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Dear Sir David,
Exposure Draft ED/2009/2Income Tax

Deloitte Touche Tohmatsu is pleased to respond to the ItitexabAccounting Standards Board's
(the IASB’s) Exposure Draft ED/2009I@come Taxreferred to as the ‘exposure draft’ or ‘ED’).

We acknowledge the Board's objectives in its income tapjegrto address the significant
practical and conceptual issues arising under IASid@me Taxeand achieve closer convergence
with United States Generally Accepted Accounting Rpies (US GAAP).

However, we question whether these objectives have bedn thetED. We believe clear
principles have not been established and articulated BRheFurthermore, many of the
proposals are ambiguous or produce counterintuitive outcatmes are difficult to reconcile
from a conceptual viewpoint.

It is difficult to understand the IASB’s intention in demging the various ‘rules’ proposed in the
ED, save perhaps an intention to simplify the curBanhdard by mandating a particular
approach. However, we expect an IFRS based on thedabent proposals will not be well
accepted by constituents as these ‘rules’ will:

* produce outcomes that are inconsistent withFiaenework

* not be representationally faithful of the economic substandesafnderlying tax
consequences expected, and

» be difficult to rationally explain.

In particular, we believe the starting point of the propasdcllation methodology, the definition
of tax basis, and its reliance on an assumption of s#he aeporting date is flawed, does not
produce meaningful outcomes and is unhelpful in addressingstines commonly arising under
IAS 12.

We believe that the existing ‘management intention’ apprehohld be retained and specific
guidance be developed to eliminate existing uncertaimtiapplying the approach. In our view,
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this would provide more meaningful information to the uséthefinancial statements as it
better reflects the actual future tax consequencestiy expects.

We also have concerns about the ED’s probability-weightechgeapproach to measuring
‘uncertain tax positions’ as it is onerous and, in ouwyiaconsistent with the relevance and
reliability characteristics of theramework The use of a probability- weighted approach to
measure each individual item included in the tax return pesdan outcome in respect of each
item that rarely represents any particular expected o@cdfqually, the aggregate outcome
arising from each of these items will rarely represieatoverall outcome that the entity may
expect in relation to the tax return as a whole. Toesddihese concerns, we recommend the
adoption of an ‘expected outcome’ approach based on thengdi&6 37Provisions, Contingent
Liabilities and Contingent Assetsigasuring uncertainty on a unit of account which reflies
expected method of settlement with the taxing authority.

In addition, in some areas, the ED includes requiremehnithvare explained as being purportedly
basedon US GAAP but do not always achieve full convergence iatbas with which they deal,
including the core calculation methodology itself. In addjtibe US GAAP approaches have
been adopted and amended without appropriate justification fcanceptual viewpoint or full
consideration of their efficacy in the various jurisdictiohshe world. For instance, the
exemption for deferred taxes associated with foreignidialbes and joint ventures may relieve
complex application issues in respect of these entitiesjiypdar issues also arise with
investments in domestic subsidiaries in many jurisdictiodssanilar relief is not provided.

We recognise there are a number of significant interfpoatd issues which remain unresolved in
applying IAS 12 and diversity has arisen in practice in naegs. We also acknowledge that the
requirements of IAS 12 can be difficult to interpret apply and the variety of tax regimes
globally adds additional complexity to the task of developimdjinplementing a global solution

in this area. However, in light of the lack of cleainpiples, counterintuitive outcomes and the
failure to meet the additional objective of achieving convergeiiiteUS GAAP, we do not

believe the ED, in its current form, is an improvementastiag IFRSs.

The Financial Accounting Standards Board (FASBhdiawing from this project eliminates
some of the urgency around its completion and, accordingly, peoaiepportunity for a more
fundamental and comprehensive review of income tax accouriiimglASB’s objective should
be a conceptually superior and principles- based solutiocctuating for income taxes which
eliminates many of the current difficulties, is eastemterpret and apply, and has widespread
constituent support.

Therefore, we recommend the IASB does not proceed witbrdpmsals in the ED and instead
commences a more thorough and comprehensive project. Weiapgptkis will result in a
further delay in meeting the IASB’s timetable in thissaa@d suggest any particularly pressing
issues are dealt with through the improvements process talshore comprehensive project is
undertaken. We have commented throughout our response on arrafngsues which annual
improvements could redress.

Our detailed comments and answers to your questions orgbsuge draft, along with other
comments and suggested editorial changes, are includedfalldmeng appendices to this letter:

* Appendix 1 — Responses to specific questions on ED/2008&b2ne Tax
* Appendix 2 — Common areas of difficulty in applying IAS 12

* Appendix 3 — Jurisdictional and general examples where thes'balsis’ approach
produces unusual outcomes

* Appendix 4 — Additional comments on the ED’s proposals.



