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Basis for Conclusions on
IAS 12 Income Taxes

This Basis for Conclusions accompanies, but is adtqf, IAS 12.

Introduction

BC1

BC2

BC3

BC4

When |AS 12Income Taxeswas issued by the International Accounting
Standards Committee in 1996 to replace the previéss 12 Accounting for
Taxes on Incom@ssued in July 1979), the Standard was not accoiegary a
Basis for Conclusions. This Basis for Conclusiemsnot comprehensive. It
summarises only the International Accounting Stassl@oard’s considerations
in making the amendments to IAS 12 containedéaferred Tax: Recovery of
Underlying Assetsssued in December 2010. Individual Board membenrgeg
greater weight to some factors than to others.

The Board amended IAS 12 to address an isstarisas when entities apply the
measurement principle in IAS 12 to temporary diffexs relating to investment
properties that are measured using the fair valodeiin IAS 40Investment
Property

In March 2009 the Board published an exposuedt,dncome Tax(the 2009
exposure draft)proposing a new IFRS to replace IAS 12. In the 28Q%osure
draft, the Board addressed this issue as partlobad proposal relating to the
determination of tax basis. In October 2009 ther8adecided not to proceed
with the proposals in the 2009 exposure draft amtbanced that, together with
the US Financial Accounting Standards Board, it aiteecbnduct a fundamental
review of the accounting for income tax in the fetuln the meantime, the Board
would address specific significant current pracisseles.

In September 2010 the Board published propdsalsaddressing one of those
practice issues in an exposure diadferred Tax: Recovery of Underlying Assets
with a 60-day comment period. Although that is shothan the Board’s normal
120-day comment period, the Board concluded thatvwias justified because the
amendments were straightforward and the exposuréwlaaf short. In addition,
the amendments were addressing a problem that éxisfgractice and needed to
be solved as soon as possible. The Board conditleeecomments it received on
the exposure draft and in December 2010 issuedniea@ments to IAS 12. The
Board intends to address other practice issuem@iiom IAS 12 in due course,
when other priorities on its agenda permit this.

Recovery of revalued non-depreciable assets

BC5

In December 2010, the Board incorporated in graph 51B of IAS 12 the
consensus previously contained in SIC InterprataibIncome Taxes—Recovery
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of Revalued Non-Depreciable Assetdowever, because paragraph 51C addresses
investment property carried at fair value, the Bloaxcluded such assets from the
scope of paragraph 51B. Paragraphs BC6 and BCouiethe basis that the
Standing Interpretations Committee (SIC) gave & tonclusions it reached in
developing the consensus expressed in SIC-21.

BC6 The SIC noted that thErameworkfor the Preparation and Presentation of
Financial Statementsstated that an entity recognises an asset ifjitdbable that
the future economic benefits associated with thetasdll flow to the entity.
Generally, those future economic benefits will beivaet (and therefore the
carrying amount of an asset will be recovered) thhosale, through use, or
through use and subsequent sale. Recognition mledation implies that the
carrying amount of a depreciable asset is expdotée recovered through use to
the extent of its depreciable amount, and througle st its residual value.
Consistently with this, the carrying amount of a ft@preciable asset, such as
land having an unlimited life, will be recovered wrthrough sale. In other
words, because the asset is not depreciated, noopég carrying amount is
expected to be recovered (ie consumed) through Deferred taxes associated
with the non-depreciable asset reflect the tax apnseces of selling the asset.

BC7 The SIC noted that the expected manner of Exgas not predicated on the basis
of measuring the carrying amount of the asset. d@mple, if the carrying
amount of a non-depreciable asset is measured atltie in use, the basis of
measurement does not imply that the carrying amofittie asset is expected to
be recovered through use, but through its residaiale upon ultimate disposal.

Recovery of investment properties

Reason for the exception

BC8 IAS 12 applies the principle that the measureéménleferred tax liabilities and
deferred tax assets should reflect the tax consegsehat would follow from the
manner in which the entity expects to recover dieséfte carrying amount of its
assets and liabilities. In many cases, howevergmtity expects to rent out
investment property to earn rental income and tedhit to gain from capital
appreciation at some point in the future. Withspécific plans for disposal of
the investment property, it is difficult and sulijee to estimate how much of the
carrying amount of the investment property will eeavered through cash flows
from rental income and how much of it will be recaarthrough cash flows
from selling the asset.

IASC’s Framework for the Preparation and Presentation aidhcial Statementa/as adopted by the
IASB in 2001. In September 2010 the IASB replatezFrameworkwith the Conceptual Framework
for Financial Reporting.
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BC14
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It is particularly difficult and subjective tdetermine the entity’'s expected
manner of recovery for investment property thaheasured using the fair value
model in IAS 40. In contrast, for investment prdpéhat is measured using the
cost model in IAS 40, the Board believes that thémedes required for
depreciation establish the expected manner of ergdwecause there is a general
presumption that an asset's carrying amount isvered through use to the
extent of the amount subject to depreciation anouijh sale to the extent of the
residual value.

To address this issue, the Board introduceeixaaption to the principle in IAS 12
that applies when an entity adopts an accountitigypof remeasuring investment
property at fair value. The purpose of the excepis to reflect the entity's
expectation of recovery of the investment propentya practical manner that
involves little subjectivity.

Many respondents to the exposure draft ofedeipeér 2010 commented that the
Board should develop application guidance rathan threating an exception.
The Board could have achieved a similar result ames cases by providing
application guidance on how to apply the underlyprgiciple to investment
property. However, the Board chose an exception usecdt is simple,
straightforward and can avoid unintended conseqeehgen strict definition of
its scope. In fact, this exception is very similar application guidance.
However, it is technically an exception because, ome cases, the asset's
carrying amount is assumed to be recovered entinebugh sale even though an
entity expects it to be recovered partly throudke sad partly through use.

The Board also noted that application guidamaeld not resolve a practice issue
that arises when the future income generated fromsaat is expected to exceed
the carrying amount of that asset and that futacerne will be subject to two or
more different tax regimes. In those situatiodsS 112 provides no basis for
determining which tax rate and tax base apply tordw@very of the carrying
amount. The Board concluded that the practical twagsolve this issue was to
create an exception that determines the mannegcof/ery of an asset within the
scope of that exception.

Scope of the exception

The Board understands that the concerns raisqafactice relate primarily to
investment property measured using the fair valoelehin IAS 40. The Board
proposed in the exposure draft that the exceptimuld also apply to property,
plant and equipment or intangible assets measisied the revaluation model in
IAS 16 Property, Plant and Equipmentr IAS 38 Intangible Assets That was
because in assessing the difficulty and subjegtivivolved in determining the
expected manner of recovering the carrying amobtiteounderlying asset, there is
no underlying difference between regularly fair waduassets through a revaluation
accounting policy and applying a fair value measiget model.

