this change could not be perceagdesulting in the recognition of more
deferred tax assets, especially in those jurigmhistiwhere tax losses can be carried forward
indefinitely (see question 6A).

Question 6 — Assessing the need for a valuation@iNance

Question 6A

The exposure draft incorporates guidance from SFASL09 on assessing the need for a
valuation allowance. (See paragraph BC56 of the Basfor Conclusions.)

Do you agree with the proposed guidance? Why or whyot?

6A.We find the guidance in B16 to B25 useful.

We do, however, regret that no guidance is givenrespect of the treatment of tax losses that may
be carried forward indefinitely. For these lossesy would the highest amount that is more likely
than not to be realisable against future taxabdditgoe determined? We note that deferred taxes
are not discounted so that the timing of the reppeé tax losses will not be reflected in their
measurement.



Question 6B

The exposure draft adds a requirement on the costf aimplementing a tax strategy to realise
a deferred tax asset. (See paragraph BC56 of the &la for Conclusions.)

Do you agree with the proposed requirement? Why owhy not?

6B. According to the ED (see B18), where tax stia® are implemented to recover deferred tax
assets, the related costs, if significant, shoeldaken into account in determining any valuation
allowance. The current version of IAS 12 is silentthis subject and we therefore consider this
guidance to be useful.

The clarification of certain issues would, howes helpful:

1. Firstly we suggest that it would be helpful to defithe nature of costs to be taken into
account. For example, is it intended that only éneental costs should be taken into
account? Would internal restructuring costs beuhetl or only external costs such as
fees?

2. Can a change in tax status be considered to forrh gdaa tax planning strategy?
According to B27 the effect of a voluntary changdax status is only recognized either
on the approval date or the filing date. The eftéc tax strategy, on the other hand, may
be anticipated for the purposes of determininglaateon allowance (see B17 and 18).The
ED would appear to maintain this inconsistency Whatready exists between SIC 25 and
the current version of IAS 12.

Question 7 — Uncertain tax positions

IAS 12 is silent on how to account for uncertaintyover whether the tax authority will accept
the amounts reported to it. The exposure draft propses that current and deferred tax assets
and liabilities should be measured at the probabity-weighted average of all possible
outcomes, assuming that the tax authority examingbe amounts reported to it by the entity
and has full knowledge of all relevant information. (See paragraphs BC57-BC63 of the
Basis for Conclusions.)

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

7.1. We disagree with the proposals. We believettiemapplication of the “more likely than not”
recognition criteria as in the current version AS137 would lead to more relevant information
than the approach proposed. Furthermore, our stigges that such tax positions should be
measured in accordance with the management’s Iséistage, as this basis is more likely to
reflect expected cash flows and to produce decigsaiul information.

7.2. As a result of the lack of recognition thrddheentities would be required to seek out
information on uncertain tax positions even whes thances of the positions materialising are
remote. The collection process could prove burdmes@nd the decision-usefulness of the
information low. Indeed this information may havewnnecessarily negative impact on corporate
communication.

We disagree with the approach set out in the EDstAged in the CNC’s comment letter relating
to the proposed revision of IAS 37, we disagreé whe elimination of a recognition threshold for
provisions. As under the existing requirements A% 137, we believe a provision should be
recognized when it is more likely than not theré lae¢ an outflow of resources.



7.3. The proposed measurement approach requiralissing the different possible outcomes
and evaluating the probability they will be reatlz&uch evaluations are necessarily subjective
and may be onerous to provide. The probability \Wweid average of the different scenarios will
not provide estimates of amounts expected to be gadeducted. We question the relevance of
this information for users because it does noecefthe management’s best estimate of expected
cash flows.

7.4. We further note that revised estimates argestilio the existence of new information
whereas IAS 8 834 allows also for changes basetname experience”. We disagree with the
adoption of a more restrictive approach than in 8AS

Question 8 — Enacted or substantively enacted rate

IAS 12 requires an entity to measure deferred tax ssets and liabilities using the tax rates
enacted or substantively enacted by the reporting ate. The exposure draft proposes to
clarify that substantive enactment is achieved whefuture events required by the enactment
process historically have not affected the outcomend are unlikely to do so. (See paragraphs
BC64—-BC66 of the Basis for Conclusions.)