If you have any questions concerning our comments, pleasecté®@n Wild in London at
+44 (0)20 7007 0907.

Yours sincerely,

i %
/f

Ken Wild
Global IFRS Leader



Appendix 1 - Responses to specific questions on ED/2009420me Tax

Question 1 - Definitions of tax basis and temporary differere

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

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

We do not agree with the proposal. In our view, the Epjgroach, combined with the additional
guidance and examples, produces counter-intuitive outcordds artonsistent with United
States Generally Accepted Accounting Principles (US BAA

We would strongly prefer the existing ‘management intentapproach be retained for
determination of tax basis and specific guidance be daeelm eliminate existing uncertainties
in applying this approach.

We have included in Appendix 2 details of a number of isatissig under the existing IAS 12
and our recommendations for how these issues might bienddalinder the existing
requirements.

Conceptual basis for ‘sale or settlement’

The ED does not justify the basis for proposing to use themgsgon of sale or settlement at
reporting date, other than to note that this is congigtemost cases with practice under US
GAAP and that the Board is aware of the difficultydetermining tax base where there are
different tax consequences of selling or using an assetir view, the assumption of sale or
settlement represents a ‘rule’ which will produce illogmatcomes under many of the various
taxing regimes existing on a global basis.

It is difficult to justify the ED’s approach under th@ameworkas it suffers from a similar
conceptual flaw to that identified by the IASB in objectinghe ‘simultaneous equation’ method
used to address the initial recognition exception under US GpaARgraph BC27 of the Basis
for Conclusions on the ED). In other words, the applicatgidhe ED’s requirements result in the
recognition of deferred tax balances that do not necessaphgsent assets and liabilities, but
rather result from computational requirements.

It is also unclear why a ‘sale’ assumption is made wihengoing concern basis underlying
standards and normal business practice would ordinardynmeany assets are recovered through
‘use’. The sale or settlement assumption might only benalty supported if measurement of all
assets and liabilities was based on a full fair valodehusing ‘exit’ values.

The core principle of the ED is that an entity shoeftbgnise “tax payable or recoverable on
taxable profit forfuture periods as a result of past transactions and eventsigfsgnh 1).
Taxation systems commonly contemplate many different taxatrents and taxing points, and
the outcomes under those approaches can vary widely. Theptissuafi sale or settlement at
reporting date reflects a taxation outcome basedhypatheticaltransaction at the end of the
currentperiod. To require deferred tax accounting to be basedhypothetical outcome will not
reflect an entity’s actual income tax exposure and i®tber not in accordance with the core
principle of the ED.

The elimination of management intention when seekingflectehe future consequence of an
item is, in our view, a flawed approach, particularly whensidered in light of other
requirements of the ED which introduce management ioteimi other aspects of the tax
calculation.

In our view, the current ‘management intention’ requineine IAS 12 is not a conceptually
flawed approach; the difficulty is in determinihgwmanagement intention should be



incorporated into measurement. We do not believe mandaagticular outcome is helpful in
this regard. Instead, we recommend specific guidbaaeveloped to eliminate existing
uncertainties in applying this approach.

Temporary difference definition and guidance

There is substantial ambiguity around the definition andamece for temporary differences in the
ED.

The temporary difference definition in Appendix A to the &fplicitly references an amount
“that the entity expects will affect taxable profit wihiine carrying amount of the asset or liability
is recovered or settled”. Paragraph 20 also refersripdeary differences “that are expected to
increase [or reduce] taxable profit in the future”.

It is not clear whether::

» thereference to ‘expectations’ is considered to reféhe initial calculation step in
paragraph 10 of the ED and no further consideration of ‘eapeas’ are necessary
(paragraph 20 is referring to items not excluded by papadt); or

» thereference to ‘expectations’ in paragraph 20 is coresiderimply afurther assessment
of expectations by reference to the amount of the teampalifference arising from the
sale or settlement assumption that is actually expéstgde rise to an increase or
reduction in tax payable in the future.

We note lllustrative Example 16 in tBeaft flow chart and illustrative examplgsepared by the
IASB staff appears to imply the first approach. It shavestuation where an asset is acquired for
$100 but the tax deductions available from use are $150, and floare&100. At the point in
time the calculation is performed, the carrying amotith® asset has been depreciated to $80
and the deductions available on sale are $70, as a restdgpreciation claimed reducing the
deduction on sale. There are also different tax rajgyiag to use and sale.

The first step in the process is to consider whether aeftdixrconsequence is expected from the
way in which management intends to recover the carryimguat of the asset. Whether the asset
is recovered through sale or by use, a net future tax qoesee is expected and therefore a
deferred tax calculation must be performed in applying papdgt2(a) of the ED.