Many respondents disagreed with the propasain¢lude property, plant and
equipment or intangible assets measured usingett@uation model in IAS 16 or
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BC15

BC16

BC17

BC18

BC19

IAS 38 in the scope of the exception. They sttatimany items of property, plant
and equipment are recovered through use ratherttinangh sale, and that this is
consistent with the definition of property, plantdaequipment in IAS 16. In
addition, many respondents disagreed with the pipsan of recovery through sale
when the underlying assets are intangible assetsiffalar reasons. They also
warned of unintended consequences that couldlzeissuse of the varying nature of
intangible assets. Many respondents suggestethiinthe scope of the exception to
investment properties measured using the fair vabaelel in IAS 40. Having
considered those comments, the Board adoptecduipgéstion.

Some respondents supported inclusion of prgpplant and equipment in the

scope of the exception, including property, plard equipment measured on a cost
basis, because of their concerns about the lacksobunting deferred tax assets
and deferred tax liabilities and about a possilblebte-counting of tax effects (see

paragraph BC19). However, the Board concludeddbasidering concerns about

the lack of discounting and about the possible @pobunting was outside the

limited scope of the amendments.

The Board made it clear that the exceptioa afsplies on initial measurement of
investment property acquired in a business comibimaif the investment
property will subsequently be measured using theviiue model in IAS 40. If
the exception did not apply in these circumstandegerred taxes might reflect
the tax consequences of use at the acquisition Dateat a later date reflect the
tax consequences of sale. The Board believesrteasurement of deferred taxes
at the acquisition date should be consistent withstibsequent measurement of
the same deferred taxes. For the same reasorBahel concluded that the
exception should not apply to investment proparitally measured at fair value
in a business combination if the entity subseqyargés the cost model.

Having considered the responses to the expalsafe the Board decided not to
extend the exception to other underlying assetdiahilities that are measured at
fair value, including financial instruments or lmglcal assets. This is because
the Board understands that the most significanteatirpractice issues relate to
investment property. In addition, the Board wishid avoid unintended
consequences of expanding the scope to other aasdtdiabilities that are
measured on a fair value basis.

The Board concluded that the amendments shapfuy to all temporary
differences that arise relating to underlying assefthin the scope of the
exception, not just those separate temporary éiffees created by the
remeasurement of the underlying asset. This isum the unit of account
applied in determining the manner of recovery ia 8tandard is the underlying
asset as a whole, not the individual temporary difiees.

Measurement basis

The Board decided that when the exception emplithere should be a
presumption that deferred taxes should be meastoedeflect the tax
consequences of recovering the carrying amounthef ihvestment property
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entirely through sale. In making that decisiore oard considered various
views expressed by interested parties, which includetiwere not limited to the
following:

(@) the tax effect would be double-counted in some 8dna if deferred taxes
are measured on the basis of the tax consequemagsepbecause the
investment property is measured at fair value, whiettects some of
these tax consequences; and

(b) presuming sale is consistent with a fair value mesmsant basis that
reflects the price that would be received if theestment property is sold.

Many respondents to the exposure draft saidctoosing a measurement basis of
fair value is an accounting policy choice that doesimply or predict recovery of
the investment property through sale. Many alst #et the proposed exception
would solve the double-counting problem partially hot completely. The Board
noted that the aim of the exception was neithdintothe accounting policy with
measurement of deferred taxes (see paragraph B&7)p remove completely the
double-counting of tax effects (see paragraph BCI%)e aim of this exception is
to provide a practical approach when determinatibrihe expected manner of
recovery is difficult and subjective.

In many cases when an entity chooses the flirevmodel for investment

property, investment properties are recovered titi@ale. Even if an investment
property earns income through rental use in a gpegiod, the value of the future

earnings capacity of the investment property willenfnot decrease and that
value will ultimately be realised through sale. i#iere, the Board retained its
proposal to introduce a presumption of recovergugh sale.

The Board made that presumption rebuttablausscthe Board believes that it is
not always appropriate to assume the recovery dafsiment property through
sale. The Board initially proposed in the exposinat that the presumption of
recovery through sale is not appropriate when tligydmas clear evidence that it
will consume the asset's economic benefits througlitsueconomic life. The
Board set a criterion that refers to consumptiothefasset’s economic benefits,
rather than to the recovery of the carrying amobeatause the Board understands
that there is diverse practice regarding the mepmf the recovery of the
carrying amount through use or through sale.

After considering the responses to the expodraft, the Board reworded the
rebuttable presumption so that clear evidence waotdbe required to rebut it.
Instead, the presumption is rebutted if an assbeld within a business model
whose objective is to consume substantially all bé tconomic benefits
embodied in the investment property over time,egathan through sale. Many
respondents were concerned that, because cleamegid® an ambiguous term,
the requirement to gather clear evidence would baes onerous for entities that
have no problem applying the existing principldA$ 12, and could have led to
abuse by entities that choose whether to gather eeaence to achieve a
favourable result. The Board chose to use the teasiness model’ because it is
already used in IFRS %inancial Instrumentsand would not depend on
management’s intentions for an individual asset.anyl respondents were
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BC24

BC25

BC26

BC27

concerned that the presumption would lead to ingpfate results in some cases
because it would not be rebutted if a minor scralpevavould be recovered

through sale. The Board also reworded the rebettpt#sumption in order to

respond to those concerns. The Board also madeait that the presumption of

recovery through sale cannot be rebutted if thetassnon-depreciable because
that fact implies that no part of the carrying ambowof the asset would be

consumed through use (see paragraph BC6).

The Board also considered other approachédsetmeasurement of deferred tax
liabilities and deferred tax assets when the exoempplies, specifically whether
deferred taxes should be measured on the basiheflawer of the tax
consequences of recovery through use and through gdowever, the Board
rejected such an approach, noting that it would lcasated:

(@) conceptual and practical concerns about whetherrrdeffetax assets
should be measured to reflect the lower of, or highg the tax
consequences of use and of sale;

(b)  a measurement basis that some believe would beaaybiand

(c) concerns that entities might be required to meadeferred taxes on a
basis that is inconsistent with their expectatiorisrecovery of the
carrying amount of the underlying asset.

Some respondents to the exposure draft drewnthimken conclusion that the
exposure draft required presumptionimmediatesale at the end of the reporting
period when assessing the presumption of recoveougih sale. The Board
observed that paragraph 47 of IAS 12 requires deddax assets and liabilities to
be measured at the tax rates that are expectepplty & the period when the
asset is realised or the liability is settled om Itlasis of tax rates (and tax laws) that
have been enacted or substantively enacted bynthefehe reporting period. This
requirement applies even when the presumption advery through sale is used.
For clarification, the Board adjusted the illutira example following
paragraph 51C to reflect the requirement in paEghx .

In the exposure draft, the Board proposed thdraw SIC-21. However, many
respondents commented that SIC-21 should be retaineorder to avoid
unintended consequences. Having considered thensesp to the exposure draft,
the Board decided to incorporate SIC-21 into IAS ih2its entirety after
excluding from the scope of SIC-21 the investmertpprty subject to the
requirement in paragraph 51C.