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

8.1. The exposure draft provides a clarificationtlodé term “substantial enactment” which is
already used in the current version of IAS 12. \Wdarstand this definition to be broadly in line
with current practice and agree with the propogadfication.

8.2. We do, however, consider it inappropriate thed supposedly principle-based IFRS direct
reference is made to the interpretation of “sulistaly enacted” applicable under the legislation
and rules existing in a particular country. We ref@ B 26 which states that “In the US tax
jurisdiction, substantive enactment is achieved onl enactment”.

Question 9 — Sale rate or use rate

When different rates apply to different ways in whth an entity may recover the carrying
amount of an asset, IAS 12 requires deferred tax asts and liabilities to be measured using
the rate that is consistent with the expected manneof recovery. The exposure draft
proposes that the rate should be consistent with ¢hdeductions that determine the tax basis,
i.e. the deductions that are available on sale ohé asset. If those deductions are available
only on sale of the asset, then the entity shoulde the sale rate. If the same deductions are
also available on using the asset, the entity shauuse the rate consistent with the expected
manner of recovery of the asset. (See paragraphs BZ-BC73 of the Basis for Conclusions.)
Do you agree with the proposals? Why or why not?

9.1. We agree with the proposal in the ED thattéixerate used should be consistent with the tax
basis in order to ensure a consistent measurerhdeferred tax assets and liabilities.

However, as stated above in our answer to Q.1, iwegcbe with using a sale rate and tax
deductions available on sale where managementdsiienuse rather than sell an asset. Indeed we
see no clear rationale in the ED for adopting @lesstax basis and tax rate. We consider that the
tax basis and tax rate used to measure deferred &hould both reflect management intentions
because this measurement approach is the most tikeeflect expected cash flows and provide
decision-useful information to users of financi@tements.

9.2. We note that where the same deductions arkllaon sale or use of an asset then the tax
rate should reflect the expected rate applicableeoavery It does however mean that the tax rate
will not be determined by a consistent principldatagill depend on whether the tax bases on sale
and use are the same, depending on the tax juresdic



9.3. We believe that the requirements of paragrB@B are unclear when the intention of
management is mixed i.e. where management intendse an asset for a number of years then
sell it. For instance, example 17 does not progdelance on how the average tax rate used to
measure the deferred tax liability at the end dairy2 would be computed, and we believe that
using temporary differences to weight sale ratewserate would lead to recognizing an amount
of deferred taxes that would be difficult to undensl.

9.4. In conclusion, we disagree with the propobatsause:
» They are not always consistent with managementtiotes and expectations
» Deferred tax assets and liabilities will not alwagBect expected cash flows
e The information provided under the proposals wdl always be relevant for users of
financial statements
* The proposals are not based on a consistent plencip

In our view, the current requirements of IAS12 arere likely to provide relevant information
that reflects an entity’s expected cash flows.

Question 10 — Distributed or undistributed rate

IAS 12 prohibits the recognition of tax effects ofdistributions before the distribution is
recognised. The exposure draft proposes that the msurement of tax assets and liabilities
should include the effect of expected future distbutions, based on the entity’s past practices
and expectations of future distributions. (See pamgraphs BC74-BC81 of the Basis for
Conclusions.)

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

10.1. We are in favour of taking into account expdduture distributions in the measurement of
deferred tax as this provides decision-useful mi@iion. However, we regret that this approach
has not been applied consistently in the ED.

10.2. The ED proposes that an entity should takeowtd of the effect of expected future
distributions in measuring tax assets and liabgitiAccording to BC 81 this is “consistent with
the general approach of using the rate expecteappdy in measuring deferred tax assets and
liabilities”. However, as stated in our answer toe®ion 1 the ED does not adopt a consistent
approach to management expectations and intenfitvestax basis and rate applicable to an asset
will be determined on the assumption of a saledpkwhere the tax basis is the same in the event
of sale or use) without taking into account managm@nexpectations and intentions.