In the situation where the asset is expected to be usebll@hgaxable) temporary difference
arising from applying the sale assumption would not be exgpéctgive rise to taxable profits.
This is because there remains $120 of tax depreciation exgadhe future ($150 total available
depreciable tax basis less $30 tax deprecation taken tcadatenly $80 of taxable profits from
using the asset. The outcome under the ‘use’ scenariaalpet future tax benefit for the
excess tax depreciation available in use, but the exaeglés in the recognition of a deferred
tax liability that will never crystallise as a tax payrhi the future.

As noted above, the example appears to support the first etedipn above. The second
possible interpretation above would introduce an ‘exdtep into the deferred tax calculation,
reducing the $10 initial temporary difference to nil whese is expected. The temporary
difference would be reduced to nil as an increase urdutixable profit is not expected (i.e. in
fact a net reduction in future tax is expected).

We highlight that even where the latter approach is appliddes not result in the recognition of
a deferred tax asset (the expected outcome), becausenfiawraey difference resulting from the
“sale basis” can presumably only be reduced to nil, rdtizer being adjusted to reflect the actual
tax consequences expected to follow the use of the aHsetefore, the second alternate
approach only partially addresses the issues arising fremsdsumption of sale, which we have
further illustrated in Appendix 2 to this letter.

Further, no guidance is provided regarding considerati@tsriay be made in assessing the term
“expected to affect taxable profit”. Such ambiguity cdeltl to the notion that tax planning or



future actions an entity may take may negate what wathierwise produce a temporary
difference.

Accordingly, we do not support the approach adopted in thm E&ation to this matter and, as
stated earlier, would instead prefer the retentiomafiagement intention approach.

Lack of convergence

One of the key stated objectives of the project is to aelaenvergence with U.S. GAAP.
However, this objective does not seem to have been achietiesl case of determining tax basis.
The Basis for Conclusions notes that the proposed reggireto calculate tax basis with
reference to the tax deductions that are available erosaettlement is partially based on US
GAAP requirements, but is “more specific’. The differemcthe level of specificity appears to
be justified by the notion that “in most cases (the progdsall result in a tax basis consistent
with that used under US GAAP” (ED/2009/2.BC21).

In our view, the assumption of a sale or immediate s&tii¢ at reporting date is not explicitly
required by US -GAAP, nor is this assumption routinely malden applying US GAAP. Instead,
the ‘revenue’ (use) tax basis would be used in the caionlat deferred taxes where this
approach is appropriate.

Additionally, the assumption of sale or settlement is noagdwnade where entities are applying
US GAAP to operations outside of the United States,selgsidiaries of US listed corporations.
Instead, the tax basis is determined by reference#b tax law and may result in the use of a
‘use’ deduction as the tax basis.

Recommendations

As noted in our covering letter, we strongly recommendAlS8 does not proceed with the
proposals in the ED relating to the definition of tax basid$ instead commences a more thorough
and comprehensive project on accounting for income taxes.

The IASB’s objective should be to create a conceptuallyrsupend principles based solution to
accounting for income taxes which eliminates many ottmeent difficulties, is easier to interpret
and apply, and has widespread constituent support. The deezibof a strong and coherent
principle for deferred tax accounting will permit easigerpretation and application of the
Standard.

A full review of income tax accounting will be a long-tepnoject. In the meantime, we
recommend the IASB undertake certain limited improvements textiséng IAS 12 through the
annual improvements process. Our recommendations as sondrege improvements could be
made to the existing IAS 12 to resolve issues commonly a@asggutlined in Appendix 2.

In the event the Board decides to retain the ED’s appreachave included a number of
additional comments and recommendations in Appendix 4.



Question 2 — Definitions of tax credit and investment taxredit

The exposure draft would introduce definitions of tax cedit and investment tax credit. Do
you agree with the proposed definitions? Why or why not?

Whilst we support the development of a definition of tax ¢r@ad investment tax credit, the
scope of the proposed definitions is not clear. In pdatichere is limited guidance on the
difference between tax credits, investment tax credjpgcial deductions’, ‘rebates’, ‘tax
holidays’ and other types of tax incentives and benefitsoAlingly, we do not feel that the
proposals in this area are complete.