Assessment of deferred tax assets

The Board inserted paragraph 51D to confirmt ttiee requirements in
paragraphs 24-33 (deductible temporary differermed)paragraphs 34-36 (unused
tax losses and unused tax credits) relating tosassent of deferred tax assets
continue to apply even when the presumption of regpthrough sale arises.
The Board did not think that additional guidance lddee necessary.
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Disclosure requirement

The Board proposed in the exposure draft asece of the fact of, and reasons
for, the rebuttal of the presumption of recoveryotlgh sale if the entity has
rebutted the presumption. However, many respondsitsthat this disclosure
would add little or no value to the financial statts. IAS 1Presentation of
Financial Statementalready requires disclosures regarding materiéggments.
Thus, there is no need to disclose a particulaggotent on specific types of
assets. The Board was convinced by those arguraadtslid not proceed with
the proposed disclosure requirement.

The costs and benefits of the amendments to IAS 12

BC29

BC30

BC31

BC32

Computation of the tax consequences of sebisgpts is complex in some tax
jurisdictions and there are concerns that the amentk to IAS 12 will increase
the administrative burden for some entities in éhia jurisdictions.

However, the Board believes that the benefitpodviding the exception
outweighs this potential increase in administrabiveden for some entities. This
is because the purpose of the exception is to ermbparers to measure deferred
taxes in these circumstances in the least subgctianner and in so doing
enhance the comparability of financial informatiabout deferred taxes for the
benefit of users of financial statements. It soaéxpected to result in an overall
reduction of the administrative burden for entitteat have previously had to
consider the tax consequence of both use and sateiovestment property when
measuring deferred taxes.

Many respondents to the exposure draft saadl ¢mtities would not benefit
from the amendments in jurisdictions in which tpractice issue did not exist
but would suffer from an increased administrativeden as a result of the
amendments. Their criticism mainly focused on tbleuttable presumption, as
discussed in paragraphs BC22 and BC23. They a#b that the disclosure
requirement proposed in the exposure draft wouldr®rous.

After considering the responses to the expodra#t, the Board narrowed the
scope of the exception to apply only to investnpeoperty carried at fair value. It
reworded the rebuttable presumption so that clemleree would no longer be
required to rebut the presumption. The Board disonot pursue the proposed
disclosure requirement regarding the fact of, az@bon for, the rebuttal. After
those changes, the Board believes that the amensimdéhnot be onerous for
entities that have previously been able to estabhighout difficulty how they
expect to recover investment property carriediavfue.
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Transition and effective date

BC33

BC34

BC35

BC36

10

IAS 8Accounting Policies, Changes in Accounting Estimates Errorsrequires
an entity to apply retrospectively a change in aatiog policy resulting from the
initial application of an IFRS that does not havéransition provision. The
Board did not include any transition provision lire tamendments because, in the
Board’s view, it would not be unduly burdensome faotitees to apply the
changes to IAS 12 retrospectively.

The Board acknowledges that the amendmentsadthgome administrative burden
if they apply to investment property acquired inuginess combination that occurred
in a previous reporting period. For example, itldde difficult to restate goodwill
and recalculate previous impairment reassessmérgsnie information is not
available and an entity is unable to separate ffieete of hindsight. However, the
Board reasoned that the amendments apply only #xifp circumstances.
Moreover, IAS 8 provides sufficient guidance toldedh cases when it might be
impracticable to reassess impairment of goodwiltemoverability of deferred tax
assets.

Consequently, the Board concluded that the obsrequiring retrospective
application is outweighed by the benefit of consistapplication of the
amendments by entities to all periods presentedhé financial statements.
Accordingly, the Board decided that entities shoafiply the amendments to
IAS 12 retrospectively in accordance with IAS 8.

First-time adoption of IFRSs

The Board identified no reason to adjust tkeeption for application by a first-
time adopter at its date of transition to IFRSs.
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lllustrative examples
These illustrative examples accompany, but are ntgdalAS 12.

Examples of temporary differences

A. Examples of circumstances that give rise to
taxable temporary differences

All taxable temporary differences give rise to aedefd tax liability.

Transactions that affect profit or loss

1 Interest revenue is received in arrears anddiided in accounting profit on a
time apportionment basis but is included in taxgteit on a cash basis.

2 Revenue from the sale of goods is included iaweting profit when goods are
delivered but is included in taxable profit whentcas collected. rote: as
explained in B3 below, there is alsaeductible temporary difference associated
with any related invento)y

Depreciation of an asset is accelerated for tapqaes.

4 Development costs have been capitalised and widirbertised to the statement
of comprehensive income but were deducted in detémgitaxable profit in the
period in which they were incurred.

5 Prepaid expenses have already been deducted¢da@shéaasis in determining the
taxable profit of the current or previous periods.

Transactions that affect the statement of financial
position

6 Depreciation of an asset is not deductible forparposes and no deduction will
be available for tax purposes when the asset is eoldcrapped. (note:
paragraph 15(b) of the Standard prohibits recogmitiof the resulting deferred
tax liability unless the asset was acquired in a&ibass combination, see also
paragraph 22 of the Standard).

7 A borrower records a loan at the proceeds recdivbith equal the amount due
at maturity), less transaction costs. Subsequehiycarrying amount of the loan
is increased by amortisation of the transactiontscde accounting profit.
The transaction costs were deducted for tax purposi® period when the loan
was first recognised(notes: (1) the taxable temporary difference is angount
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10

11

12

13

14

15

12

of transaction costs already deducted in determitireggtaxable profit of current
or prior periods, less the cumulative amount amediso accounting profit; and
(2) as the initial recognition of the loan affedtsxable profit, the exception in
paragraph 15(b) of the Standard does not apply. eréfore, the borrower
recognises the deferred tax liability).

A loan payable was measured on initial recognitibrthe amount of the net
proceeds, net of transaction costs. The transaatimsts are amortised to
accounting profit over the life of the loan. Thosansaction costs are not
deductible in determining the taxable profit ofutd, current or prior periods.
(notes: (1) the taxable temporary difference is #maount of unamortised
transaction costs; and (2) paragraph 15(b) of thenBard prohibits recognition

of the resulting deferred tax liability).

The liability component of a compound financiaktrument (for example a
convertible bond) is measured at a discount taatheunt repayable on maturity
(see 1AS 3ZFinancial Instruments: Presentatiain The discount is not deductible
in determining taxable profit (tax loss).

Fair value adjustments and revaluations

Financial assets or investment property ardechmat fair value which exceeds
cost but no equivalent adjustment is made for tappses.