10.3 We believe that the ED should not introducg iaconsistency between tax rates used by

subsidiaries (distributed or not) and the way treept should determine deferred tax on
temporary differences arising on this investmeet @uestion 4).
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Question 11 — Deductions that do not form part of @ax basis

An entity may expect to receive tax deductions inhe future that do not form part of a tax
basis. SFAS 109 gives examples of ‘special dedungbavailable in the US and requires that
‘the tax benefit of special deductions ordinarily § recognized no earlier than the year in
which those special deductions are deductible onehtax return’. SFAS 109 is silent on the
treatment of other deductions that do not form partof a tax basis. IAS 12 is silent on the
treatment of tax deductions that do not form part ¢ a tax basis and the exposure draft
proposes no change. (See paragraphs BC82—BC88 of tBasis for Conclusions.)

Do you agree that the exposure draft should be siiéon the treatment of tax deductions that
do not form part of a tax basis? If not, what requrements do you propose, and why?

11.1. While we agree that the ED should not incladg specific rules related to a particular
jurisdiction, we regret that the ED does not givy guidance to enable us to assess in which
circumstances a future deduction would not fornt paa tax basis.

Question 12 — Tax based on two or more systems

In some jurisdictions, an entity may be required topay tax based on one of two or more tax
systems, for example, when an entity is required tpay the greater of the normal corporate

income tax and a minimum amount. The exposure drafproposes that an entity should

consider any interaction between tax systems when aasuring deferred tax assets and
liabilities. (See paragraph BC89 of the Basis for @clusions.)

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

12.1. The interaction between alternative tax systeeflects legal requirements specific to
certain jurisdictions. As such, an entity in thgadsdictions would necessarily consider the
interaction between tax systems when measuringdsats and liabilities.

We believe that guidance and examples are necessdhystrate how deferred taxes should be
measured in these circumstances.

Question 13 — Allocation of tax to components of agprehensive income and equity

IAS 12 and SFAS 109 require the tax effects of itesnrecognised outside continuing
operations during the current year to be allocatedutside continuing operations. IAS 12 and
SFAS 109 differ, however, with respect to the allation of tax related to an item that was
recognised outside continuing operations in a prioyear. Such items may arise from changes
in the effect of uncertainty over the amounts repaed to the tax authorities, changes in
assessments of recovery of deferred tax assets tyvanges in tax rates, laws, or the taxable
status of the entity. IAS 12 requires the allocatio of such tax outside continuing operations,
whereas SFAS 109 requires allocation to continuingperations, with specified exceptions.
The IAS 12 approach is sometimes described as regug backwards tracing and the SFAS
109 approach as prohibiting backwards tracing. Theexposure draft proposes adopting the
requirements in SFAS 109 on the allocation of taxotcomponents of comprehensive income
and equity. (See paragraphs BC90-BC96 of the Bad@ Conclusions.)

Question 13A
Do you agree with the proposed approach? Why or whgot?

The exposure draft deals with allocation of tax taomponents of comprehensive income and
equity in paragraphs 29-34. The Board intends thosparagraphs to be consistent with the
requirements expressed in SFAS 109.

13A.1. We note that the process of allocation rfttacomponents of comprehensive income and
equity can be divided into two separate issues:

11



- Allocation of tax in respect of current year cgténs.
- Allocation of tax effects relating to prior yeaygerations.
The alternative approach described in the ED czltes to the second issue.

Allocation of tax in respect of current year operaions

13A.2. We regret that no alternative approach mppsed for allocation of tax in respect of
current year operations as the proposed approach very complicated set of rules. We
acknowledge that this set of rules might be usefidroperly allocate tax effects in complicated
situations but we are concerned that it will alsasiderably increase difficulty in carrying out the
allocation in situations where the current guidaincéS 12 i.e. a “reasonable pro rata allocation”
provides correct and intuitive information.
We are also concerned that such a complicatedfsetles might have adverse effects on the
quality of financial information as preparers maywé a lot of difficulty in properly applying the
requirements of the ED. It is our understanding ta preparers still have difficulties in applying
similar requirements in SFAS 109.
Should the Board continue with this proposal, &me to us that the following issues should be
addressed:
- In order to apply the requirements properly, aemmmmprehensive set of illustrative guidance is
needed. Particularly, example 20 is not suffictentlustrate the requirements in paragraph 34(c)
as to:
- how to allocate the remaining tax effect in cs®re are both loss components and gain
components (it seems that the provisions in papdg84(c)(i) as written are not applied in
example 20)
- how to determine the “effect on tax expense eftttal loss for all loss items recognised
outside continuing operations” in case there averse loss items.
- It is not clear why paragraph 34 applies to both édfects in respect of current year
operations and in respect of prior year adjustments
- Guidance should be provided as to how the requinésria paragraph 32(d) relating to share-
based payments and the requirements illustratesdample 6 relating to compound financial
instruments interact with the provisions of paratrd4.