For example, we recommend the following additional matiersonsidered further in developing
the definitions:

* investment tax credits can arise in relation to manystgbessets, including intangible
and financial assets — accordingly, limiting the defamitio depreciable assets is too
narrow

» the conditions around tax credits/investment tax credits ofiguire more than just the
purchase of an asset and it is unclear how these infadefinition, e.g. retention of
acquired assets for a period of time

* in some cases, tax credits/investment tax credits givgrbe&lawed back’ if certain tax
events occur, e.g. the sale of the asset and it is uldeathese claw back provisions
should impact the accounting for such credits

» there is limited guidance on the difference betweerttedits, investment tax credits,
‘special deductions’, ‘rebates’, ‘tax holidays’ and othgres of tax incentives and
benefits.

The final Standard should clarify the above matterspaodide examples where appropriate.

We also strongly recommend the IASB develop guidance on hderal$ of tax credits,
including investment tax credits, are accounted for as #e many possible approaches under
the hierarchy in IAS &ccounting Policies, Changes in Estimates and Errdk&e are aware of
the following possible treatments for investment tax csedit

* acurrent tax amount only, with no impact on deferredstaxe

* an adjustment to the deferred tax calculation, either jugttg the tax base or changing
the expected tax rate

» accounted for as government grants by analogy to IASId6 ptoduces a substantially
different recognition outcome to other alternative treatments

The lack of clarity on the accounting for other tax moes and benefits is problematic and
results in divergence in treatment under IAS 12. Furthernexecredits are sometimes
refundable or non-refundable — what is the appropriate attogun such circumstances?
Accordingly, we believe it is insufficient to provide a adétfon of ‘tax credit’ and ‘investment tax
credit’ without providing guidance on the recognition and miesment of such items.



Question 3 — Initial recognition exception

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

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

We do not support the proposed approach in the absence of atoah@malysis of the role of
income taxes in the determination of ‘fair value’. W&ramwledge the existing initial recognition
exceptions in IAS 12 were themselves not developed on a coategid principle-based
approach. Conceptually, we agree that there should not beitel recognition exemption.
However, the ED’s proposals would not fundamentally changditieeent treatments arising for
assets acquired individually or in a business combinatioddition in the majority of cases, the
effect of the proposals is to retain these differencestraadl items in the same way as present,
although via a new and complex requirement that is subjegtigedifficult to apply. Therefore
we would retain the existing simpler approach until sucte tas a principle is developed and
applied to determine a conceptual approach to this issue.

In particular we do not support the approach suggested irtHerEhe initial measurement of
assets and liabilities that have tax bases different their initial carrying amounts for the
following reasons:

* entity-specific tax consequences will be the same aseragl market participant in many
cases, resulting in the full deferral of any tempoudiffgrence

» the arbitrary deferral of a premium or discount is ¢etntuitive and in many cases will
not result in an initial outcome which is materiallyfeient from the existing 1AS 12

* the new approach introduces a new level of complexity in tlcalation process without
substantially changing the outcome

* in cases where an entity-specific tax consequenceigified, the determination of fair
values is subjective and arbitrary.

Furthermore, the ED does not adequately explain the notion‘ehtty-specific tax advantages’
in a manner that can be easily applied by constituentscydarly where:

» there are numerous entities that might acquire the gsgeia public company, a private
company, participants in the same jurisdiction as the emttityt, various classes of
companies, trusts, partnerships, tax-exempt entitiesgfoesitities, etc)

» elections can be made to change the tax base (e.g.ahsfér of a seller’'s tax base to
the purchaser, election to consolidate for tax purposes, etc)

» tax structuring opportunities exist, e.g. the acquisitibassets directly or through a
‘corporate shell’ — the tax outcomes under each structurbecaastly different and this is
a key issue both under IAS 12 and the ED.



Recommendations

The determination of fair value, the tax impact and Hoege amounts reconcile to an amount
initially recognised is a long-running and fundamental iss\ezordingly, we recommend this
issue would be better dealt with at a conceptual levphef the Board’s fair value
measurement and conceptual framework projects.

As part of this review, we would also suggest the IASBsiztan the impact of the definition of
‘fair value’ and income taxes on impairment testing unlervarious impairment models in
IFRS, including recoverable amount testing under IAS3&airment of Assets

Our additional comments in the event that the IASB ultigadetides to proceed with the
proposals in this area can be found in Appendix 4.

Question 4 — Investments in subsidiaries, branches, assateis and joint ventures

IAS 12 includes an exception to the temporary differencapproach for some investments in
subsidiaries, branches, associates and joint ventures leason whether an entity controls the
timing of the reversal of the temporary difference and tle probability of it reversing in the
foreseeable future.

The exposure draft would replace these requirements tti the requirements in SFAS 109
and APB Opinion 23Accounting for Income Taxes—Special Aregertaining to the
difference between the tax basis and the financial repting carrying amount for an
investment in a foreign subsidiary or joint venture that isessentially permanent in duration.
Deferred tax assets and liabilities for temporary diffeences related to such investments are
not recognised. Temporary differences associated witlrénches would be treated in the
same way as temporary differences associated with inie®nts in subsidiaries. The
exception in IAS 12 relating to investments in associatesowld be removed.