An entity revalues property, plant and equipm@nider the revaluation model
treatment in IAS 1®roperty, Plant and Equipmeénbut no equivalent adjustment
is made for tax purposes.nate: paragraph 61A of the Standard requires the
related deferred tax to be recognised in other caghpnsive income

Business combinations and consolidation

The carrying amount of an asset is increasedaio value in a business
combination and no equivalent adjustment is madeafo purposes. Note that

on initial recognition, the resulting deferred téi&bility increases goodwill or
decreases the amount of any bargain purchase garopgrised. See
paragraph 66 of the Standgrd

Reductions in the carrying amount of goodwill ao¢ deductible in determining
taxable profit and the cost of the goodwill would betdeductible on disposal of
the business(Note that paragraph 15(a) of the Standard prolsilsiécognition of
the resulting deferred tax liability).

Unrealised losses resulting from intragroup tmatisns are eliminated by
inclusion in the carrying amount of inventory ooperty, plant and equipment.

Retained earnings of subsidiaries, branchegiciates and joint ventures are
included in consolidated retained earnings, butrime taxes will be payable if the
profits are distributed to the reporting paren{note: paragraph 39 of the
Standard prohibits recognition of the resultingeteéd tax liability if the parent,
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investor or venturer is able to control the timinfitiee reversal of the temporary
difference and it is probable that the temporanfet#nce will not reverse in the
foreseeable future).

Investments in foreign subsidiaries, brancheasspciates or interests in foreign
joint ventures are affected by changes in foreiphange rates(notes: (1) there
may be either a taxable temporary difference or audgble temporary
difference; and (2) paragraph 39 of the Standarahbits recognition of the
resulting deferred tax liability if the parent, stor or venturer is able to control
the timing of the reversal of the temporary diffeemad it is probable that the
temporary difference will not reverse in the foregge future).

The non-monetary assets and liabilities of aityeare measured in its functional
currency but the taxable profit or tax loss is deieed in a different currency.
(notes: (1) there may be either a taxable tempouifierence or a deductible
temporary difference; (2) where there is a taxaldenporary difference, the
resulting deferred tax liability is recognised (pgraph 41 of the Standard); and
(3) the deferred tax is recognised in profit or dpsee paragraph 58 of the
Standard).

Hyperinflation

Non-monetary assets are restated in terms ehé@suring unit current at the end
of the reporting period (see IAS Z9nancial Reporting in Hyperinflationary
Economies and no equivalent adjustment is made for tax @sep.
(notes: (1) the deferred tax is recognised in profiloss; and (2) if, in addition
to the restatement, the non-monetary assets areralsgued, the deferred tax
relating to the revaluation is recognised in otlmmprehensive income and the
deferred tax relating to the restatement is recogghis profit or loss).

Examples of circumstances that give rise to

deductible temporary differences

All deductible temporary differences give rise taleferred tax asset. However, some
deferred tax assets may not satisfy the recogndtiiteria in paragraph 24 of the Standard.

Transactions that affect profit or loss

Retirement benefit costs are deducted in deténgiaccounting profit as service
is provided by the employee, but are not deduatedetermining taxable profit
until the entity pays either retirement benefits antributions to a fund.
(note: similar deductible temporary differences anghere other expenses, such
as product warranty costs or interest, are deddetibn a cash basis in
determining taxable profit).

© IFRS Foundation 13
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10
11

12

14

Accumulated depreciation of an asset in the firrstatements is greater than
the cumulative depreciation allowed up to the enthefreporting period for tax
purposes.

The cost of inventories sold before the end efréporting period is deducted in
determining accounting profit when goods or servieee delivered but is
deducted in determining taxable profit when cashcddlected. (note: as
explained in A2 above, there is alsdaxable temporary difference associated
with the related trade receivable).

The net realisable value of an item of inventarythe recoverable amount of an
item of property, plant or equipment, is less thia@ previous carrying amount
and an entity therefore reduces the carrying amainthe asset, but that
reduction is ignored for tax purposes until theeaigssold.

Research costs (or organisation or other startagis) are recognised as an
expense in determining accounting profit but arepemitted as a deduction in
determining taxable profit until a later period.

Income is deferred in the statement of finanpiasition but has already been
included in taxable profit in current or prior pmis.

A government grant which is included in the stateinad financial position as
deferred income will not be taxable in future pesiothote: paragraph 24 of the
Standard prohibits the recognition of the resultidgferred tax asset, see also
paragraph 33 of the Standard).

Fair value adjustments and revaluations

Financial assets or investment property areezhat fair value which is less than
cost, but no equivalent adjustment is made foptaposes.

Business combinations and consolidation

A liability is recognised at its fair value in adiness combination, but none of
the related expense is deducted in determiningotexarofit until a later period.
(Note that the resulting deferred tax asset de@eagoodwill or increases the
amount of any bargain purchase gain recognised. [s@magraph 66 of the
Standard).

[Deleted]

Unrealised profits resulting from intragroup sactions are eliminated from the
carrying amount of assets, such as inventory opgaty, plant or equipment, but
no equivalent adjustment is made for tax purposes.

Investments in foreign subsidiaries, brancheasspciates or interests in foreign
joint ventures are affected by changes in foreikphange rates(notes: (1) there
may be a taxable temporary difference or a deductdneporary difference; and
(2) paragraph 44 of the Standard requires recdgnitof the resulting deferred
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tax asset to the extent, and only to the exteat, ithis probable that: (a) the
temporary difference will reverse in the foreseedbtare; and (b) taxable profit
will be available against which the temporary diffiece can be utilised).

The non-monetary assets and liabilities of aityeare measured in its functional
currency but the taxable profit or tax loss is deteed in a different currency.
(notes: (1) there may be either a taxable tempouifference or a deductible
temporary difference; (2) where there is a deduetitdmporary difference, the
resulting deferred tax asset is recognised to tkiere that it is probable that
sufficient taxable profit will be available (paraggh 41 of the Standard); and

(3) the deferred tax is recognised in profit or dpsee paragraph 58 of the
Standard.)
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C. Examples of circumstances where the carrying
amount of an asset or liability is equal to its tax base

1 Accrued expenses have already been deductedeémdeing an entity’s current
tax liability for the current or earlier periods.

2 A loan payable is measured at the amount origimalteived and this amount is
the same as the amount repayable on final matiritye loan.

Accrued expenses will never be deductible for tappses.

Accrued income will never be taxable.
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lllustrative computations and presentation

Extracts from statements of financial position arateshents of comprehensive income are
provided to show the effects on these financiaestants of the transactions described
below. These extracts do not necessarily confortim &li the disclosure and presentation
requirements of other Standards.

All the examples in this appendix assume that théies concerned have no transaction
other than those described.

Example 1 — Depreciable assets

An entity buys equipment for 10,000 and deprecidtteam a straight-line basis over its
expected useful life of five years. For tax pugmshe equipment is depreciated at 25% a
year on a straight-line basis. Tax losses mayawged back against taxable profit of the
previous five years. In year 0, the entity's tdrglrofit was 5,000. The tax rate is 40%.