Allocation of tax effects relating to prior years @erations

13A.3 The objective of the proposed approach is comererg with SFAS 109. Under this
approach, allocation of tax related to items recxgh outside continuing operations in a prior
year will, subject to specific exceptions, be tlglowwontinuing operations. The current version of
IAS 12 requires allocation of such tax outside oanhg operations in application of the approach
known as “backwards tracing” by which tax is all@zhback to the component of comprehensive
income or equity where the originating transact@s recognized.

We do not agree with the proposed approach and wadwprefer an approach based on
“backwards tracing”.

13A.4. We disagree with the proposed approach whiehconsider is not principle-based.

We believe the “backwards tracing principle” shoddd maintained as it provides relevant
information in many cases to users of financiabinfation. In our view, the approach proposed in
the ED does not improve the quality of informatfonusers of financial statements.

Moreover, it seems to us that there is an incagrsest in the proposed approach regarding the tax
effect allocated to continued operations as, orotieehand, the tax effect allocated to continuing
operations is the tax effect which gives rise te thost precise calculation (in respect of
transactions of the period), and, on the other hammtually all changes in tax effects of prior
periods transactions are recognised as tax effecbatinuing operations and thus distort the tax
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effect allocated to continued operations. In o@withe proposed approach is likely to increase
the volatility of the reported result from contingioperations after tax, which is a key indicator
for users of financial statements.

13A.5 Should the Board continue with this proposal egjdct “backwards tracing”, it seems to
us that the following issues should be addressed:
- more comprehensive illustrative guidance shoelgtovided in order to apply the requirements
properly, and in particular:
- it seems to us that example 19 (year 2) onlygeatih the reversal of the valuation
allowance and that the effect of reversal of thigalnDTA could be added
- illustrative examples should be provided in respd reclassification adjustments from
OCIl to P&L and their related tax effect
- we question the reason why a very specific “bakls tracing” is retained in the ED in respect
of changes in a valuation allowance relating tatam initially recognised as a transaction with
equity holders (paragraph B36(b)). We wonder whethemerous transactions would be
concerned and whether it is worth maintaining doisplexity for such transactions. We would be
in favour of eliminating this exception in the poged approach.

13A.6.We would prefer an approach based on backwardacing (modified alternative
approach)

We believe that “backwards tracing” is an applmatof the principle that tax should be allocated
to the component of comprehensive income or eaiitis originating transaction.

We note that the ED (see 829) adopts this apprdachax expense arising at the time of
transactions but not for transactions recognizeatior periods and is therefore inconsistent.

13A.7.The Board notes in BC 93 that “backwards tracimgly be difficult or result in arbitrary
allocations. However, an absence of “backwardsrtgdenay also prove difficult or arbitrary.

If we take the example of a bond classified as ifalsée for sale” for which changes in value are
recognized in other comprehensive income, we aterelated changes in tax rate would be dealt
with in continuing operations under the proposalstie ED. Moreover, in such a case, the
difficulty of “backwards tracing” consists in traok the changes in tax rates that relate to the
specific temporary difference so as to book thef®@@i. Generally such information is available.
On the contrary, no “backwards tracing” impliestttize tax effect relating to OCI is recorded
using the historical tax rate, and that a spediitow-up is required in order to be able to
reclassify the correct tax amount from OCI to P&Uoreover, it seems to us that when the
reclassification adjustment to P&L is made, theeile tax rate cannot be explained.

13A.8 However, we agree with the Board that applicabbhe “backwards tracing” approach
raises difficulties in some cases for which spedgiusidance would be necessary. We agree with
the Board’s remarks in BC 92 that the reversal gélaiation allowance in respect of a deferred
tax asset (loss carry forward) could logically becated to that component of comprehensive
income in which the transaction originating theemal is recognized. However, example 19
which we believe is intended to illustrate thishiple requires clarification.