The Board proposes this exception from the temporary diérence approach because the
Board understands that it would often not be possible tmmeasure reliably the deferred tax
asset or liability arising from such temporary differerces.

Do you agree with the proposals? Why or why not? Do you agree thatig often not possible
to measure reliably the deferred tax asset or liabilityarising from temporary differences
relating to an investment in a foreign subsidiary or joint veture that is essentially
permanent in duration? Should the Board select a difrent way to define the type of
investments for which this is the case? If so, how shialut define them?

We do not agree with the proposals for the following restison

» the rationale on which the partial retention of the exoeps based is equally true for
other subsidiaries

» the proposed exception is inconsistent with US GAAP aekissi® apply existing US
GAAP guidance in a different way

» the exception is difficult to apply in practice without adshfal guidance.
Rationale for partial retention

The Basis for Conclusions in the ED notes “the Boardloded that the calculation of the
amount of deferred taxes for permanently reinvested urissh@tirnings of foreign subsidiaries
and joint ventures is so complex that the costs of darausveigh the benefits” (paragraph
BC43).

In our view, this same rationale can be applied to #heuation of deferred taxes arising in
relation to domestic subsidiaries in many jurisdictions.

For instance, in Australia, entities that are pad gfoup that has consolidated for tax purposes
‘retain’ the tax bases of assets and liabilities owitgathe group (due to the parent selling an



interest or otherwise). The group is required to perfan ‘exit calculation’ which determines the
gain or loss arising on disposal of the subsidiary, whetibs in part on the tax bases and
accounting values of certain of the underlying assetdianitities of the subsidiary disposed at
the time they are disposed. These calculations are coptieonerous in many cases.

Accordingly, the determination of the tax basis of the inveatrfassuming the sale of the
investment at the end of the reporting period) wouldireqn ‘exit calculation’ to be performed
at the end of each reporting period. In complex corpgraigps, the determination of the outside
basis difference in respect of each entity (or grodigiities) within the overall group at the end
of each reporting period would be a complex and laboriaksvthich would produce little in the
way of useful information for the users of the finanstatements because of the dynamic nature
of the outside basis differences in these cases.

Inconsistency with US GAAP

The ED effectively creates two tests, an “essegt@drmanent in duration” test and a
“foreseeable future” test, ostensibly to achieve comsest with US GAAP.

However, the term “essentially permanent” is not usedrGAAP in the way in which it is
proposed under the ED. The “essentially permanent” coreeged in APB Opinion No. 23
Accounting for Income Taxes—Special ArgsiRB 23) to determine theatureof an entity which
may qualify for the exception. The APB 23 requirementsigeadditional guidance on how
companies meet the “foreseeable future” test under FAS 10@ wh&erred takabilities arise.

The “essentially permanent” concept arises under APB 2&indntext of distinguishing
between two types of corporate joint venture

(1) those “essentially permanent” in duration, and
(2) those having a life limited by the nature of the venturether business activity.

The recognition exception for deferred taxes associatedcaiforate joint ventures is available
only in relation to those corporate joint ventures of thet fype. Where a corporate joint venture
is of this type, any deferred tax liabilities arising@spect of the investment are essentially
assessed by reference to a “foreseeable future”inaitdrsto the existing IAS 12 test for
investments.

APB 23 argues in relation to corporate joint ventureh witife limited by the nature of the
venture, project, or other business activity (i.e. the setygrednoted above), it is a reasonable
assumption that a part or all of the undistributed earrohgse venture will be transferred to the
investor in a taxable distribution. Therefore, APB 23 provgladance in these situations that
the “foreseeable future” criterion in FAS 109 cannot be orethfese types of corporate joint
ventures.

The effect of the drafting of the ED elevates the ingoare of “essentially permanent” in duration
and applies the concept not to tieureof the entity, but taemporary differencearising in
relation to all investments in subsidiaries and joint vestur

The guidance contained in paragraphs B5- B9 of the ED applaeferred tax assets and
liabilities, and is based on APB 23 concepts, but again tiggce is only applied in respect of
deferred tax liabilities under US GAAP.