The entity will recover the carrying amount of thgugment by using it to manufacture
goods for resale. Therefore, the entity’s curtartcomputation is as follows:

Year
1 2 3 4 5
Taxable income 2,000 2,000 2,000 2,000 2,000
Depreciation for tax purposes 2,500 2,500 2,500 2,500 0
Taxable profit (tax loss) (500) (500) (500) (500) 2,000
Current tax expense (income) (200) (200) (200) (200) 800

at 40%

The entity recognises a current tax asset at tdeoéryears 1 to 4 because it recovers the
benefit of the tax loss against the taxable paifitear 0.
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The temporary differences associated with the egeiipinand the resulting deferred tax
asset and liability and deferred tax expense acahire are as follows:

Year

1 2 3 4 5
Carrying amount 8,000 6,000 4,000 2,000
Tax base 7,500 5,000 2,500 0
Taxable temporary difference 500 1,000 1,500 2,000 0
Opening deferred tax liability 0 200 400 600 800
Deferred tax expense (income) 200 200 200 200 (800)
Closing deferred tax liability 200 400 600 800 0

The entity recognises the deferred tax liabilityygars 1 to 4 because the reversal of the
taxable temporary difference will create taxableome in subsequent years. The entity’s
statement of comprehensive income includes thewiatig:

Year

1 2 3 4 5
Income 2,000 2,000 2,000 2,000 2,000
Depreciation 2,000 2,000 2,000 2,000 2,000
Profit before tax 0 0 0 0 0
Current tax expense (income) (200) (200) (200) (200) 800
Deferred tax expense (income) 200 200 200 200 (800)
Total tax expense (income) 0 0 0 0 0
Profit for the period 0 0 0 0 0
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Example 2 — Deferred tax assets and liabilities

The example deals with an entity over the two yeaiode X5 and X6. In X5 the enacted
income tax rate was 40% of taxable profit. In X6 émacted income tax rate was 35% of
taxable profit.

Charitable donations are recognised as an expensm Whiey are paid and are not
deductible for tax purposes.

In X5, the entity was notified by the relevant auities that they intend to pursue an action
against the entity with respect to sulphur emissiohithough as at December X6 the action
had not yet come to court the entity recognisedbhility of 700 in X5 being its best
estimate of the fine arising from the action. Biaee not deductible for tax purposes.

In X2, the entity incurred 1,250 of costs in relatim the development of a new product.
These costs were deducted for tax purposes in X@. aBcounting purposes, the entity
capitalised this expenditure and amortised it om $traight-line basis over five years.
At 31/12/X4, the unamortised balance of these proderzélopment costs was 500.

In X5, the entity entered into an agreement with @tssting employees to provide
healthcare benefits to retirees. The entity reismgnas an expense the cost of this plan as
employees provide service. No payments to retiveme made for such benefits in X5 or
X6. Healthcare costs are deductible for tax purpeden payments are made to retirees.
The entity has determined that it is probable taagble profit will be available against
which any resulting deferred tax asset can be edilis

Buildings are depreciated for accounting purposé&®ma year on a straight-line basis and at
10% a year on a straight-line basis for tax purpos®lotor vehicles are depreciated for

accounting purposes at 20% a year on a straighblisis and at 25% a year on a straight-line
basis for tax purposes. A full year's depreciai®icharged for accounting purposes in the
year that an asset is acquired.

At 1/1/X6, the building was revalued to 65,000 andehéty estimated that the remaining
useful life of the building was 20 years from theedaf the revaluation. The revaluation
did not affect taxable profit in X6 and the taxat@mthorities did not adjust the tax base of
the building to reflect the revaluation. In X6, thetity transferred 1,033 from revaluation
surplus to retained earnings. This representdifierence of 1,590 between the actual
depreciation on the building -3,250 and equivaléepreciation based on the cost of the
building (1,660, which is the book value at 1/1/X633,200 divided by the remaining

useful life of 20 years), less the related deferraxi of 557 (see paragraph 64 of the
Standard).

© IFRS Foundation 19



IAS 12 IE

Current tax expense

X5 X6

Accounting profit 8,775 8,740
Add
Depreciation for accounting purposes 4,800 8,250
Charitable donations 500 350
Fine for environmental pollution 700 -
Product development costs 250 250
Healthcare benefits 2,000 1,000

17,025 18,590
Deduct
Depreciation for tax purposes (8,100) (11,850)
Taxable Profit 8,925 6,740
Current tax expense at 40% 3,570

Current tax expense at 35% 2,359
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Carrying amounts of property, plant and equipment

Cost

Balance at 31/12/X4
Additions X5
Balance at 31/12/X5

IAS 12 IE

Elimination of accumulated depreciation

on revaluation at 1/1/X6
Revaluation at 1/1/X6

Balance at 1/1/X6
Additions X6

Accumulated depreciation
Balance at 31/12/X4
Depreciation X5

Balance at 31/12/X5
Revaluation at 1/1/X6
Balance at 1/1/X6
Depreciation X6

Balance at 31/12/X6

Carrying amount
31/12/X4

31/12/X5
31/12/X6

Motor
Building vehicles Total
50,000 10,000 60,000
6,000 - 6,000
56,000 10,000 66,000
(22,800) - (22,800)
31,800 - 31,800
65,000 10,000 75,000
- 15,000 15,000
65,000 25,000 90,000
5% 20%

20,000 4,000 24,000
2,800 2,000 4,800
22,800 6,000 28,800
(22,800) - (22,800)
- 6,000 6,000

3,250 5,000 8,250
3,250 11,000 14,250
30,000 6,000 36,000
33,200 4,000 37,200
61,750 14,000 75,750

continued...
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...continued

Tax base of property, plant and equipment

Cost

Balance at 31/12/X4
Additions X5
Balance at 31/12/X5
Additions X6
Balance at 31/12/X6
Accumulated depreciation
Balance at 31/12/X4
Depreciation X5
Balance at 31/12/X5
Depreciation X6
Balance 31/12/X6
Tax base

31/12/X4

31/12/X5
31/12/X6

22

Motor

Building vehicles Total
50,000 10,000 60,000
6,000 - 6,000
56,000 10,000 66,000
- 15,000 15,000
56,000 25,000 81,000
10% 25%

40,000 5,000 45,000
5,600 2,500 8,100
45,600 7,500 53,100
5,600 6,250 11,850
51,200 13,750 64,950
10,000 5,000 15,000
10,400 2,500 12,900
4,800 11,250 16,050
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Deferred tax assets, liabilities and expense at 31/  12/X4

Accounts receivable
Inventory

Product development costs
Investments

Property, plant & equipment
TOTAL ASSETS

Current income taxes payable
Accounts payable

Fines payable

Liability for healthcare benefits
Long-term debt

Deferred income taxes

TOTAL LIABILITIES

Share capital
Revaluation surplus
Retained earnings

TOTAL LIABILITIES/EQUITY

TEMPORARY DIFFERENCES

Deferred tax liability

Deferred tax asset

Net deferred tax liability

IAS 12 IE

Carrying Temporary
amount Tax base differences
500 500 —
2,000 2,000 —
500 — 500
33,000 33,000 —
36,000 15,000 21,000
72,000 50,500 21,500
3,000 3,000 —
500 500 —
20,000 20,000 —
8,600 8,600 —
32,100 32,100
5,000 5,000 —
34,900 13,400
72,000 50,500
21,500
21,500 at 40% 8,600
8,600
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Deferred tax assets, liabilities and expense at 31/  12/X5