13. A.Q9 In conclusion, we disagree with the proposed @ggr because we consider that it is not
principles-based and introduces complex allocatides that are difficult to apply and that may
produce counter-intuitive results in some cases. Bbard does not seek to demonstrate that the
proposed approach introduces an overall improvertetinancial reporting. In our view, the
elimination of backwards tracing is likely to inese the volatility of reported results from
continuing operations after tax .We are in favoimaintaining backwards tracing because we
consider it provides more relevant information $ens in most cases.
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However, we recognize that a different approactbaokwards tracing may be appropriate in
dealing with the allocation of valuation allowandesrespect of loss carry forwards and that
special guidance should be developed to cover tteeses.

Question 13B

Would those paragraphs produce results that are matially different from those produced
under the SFAS 109 requirements? If so, would theesults provide more or less useful
information than that produced under SFAS 109? Why?

The exposure draft also sets out an approach based the IAS 12 requirements with some
amendments. (See paragraph BC97 of the Basis for @dusions.)

13. B.1 We are unable to comment on whether theoqe®d requirements produce results
different from those obtained under SFAS 109 remuents.

Question 13C

Do you think such an approach would give more usefunformation than the approach
proposed in paragraphs 29-347? Can it be applied ceistently in the tax jurisdictions with
which you are familiar? Why or why not?

Question 13D

Would the proposed additions to the approach basedn the IAS 12 requirements help
achieve a more consistent application of that appexch? Why or why not?

13C.1. Our comments on the alternative approacketreut in 13A above.

Question 14 — Allocation of current and deferred t&es within a group that files a
consolidated tax return IAS 12 is silent on the atication of income tax to entities within a
group that files a consolidated tax return. The expsure draft proposes that a systematic and
rational methodology should be used to allocate thportion of the current and deferred
income tax expense for the consolidated entity tohé separate or individual financial
statements of the group members. (See paragraph BQQ of the Basis for Conclusions.)

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

14.1. We agree with the proposal to use a systeraat rational methodology to allocate income
tax expense in the individual financial statemeafitsmnembers of a group that files a consolidated
tax return. We consider this approach to be redderaand principles-based.

Question 15 — Classification of deferred tax assetsd liabilities

The exposure draft proposes the classification ofeferred tax assets and liabilities as current
or non-current, based on the financial statement elssification of the related non-tax asset or
liability. (See paragraphs BC101 and BC102 of thedis for Conclusions.)

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

15.1. According to the current requirements of IA&Il deferred tax assets and liabilities are
classified as non-current. The ED proposes a fieeson based on that of the underlying assets
and liabilities that give rise to the deferred tiom

15.2. We also note that the proposed classificationld appear inconsistent with the proposals
of the IASB Discussion Paper Preliminary Views anafcial Statement Presentation .The latter
proposes the presentation of tax assets and fiabilin a single section of the statement of
financial position.
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15.3. According to BC 101 and 102, this change lksalbwo objectives to be met: (1)
convergence with SFAS 109 (2) improved qualityrdbrmation.

15.4. However we doubt that this change will previgetter information on liquidity or a reliable
breakdown between current and non-current. Thegs@dgakes into account the classification of
the related assets and liabilities and not thengmof the expected reversal of temporary
differences. For example, under the proposals,refetaxes relating to Property, Plant and
Equipment would be treated systematically as nareatieven though some of them may reverse
within twelve months of the reporting date. Howewee recognize that a classification based on
the expected reversal dates for deferred taxesdaAmilinduly burdensome.

15.5. We note that no specific guidance is provideespect of the classification of uncertain tax
positions.

15.6. In conclusion, we do not believe that theppsals represent an improvement over current
requirements and we would therefore propose maingihe latter.

Question 16 — Classification of interest and penads

IAS 12 is silent on the classification of interesand penalties. The exposure draft proposes
that the classification of interest and penaltiesh®ould be a matter of accounting policy choice

to be applied consistently and that the policy che® should be disclosed. (See paragraph
BC103 of the Basis for Conclusions.)