Furthermore, the “essentially permanent” test cannoeddily applied to deductibkemporary
differences arising from investments as it is difficaletvisage a circumstance where a deferred
tax asset arising would meet the criteria to be “égdnpermanent”. For instance, if a
subsidiary incurred losses, a deferred tax asset mayrapsesenting an anticipated tax deduction

! Itis also noted that the US GAAP requirements appligércontext otorporatejoint ventures,

whereas the ED’s proposals appear to apply to alit‘j@@ntures”, which is acknowledged may be
anticipating the changed terminology in any IFRS arifiagn ED 9Joint Arrangements

1C



or loss on reversal of the outside basis difference byerate to a notional sale or other
transaction. Because future profits may ‘reverse’ th@teary difference (by increasing the
carrying amount of the net assets of the subsidiary),efsehtially permanent” criterion cannot
be met. Accordingly, a deferred tax asset walNehysbe recognised for investments in
subsidiaries and joint ventures, subject to any valuation atioevaThis outcome occurs due to
the ED’s incorrect application of the “essentially pernmtheoncept from APB 23 and the ED’s
requirement for both tests to be met before the recograioeption could apply.

Applying the exception in practice

As currently expressed in the ED, the ‘essentially paaniin duration’ concept is unclear and
insufficient guidance is provided on how the assessmerpected to be made. In practical
terms, we believe whether a temporary differencesisestially permanent in duration’ will
effectively be assessed by considering whether a revemsgbected in the foreseeable future,
particularly in light of our additional comments above rdgay a lack of US GAAP convergence.
Accordingly, we question whether the proposed wording isf&ggnily better than the existing
wording in IAS 12.

In common with IAS 12, there is little guidance in the &Dto how the recognition criterion is to
be applied in practice. For instance, guidance on the fiolgpwould be welcomed:

» the impact of anticipated future losses by a subsidiargtamed earnings in existence at
the end of the reporting period, i.e. does this mean tmeséeable future” criterion
cannot be met

* how the reversal of amounts of other comprehensive incomeqaitgl eeserves should
be assessed, e.g. should outside basis differencescthydagsing as a result of changes
in a subsidiary’s hedging or revaluation reserves be prestoed‘temporary’ and
ultimately reverse.

Furthermore, although the ED seeks to limit the exceptidorteign’ investments, it does not
provide guidance on how a “foreign subsidiary” is to be detezdi In particular:

» it is unclear whether the assessment of ‘foreign’ is ngdeference to the immediate
parent of each subsidiary or by reference to the repaetitity as a whole

e it is unclear how the ‘foreign’ concept should be applied wimaultiple levels of
government exist in respect of the entity’s operations,aeegEuropean subsidiaries of a
European entity consider ‘domestic’ subsidiaries regardfas® @ountry in Europe in
which they are domiciled? How are regional and state indares assessed?

If the Board ultimately decides to proceed with the exoapinly for ‘foreign subsidiaries’, we
recommend that this term be defined using an easily appliezipde. In this regard, we would
recommend the term ‘foreign’ could be applied by referentlegt@rimary taxing jurisdiction (in
respect of each relevant income tax) for each subgibdiacomparison to the taxing jurisdiction
of the immediate parent entity.

Recommendations
In light of the above analysis, we recommend:
» the recognition exception for investments be retained in itemuiorm and wording

» additional guidance be developed to clarify how the exi$f$g12 recognition exception
is to be applied in practice (our further comments on tivedters can be found in
Appendix 2).
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Question 5 — Valuation allowances

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

Question 5A

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

Subject to our comments below in relation to Question 6Aagree with the proposal as it
provides more meaningful information to the users of firsrstatements.

However, we recommend the IASB consider how valuation allowaagagsast deferred tax assets
should be treated in a business combination under IFRS 3(206B8)current recognition and
measurement exceptions in respect of income taxes inrpphesg?4 and 25 of IFRS 3(2008) were
cast in light of IAS 12 which does not have an equivalehtation allowance requirement. IFRS
3(2008) establishes a general principle that valuation allowahoesd not be separately
recognised in respect of acquired assets (such axihassets) at the date of the business
combination and accordingly, the application of the ED propasal business combination
should be reassessed in light of this principle.

Question 5B

Do you agree that the net amount to be recognised shouléd the highest amount that is
more likely than not to be realisable against future taxablg@rofit? Why or why not?

We agree with the proposal. We note in many jurisdictibasthe use of the term ‘probable’
under IAS 12 has been interpreted as meaning ‘more likatyribt’. Therefore, we believe this
change will assist in achieving global consistency in apptin of the requirements.

However, application of this proposal would benefit from furthedance, in particular with
respect to the time horizon to be considered in determrecwyery.

Question 6 — Assessing the need for a valuation allowance

Question 6A

The exposure draft incorporates guidance from SFAS 109 on &ssing the need for a
valuation allowance. Do you agree with the proposed guidance? Whbr why not?

We agree with the proposed guidance.