Accounts receivable
Inventory

Product development costs
Investments

Property, plant & equipment
TOTAL ASSETS

Current income taxes payable
Accounts payable

Fines payable

Liability for healthcare benefits
Long-term debt

Deferred income taxes

TOTAL LIABILITIES

Share capital
Revaluation surplus
Retained earnings

TOTAL LIABILITIES/EQUITY

TEMPORARY DIFFERENCES

Deferred tax liability
Deferred tax asset

Net deferred tax liability

Less: Opening deferred tax liability

Deferred tax expense (income) related to the

Carrying Tax base Temporary
amount differences
500 500 -
2,000 2,000 -
250 - 250
33,000 33,000 -
37,200 12,900 24,300
72,950 48,400 24,550
3,570 3,570 -
500 500 -
700 700 -
2,000 - (2,000)
12,475 12,475 -
9,020 9,020
28,265 26,265 (2,000)
5,000 5,000 -
39,685 17,135
72,950 48,400
22,550
24,550 at 40% 9,820
2,000 at 40% (800)
9,020
(8,600)
420

origination and reversal of temporary differences

24
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Deferred tax assets, liabilities and expense at 31/

Accounts receivable
Inventory

Product development costs
Investments

Property, plant & equipment
TOTAL ASSETS

Current income taxes payable
Accounts payable

Fines payable

Liability for healthcare benefits
Long-term debt

Deferred income taxes
TOTAL LIABILITIES

Share capital

Revaluation surplus

Retained earnings

TOTAL LIABILITIES/EQUITY

TEMPORARY DIFFERENCES

Deferred tax liability

Deferred tax asset

Net deferred tax liability

Less: Opening deferred tax liability

Adjustment to opening deferred tax liability resulting from

reduction in tax rate

Deferred tax attributable to revaluation surplus

IAS 12 IE

Deferred tax expense (income) related to the origination

and reversal of temporary differences

12/X6
Carrying Temporary
amount Tax base differences
500 500 -
2,000 2,000 -
33,000 33,000 -
75,750 16,050 59,700
111,250 51,550 59,700
2,359 2,359 -
500 500 -
700 700
3,000 - (3,000)
12,805 12,805 -
19,845 19,845 -
39,209 36,209 (3,000)
5,000 5,000 -
19,637 - -
47,404 10,341
111,250 51,550
56,700
59,700 at 35% 20,895
3,000 at 35% (1,050)
19,845
(9,020)
22,550 at 5% 1,127
31,800 at 35% (11,130)
822
25
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lllustrative disclosure

The amounts to be disclosed in accordance with ttwed&rd are as follows:

Major components of tax expense (income) (paragraph 79)

X5 X6
Current tax expense 3,570 2,359
Deferred tax expense relating to the origination and
reversal of temporary differences: 420 822
Deferred tax expense (income) resulting from
reduction in tax rate - (1,127)
Tax expense 3,990 2,054

Income tax relating to components of other compr ehensive income (par agraph 81(ab))

Deferred tax relating to revaluation of building - (11,130)

In addition, deferred tax of 557 was transferred{t from retained earnings to surplus.
This relates to the difference between the actuadedéation on the building and equivalent
depreciation based on the cost of the building.

Explanation of therelationship between tax expense and accounting profit
(paragraph 81(c))

The Standard permits two alternative methods ofamjlg the relationship between tax
expense (income) and accounting profit. Both ekéhformats are illustrated below.

0) a numerical reconciliation between tax expefiseome) and the product of
accounting profit multiplied by the applicable tate(s), disclosing also the basis
on which the applicable tax rate(s) is (are) comgpute
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X5 X6

Accounting profit 8,775 8,740
Tax at the applicable tax rate of 35% (X5: 40%) 3,510 3,059
Tax effect of expenses that are not deductible in
determining taxable profit:

Charitable donations 200 122

Fines for environmental pollution 280 -
Reduc_tion_ in opening deferred taxes resulting from _ (1,127)
reduction in tax rate
Tax expense 3,990 2,054

The applicable tax rate is the aggregate of thematincome tax rate of 30%

(X5: 35%) and the local income tax rate of 5%.

a numerical reconciliation between the averagféective tax rate and the
applicable tax rate, disclosing also the basis bithvthe applicable tax rate is

computed
X5 X6
% %
Applicable tax rate 40.0 35.0
Tax effect of expenses that are not deductible for tax
purposes:
Charitable donations 2.3 1.4
Fines for environmental pollution 3.2 -
Effect on opening deferred taxes of reduction in tax
rate - (12.9)
Average effective tax rate (tax expense divided by
profit before tax) 45.5 23.5

The applicable tax rate is the aggregate of thematincome tax rate of 30%

(X5: 35%) and the local income tax rate of 5%.

© IFRS Foundation
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An explanation of changes in the applicable tax rate(s) compared to the previous
accounting period (paragraph 81(d))

In X6, the government enacted a change in the reltinoome tax rate from 35% to 30%.

In respect of each type of temporary difference, and in respect of each type of unused
tax losses and unused tax credits:

0] the amount of the deferred tax assets and liabilities recognised in the
statement of financial position for each period presented;

(i) the amount of the deferred tax income or expense recognised in profit or loss
for each period presented, if this is not apparent from the changes in the
amountsrecognised in the statement of financial position (paragraph 81(g))

X5 X6
Accelerated depreciation for tax purposes 9,720 10,322
Liabilities for healthcarg benefits that are deducted for tax (800) (1,050)
purposes only when paid
Product development costs deducted from taxable profit 100 _
in earlier years
Revaluation, net of related depreciation - 10,573
Deferred tax liability 9,020 19,845

(note: the amount of the deferred tax income or espeacognised in profit or loss for the
current year is apparent from the changes in the art®uvecognised in the statement of
financial position)

Example 3 — Business combinations

On 1 January X5 entity A acquired 100 per cent ofsth@res of entity B at a cost of 600.
At the acquisition date, the tax base in A’s taxsdidtion of A’'s investment in B is 600.
Reductions in the carrying amount of goodwill aré deductible for tax purposes, and the
cost of the goodwill would also not be deductiblBifwere to dispose of its underlying
business. The tax rate in A’s tax jurisdiction & @er cent and the tax rate in B’'s tax
jurisdiction is 40 per cent.