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

16.1. We note that the classification of interest penalties is considered in the ED to be an
accounting policy choice. As a result, diversity phctice is in effect tolerated. In practice,
interest or penalties might be either classifiedimance or operating expense. We appreciate,
however, that it might be difficult to determinecammon classification taking into account the
various situations existing in different jurisdantis. We note that this accounting policy choice in
classification is consistent with the principle egpd in the DP “Preliminary views on financial
statements presentation”.

16.2. The ED would require disclosure of the chaserounting policy. However the amounts of

interest and penalties would not require disclosurder IAS 12, although significant amounts

would be disclosed under IAS 18 97. These disceswould help to restore the comparability of

the financial statements of entities with divergiaccounting policies and represent a relevant
information. We therefore agree with the proposal$iough we note that the systematic

disclosure of the total amount of interest and fimsawould be necessary to enable full

convergence with FIN 48.

15



Question 17 — Disclosures

The exposure draft proposes additional disclosureso make financial statements more
informative. (See paragraphs BC104-BC109 of the Biasfor Conclusions.)

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

The Board also considered possible additional disz$ures relating to unremitted foreign

earnings. It decided not to propose any additionadlisclosure requirements. (See paragraph
BC110 of the Basis of Conclusions.)

Do you have any specific suggestions for useful neenental disclosures on this matter? If so,
please provide them.

17.1. The ED proposes certain specific discloswfea sensitive nature which might have a
damaging effect for the reporting entity. Drawingeation to certain issues may affect their
outcome. We therefore suggest that entities showtl be required to disclose separately
potentially damaging information which might affébe outcome of issues outstanding with the
tax authorities.

We note that revised IAS37 (871) allows sensitiv®rmation not to be disclosed. The same
exceptions should be allowed for tax.

Examples of such disclosures are:

8 41(b) theseparatepresentation of the effect of possible outcomesa akview by the tax
authorities (adjustments recognized for currentotgprior periods).

849 the major sources of estimation uncertaintatigj to tax (for exampléthe effects of
unresolved dispute with the tax authorities”) inalling a description of the uncertainty.

17.2. The ED proposes the adoption of the requintsnef SFAS 109 with respect to the

reconciliation between tax expense and accountinfitpwhereby the tax reconciliation of the

reporting entity is to be based on the domestie matthe parent company jurisdiction. The ED
proposes eliminating the option available under IESof aggregating separate reconciliations
using the domestic rate in each individual jurisdit. We agree with this proposal.

17.3. The disclosure of the aggregate amount opdteany differences associated with foreign
investments is required by 848(c).We understandttigareason why the ED does not require the
recognition of deferred tax in respect of tempordifferences relating to foreign subsidiaries
branches and joint ventures is linked to the diffic in obtaining the relevant information. We
therefore question whether it will be possible tbtain the information for the required
disclosures.

17.4. As part of the new disclosures (see BC 108)Board proposes a numerical reconciliation
of the opening and closing amounts of deferred aagets and liabilitiesfor each type of
temporary differenceand for each type of unused tax losses and taiteraVe question the
relevance of the information required and consilat it would be burdensome to supply.

We think this information should be only disclogedsignificant transactions.
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Question 18 — Effective date and transition

Paragraphs 50-52 of the exposure draft set out th@oposed transition for entities that use
IFRSs, and paragraph C2 sets out the proposed trait®n for first-time adopters. (See
paragraphs BC111-BC120 of the Basis for Conclusions

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

18.1. The exposure draft proposes retrospectivicagpipn with two exceptions:

1. No transfers are to be made between retained garaimd other components of equity to
restate cumulative amounts previously recognizeprafit or loss, other comprehensive
income or directly in equity (see paragraph 5lhefED).

2. Assets and liabilities acquired outside a busim@ssbination are to be treated as if they
had been acquired or assumed for their carryinguairia the opening financial statement
of financial position (see paragraph 52 of the EDhese items are to be restated in
accordance with paragraph B13(c).

18.2. We have reservations about point 2. Firsyane unsure how any entity specific tax effects
could be identified retrospectively. Secondly, welfthe accounting treatment set out in B13(c)
difficult to follow and suggest that a practicabexple including an entity specific tax adjustment
would be useful to illustrate the restatement efdpening statement of financial position.
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