However, we strongly suggest the IASB extend the guidance on hasgéss the ‘more likely
than not’ criterion where tax losses, tax credits oicgatted losses are able to be indefinitely
carried forward under the operative taxation laws of agigiion. In our experience, this has
been an area of considerable debate and uncertainty urglé21A

Furthermore, the proposed guidance in paragraph B18 about hplamtaing strategies are taken
into account in the determination of the amount oflaatéon allowance is unclear and arguably
permissive. It is unclear whether the tax planning stragegiest bgossibleor whether they

must actually bentendedto be undertaken by the entity. This approach can alsedreas
inconsistent with the proposed treatment for a changexistatus, which requires the event to
have happened before the tax consequences are recognised.
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We recommend additional guidance be provided on these matetisularly that a tax planning
strategy must both Heasibleandintended to be takedoy the entity before it can be taken into
account in the valuation allowance assessment.

Question 6B

The exposure draft adds a requirement on the cost of ink@menting a tax strategy to realise
a deferred tax asset. Do you agree with the proposed raggment? Why or why not?

We agree with this proposal. In some cases, the casipémenting a tax strategy to realise a
deferred tax asset could be significant and excludingetbosts from the determination of the
profit to be generated by the strategy in assessing theforea valuation allowance would
overstate the net benefit expected.

We recommend, however, that guidance be provided to allotiesrtty differentiate between the
costs of implementing a tax strategy to realise a daf@ax asset and other tax administration
costs an entity might incur. In our view, the cosketeinto account in the determining the
valuation allowance should only be those costs which aeetdind incremental to other tax
administration costs the entity would ordinarily expgeancur.

The guidance should also clarify that when such costseually incurred for the execution or
implementation of a tax planning opportunity, the costs themselo not form part of income tax
expense.

Question 7 — Uncertain tax positions

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

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

We agree it is appropriate to assume that the tax aiythol examine the amounts reported by
an entity and have full knowledge of all relevant informativhen measuring current and
deferred taxes. However, we dot agree with the measurement aspects of this proposal.

The use of a probability- weighted approach to measureiedwidual item included in the tax
return produces an outcome in respect of each itemaiedy represents any particular expected
outcome. In other cases, uncertainties in respeotofidual items included in the tax return will
be expected to be settled with tax authorities on anéggde’ basis, i.e. in relation to the tax
return as a whole. We find that this is common practicesaanany jurisdictions.

Income taxes are a complex area for many companies and eechible measurement proposed
by the ED is both onerous and, in our view, inconsisteitt thie relevance and reliability
characteristics of thEramework

Recommendation

We recommend that uncertainty in the measurement of etaxes should be determined using a
basis largely consistent with IAS Brovisions, Contingent Liabilities and Contingent Assets

Around the world, there are numerous approaches to thetiesabf uncertainties by the relevant
tax authorities. At one extreme, some tax authoresider each tax amount (deduction or
income) on its own merits and either allow it or nathaut any scope of a negotiated settlement
(i.e. a ‘binary’ outcome).

Conversely, other tax authorities will seek to revieveatity’s tax affairs for a period or a
number of periods and reach a negotiated settlementheithntity in relation to the various
uncertainties in those periods.
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In our view, the measurement of uncertainty in relationcome taxes should reflect the
economic reality of this diversity.

Accordingly, we believe any final Standard resulting fritn@ ED should clarify:

» uncertainty is measured by reference to a unit of ataohich reflects how the entity
expects to settle its uncertain tax positions with thevaat tax authority in each
jurisdiction in which it operates

» the amount ultimately recognised should reflect the possiitome (on the basis of the
unit of account) which is ‘more likely than not’ of aatly occurring from that settlement
process with the tax authority.

The following examples illustrate how this approach woulddied:

* in a simple tax uncertainty where, for example, eachqodat deduction will be
individually considered by the tax authority and either smstbor not, this approach
would result in measurement of the uncertainty atetel lof each deduction and
recorded at the most likely outcome (nil or the full amairthe deduction, whichever is
more likely than not)

» if a taxing authority is expected to reach an negotisg¢titement with the entity at an
‘aggregate’ level (e.g. the tax return as a whole)mbasurement would reflect the
aggregate settlement which is more likely than natcoirring at that aggregate level, i.e.
considering the uncertainty in respect of the tax retaram&hole, rather than individual
assessments of outcomes that might occur in relaticectoieem included in the tax
return.

We also believe this approach is consistent with thesEDproach to the determination of the
valuation allowance for deferred tax assets, which alepta a ‘more likely than not’ approach.