The fair value of the identifiable assets acquaed liabilities assumed (excluding deferred
tax assets and liabilities) by A is set out in fbkowing table, together with their tax bases
in B’s tax jurisdiction and the resulting tempordifferences.
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Amounts
recognised
at Temporary
acquisition Tax base differences
Property, plant and equipment 270 155 115
Accounts receivable 210 210 -
Inventory 174 124 50
Retirement benefit obligations (30) - (30)
Accounts payable (220) (220) -
Identifiable assets
acquired and liabilities assumed,
excluding deferred tax 504 369 135

The deferred tax asset arising from the retirentbemtefit obligations is offset against the
deferred tax liabilities arising from the propertyplant and equipment and
inventory (see paragraph 74 of the Standard).

No deduction is available in B’s tax jurisdictiorr fihe cost of the goodwill. Therefore, the
tax base of the goodwill in B’s jurisdiction is niHowever, in accordance with paragraph
15(a) of the Standard, A recognises no deferredlidoility for the taxable temporary
difference associated with the goodwill in B’s taxgdiction.

The carrying amount, in A’'s consolidated financiéhtements, of its investment in B is
made up as follows:

Fair value of identifiable assets acquired and liabilities assumed, excluding

deferred tax 504
Deferred tax liability (135 at 40%) (54)
Fair value of identifiable assets acquired and liabilities assumed 450
Goodwill 150
Carrying amount 600

Because, at the acquisition date, the tax basedrta jurisdiction, of A’s investment in B
is 600, no temporary difference is associated inta%sjurisdiction with the investment.
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During X5, B’s equity (incorporating the fair valuejastments made as a result of the
business combination) changed as follows:

At 1 January X5 450
Retained profit for X5 (net profit of 150, less dividend payable of 80) 70

At 31 December X5 520
A recognises a liability for any withholding tax other taxes that it will incur on the
accrued dividend receivable of 80.

At 31 December X5, the carrying amount of A’s undadyinvestment in B, excluding the
accrued dividend receivable, is as follows:

Net assets of B 520
Goodwill 150
Carrying amount 670

The temporary difference associated with A’s undegynvestment is 70. This amount is
equal to the cumulative retained profit since tbguasition date.

If A has determined that it will not sell the investm in the foreseeable future and that B
will not distribute its retained profits in the feeeable future, no deferred tax liability is

recognised in relation to A’s investment in B (seeagraphs 39 and 40 of the Standard).
Note that this exception would apply for an investirianan associate only if there is an

agreement requiring that the profits of the asdeaiall not be distributed in the foreseeable
future (see paragraph 42 of the Standard). A disslahe amount of the temporary
difference for which no deferred tax is recognised,70 (see paragraph 81(f) of the

Standard).

If A expects to sell the investment in B, or thatvl distribute its retained profits in the
foreseeable future, A recognises a deferred tailitia to the extent that the temporary
difference is expected to reverse. The tax réfleats the manner in which A expects to
recover the carrying amount of its investment (paeagraph 51 of the Standard). A
recognises the deferred tax in other compreherisn@me to the extent that the deferred
tax results from foreign exchange translation diffeces that have been recognised in other
comprehensive income (paragraph 61A of the Standa#dliscloses separately:

(@) the amount of deferred tax that has been résednin other comprehensive
income (paragraph 81(ab) of the Standard); and

(b) the amount of any remaining temporary diffeernvehich is not expected to
reverse in the foreseeable future and for whichrefoee, no deferred tax is
recognised (see paragraph 81(f) of the Standard).

30 © IFRS Foundation



IAS 12 IE

Example 4 — Compound financial instruments

An entity receives a non-interest-bearing convestilan of 1,000 on 31 December X4
repayable at par on 1 January X8. In accordance W8 32 Financial Instruments:
Presentatiorthe entity classifies the instrument’s liabilitgroponent as a liability and the
equity component as equity. The entity assignsndial carrying amount of 751 to the
liability component of the convertible loan and 26%he equity component. Subsequently,
the entity recognises imputed discount as integggense at an annual rate of 10% on the
carrying amount of the liability component at treglmning of the year. The tax authorities
do not allow the entity to claim any deduction fbetimputed discount on the liability
component of the convertible loan. The tax ra#0%o.

The temporary differences associated with the iigbitomponent and the resulting
deferred tax liability and deferred tax expense iagdme are as follows:

Year

X4 X5 X6 X7
Carrying amount of liability component 751 826 909 1,000
Tax base 1,000 1,000 1,000 1,000
Taxable temporary difference 249 174 91 -
Opening deferred tax liability at 40% 0 100 70 37
Deferred tax charged to equity 100 - - -
Deferred tax expense (income) - (30) (33) (37)
Closing deferred tax liability at 40% 100 70 37 -

As explained in paragraph 23 of the Standard, &&dember X4, the entity recognises the
resulting deferred tax liability by adjusting thaeitial carrying amount of the equity
component of the convertible liability. Therefotlee amounts recognised at that date are as
follows:

Liability component 751
Deferred tax liability 100
Equity component (249 less 100) 149

1,000
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Subsequent changes in the deferred tax liabiliey réccognised in profit or loss as tax
income (see paragraph 23 of the Standard). Thexefloe entity’s profit or loss includes
the following:

Year
X4 X5 X6 X7
Interest expense (imputed discount) - 75 83 91
Deferred tax expense (income) - (30) (33) (37)
- 45 50 54

Example 5 — Share-based payment transactions

In accordance with IFRS hare-based Paymerdn entity has recognised an expense for
the consumption of employee services received asideration for share options granted.
A tax deduction will not arise until the options aeercised, and the deduction is based on
the options’ intrinsic value at exercise date.

As explained in paragraph 68B of the Standard, ifierdnce between the tax base of the
employee services received to date (being the atrthariaxation authorities will permit as
a deduction in future periods in respect of thageises), and the carrying amount of nil, is
a deductible temporary difference that results idedferred tax asset. Paragraph 68B
requires that, if the amount the taxation authesitwill permit as a deduction in future
periods is not known at the end of the period, dubth be estimated, based on information
available at the end of the period. If the amdhat the taxation authorities will permit as a
deduction in future periods is dependent upon titéyés share price at a future date, the
measurement of the deductible temporary differesicauld be based on the entity’'s share
price at the end of the period. Therefore, in éxample, the estimated future tax deduction
(and hence the measurement of the deferred tax) adsmuld be based on the options’
intrinsic value at the end of the period.

As explained in paragraph 68C of the Standard eiftéx deduction (or estimated future tax
deduction) exceeds the amount of the related cuiwellaemuneration expense, this

indicates that the tax deduction relates not oalyemuneration expense but also to an
equity item. In this situation, paragraph 68C iezplthat the excess of the associated
current or deferred tax should be recognised dyréciequity.
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The entity’s tax rate is 40 per cent. The optimese granted at the start of year 1, vested at
the end of year 3 and were exercised at the endasfy. Details of the expense recognised
for employee services received and consumed in aachunting period, the number of
options outstanding at each year-end, and thengitrivalue of the options at each year-end,
are as follows:

Employee services Number of options at Intrinsic value

expense year-end per option

Year 1 188,000 50,000 5
Year 2 185,000 45,000 8
Year 3 190,000 40,000 13
Year 4 0 40,000 17
Year 5 0 40,000 20

The entity recognises a deferred tax asset andrddfeax income in years 1-4 and current
tax income in year 5 as follows. In years 4 anddne of the deferred and current tax
income is recognised directly in equity, because @ktimated (and actual) tax deduction
exceeds the cumulative remuneration expense.

Year 1
Deferred tax asset and deferred tax income:
(50,000 x 5 x */5*x 0.40) = 33,333

a The tax base of the employee services reces/é@sed on the intrinsic value of the options, tuode
options were granted for three years’ servicescaBse only one year’s services have been receivadte,
it is necessary to multiply the option’s intrinsialue by one-third to arrive at the tax base ofehgloyee
services received in year 1.

The deferred tax income is all recognised in profitoss, because the estimated future tax
deduction of 83,333 (50,000 x 5'%) is less than the cumulative remuneration expefise
188,000.

© IFRS Foundation 33



IAS 12 IE

Year 2

Deferred tax asset at year-end:

(45,000 x 8 x %/3 x 0.40) = 96,000

Less deferred tax asset at start of year (33,333)

Deferred tax income for year 62,667 *

* This amount consists of the following:

Deferred tax income for the temporary difference between
the tax base of the employee services received during the
year and their carrying amount of nil:

(45,000 x 8 x '/3 x 0.40) 48,000

Tax income resulting from an adjustment to the tax base
of employee services received in previous years:

(a) increase in intrinsic value: (45,000 x 3 x Y3 x 0.40)
18,000

(b) decrease in number of options: (5,000 x 5 x s x 0.40)
(3,333)

Deferred tax income for year 62,667

The deferred tax income is all recognised in profitoss, because the estimated future tax
deduction of 240,000 (45,000 x &%) is less than the cumulative remuneration expehse
373,000 (188,000 + 185,000).

Year 3

Deferred tax asset at year-end:

(40,000 x 13 x 0.40) = 208,000
Less deferred tax asset at start of year (96,000)
Deferred tax income for year 112,000

The deferred tax income is all recognised in profitoss, because the estimated future tax
deduction of 520,000 (40,000 x 13) is less thandimmulative remuneration expense of
563,000 (188,000 + 185,000 + 190,000).
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Year 4

Deferred tax asset at year-end:
(40,000 x 17 x 0.40) =

Less deferred tax asset at start of year

Deferred tax income for year

The deferred tax income is recognised partly in profit or loss
and partly directly in equity as follows:

Estimated future tax deduction (40,000 x 17) =
Cumulative remuneration expense

Excess tax deduction

Deferred tax income for year

Excess recognised directly in equity (117,000 x 0.40) =

Recognised in profit or loss

Year 5
Deferred tax expense (reversal of deferred tax asset)

Amount recognised directly in equity (reversal of cumulative
deferred tax income recognised directly in equity)

Amount recognised in profit or loss

Current tax income based on intrinsic value of options at
exercise date (40,000 x 20 x 0.40) =

Amount recognised in profit or loss (563,000 x 0.40) =

Amount recognised directly in equity
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272,000
(208,000)
64,000
680,000
563,000
117,000
64,000
46,800
17,200
272,000
46,800
225,200
320,000
225,200
94,800
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Summary
L Statement of financial
Statement of comprehensive income o
position
Employee Current tax Deferred tax Total tax Equity Deferred tax
services expense expense expense asset
expense (income) (income) (income)
Year 1 188,000 0 (33,333) (33,333) 0 33,333
Year 2 185,000 0 (62,667) (62,667) 0 96,000
Year 3 190,000 0 (112,000) (112,000) 0 208,000
Year 4 0 0 (17,200) (17,200) (46,800) 272,000
Year 5 0 (225,200) 225,200 0 46,800 0
(94,800)
Totals 563,000 (225,200) 0 (225,200) (94,800) 0

Example 6 — Replacement awards in a business
combination

On 1 January 20X1 Entity A acquired 100 per cent ofit B. Entity A pays cash
consideration of CU400 to the former owners of Eriity

At the acquisition date Entity B had outstanding Eryee share options with a market-
based measure of CU100. The share options were Jajed. As part of the business
combination Entity B’s outstanding share optiors @placed by share options of Entity A
(replacement awards) with a market-based measureUdDC and an intrinsic value of
CU80. The replacement awards are fully vested. lordemce with paragraphs B56-B62 of
IFRS 3 Business Combinations (as revised in 2088)replacement awards are part of the
consideration transferred for Entity B. A tax dedluetfor the replacement awards will not
arise until the options are exercised. The tax déolu will be based on the share options’
intrinsic value at that date. Entity A’s tax ratedi3 per cent. Entity A recognises a deferred
tax asset of CU32 (CUS8O0 intrinsic value x 40%) on teeplacement awards at the
acquisition date.

Entity A measures the identifiable net assets obthiin the business combination
(excluding deferred tax assets and liabilitiesCa#450. The tax base of the identifiable net
assets obtained is CU300. Entity A recognises a &fdax liability of CU60 ((CU450 —
CU300) x 40%) on the identifiable net assets agatdwpiisition date.
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Goodwill is calculated as follows:

CuU
Cash consideration 400
Market-based measure of replacement awards 100
Total consideration transferred 500
Identifiable net assets, excluding deferred tax assets and liabilities (450)
Deferred tax asset (32)
Deferred tax liability 60
Goodwill 78

Reductions in the carrying amount of goodwill arg deductible for tax purposes. In
accordance with paragraph 15(a) of the StandardtyEAtrecognises no deferred tax
liability for the taxable temporary difference asisded with the goodwill recognised in the
business combination.

The accounting entry for the business combinasaasifollows:

CuU CuU
Dr Goodwiill 78
Dr Identifiable net assets 450
Dr Deferred tax asset 32

Cr Cash 400

Cr Equity (replacement awards) 100

Cr Deferred tax liability 60
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On 31 December 20X1 the intrinsic value of the repta® awards is CU120. Entity A
recognises a deferred tax asset of CU48 (CU120 x 4B#iity A recognises deferred tax
income of CU16 (CU48 — CU32) from the increase initiiénsic value of the replacement
awards. The accounting entry is as follows:

Cu Cu

Dr Deferred tax asset 16

Cr Deferred tax income 16

If the replacement awards had not been tax-dedectibder current tax law, Entity A
would not have recognised a deferred tax asseteoadfuisition date. Entity A would have
accounted for any subsequent events that resaltar deduction related to the replacement
award in the deferred tax income or expense of gr@g in which the subsequent event
occurred.

Paragraphs B56-B62 of IFRS 3 provide guidance oteroéning which portion of a
replacement award is part of the consideration tearesd in a business combination and
which portion is attributable to future service ahds a post-combination remuneration
expense. Deferred tax assets and liabilities oracephent awards that are post-combination
expenses are accounted for in accordance with thergeprinciples as illustrated in
Example 5.
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