Other guidance and improvements
Additional guidance is also required in the following areas

» the treatment of ‘highly certain tax positions’ — considerashould be given to not
applying the uncertain tax position requirements to thesesiso as not to add undue
burdens in documentation

» providing clarification and illustrative examples regardiransactions that cross tax
jurisdictions, such as transfer pricing, the impact of “cetapt authority”, and foreign
exchange — the outcome in one area will have a ‘flow on’ itipagther areas

* how ‘tax planning strategies’ should be taken into accouassessing uncertainties — in
this regard, guidance should be included on whether, andhisv the impact of ‘tax
planning strategies’ or elections available to the entibukl be taken into account in the
measurement of uncertain tax positions.

In addition, we strongly suggest additional guidance be indludeslation to the recognition and
measurement of income tax-related interest and pensdtaged to uncertain tax positions as the
ED is currently silent on this matter. Additionallyh&re interest and penalties are presented
together with income taxes, it is unclear whether any iritetesient that is itself deductible for
tax purposes is included on a gross or net of tax basis.

Furthermore, the general disclosure requirements of ther&EDnclear about exactly what
disclosure the IASB is expecting entities to make intieiao uncertain tax positions. It is
important that an appropriate balance is found in foatmg the volume and detail of the final
disclosures required. We recommend any final Standeadlgloutlines the natures of the
disclosures required. However, we strongly recommend agiodures be made on an
aggregateddasis, not for individual tax deductions or other amounts ewnecertainty exists.
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Question 8 — Enacted or substantively enacted rate

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

Do you agree with the proposals? Why or why not?
We agree with this proposal.

Consistent with the Board’s usual practice, we recommtiggidhe references to specific
jurisdictions in relation to this matter be removed, ascranges in procedures or laws in the
cited jurisdictions may necessitate a revision to the @tand-urthermore, there are other
jurisdictions (i.e. other than the US) where it might d&ls@ppropriate to wait for enactment
before reflecting a change in tax rate. Accordingly veememend the Board delete the following
sentence in the final Standard:

In the US tax jurisdiction, substantive enactment is only achievedamineent.

However, this does not preclude clarification in the forrigpothetical’ examples illustrating
common legislative processes (not mentioning any actual jeticaall from being included in the
guidance that illustrates when a tax law is enactelilestantively enacted.

Question 9 — Sale rate or use rate

When different rates apply to different ways in which anentity may recover the carrying
amount of an asset, IAS 12 requires deferred tax assetnd liabilities to be measured using
the rate that is consistent with the expected manner oécovery. The exposure draft
proposes that the rate should be consistent with theeductions that determine the tax basis,
i.e. the deductions that are available on sale of thesset. If those deductions are available
only on sale of the asset, then the entity should udeetsale rate. If the same deductions are
also available on using the asset, the entity should ug® rate consistent with the expected
manner of recovery of the asset.

Do you agree with the proposals? Why or why not?
Consistent with our views on question 1, we disagrele this proposal.

The assumption of the sale rate in the circumstanass isitarbitrary and conceptually difficult to
justify as it can produce a deferred tax balance that doerepresent an actual tax outcome the
entity could reasonably anticipate.

In the event the proposed requirements are retained pwiel wrefer additional guidance be
provided on how to determine the appropriate rate to applg.rationale for the requirements of
paragraph B29, its interaction with requirements of pagagd5(a) and its application, are
difficult to understand and apply in practice. For examplsituations where the recovery of an
asset is partially exempt from tax on sale, it is umaldgether the carrying amount of the asset
should becomponentisetb achieve an outcome which is logical and reflectivihefactual tax
consequences expected. Further discussion on this canrakeificAppendix 3.

Question 10 — Distributed or undistributed rate

IAS 12 prohibits the recognition of tax effects of digibutions before the distribution is
recognised. The exposure draft proposes that the meagment of tax assets and liabilities
should include the effect of expected future distribtions, based on the entity’s past practices
and expectations of future distributions.

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

We do not agree with this proposal. The impact offhaposal on an entity that is always
expected to distribute a specified percentage of profitsilply to meet a legal, constitutional,
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taxation or other requirement, may be easy to apply and tzdérsiowever, for other entities
the proposals may be very onerous to apply and result inmafmn that is not easily understand.

Many entities do not have a policy to distribute a fixect@eatage of profit. In fact entities may
commonly have a policy to deliver a constant growth ratkwidend per share year on year. So
even though profits fall in one particular year the entity; wibject to any legal requirements,
maintain the dividend level, and in other years of incret@sefits may not increase dividends.

To apply the proposals in the ED it would be necessamyréadst the profits for future years,
determine the likely dividend level for each year and determiva percentage of profit that
represented. A ‘mixed’ tax rate reflecting the proporobprofits to be distributed and retained
would be determined for each year. (This assumes paoétpaid out of profits generated in that
particular year, but if losses are forecast in any yleadetermination is even more complicated.)
There would be a different expected rate to apply gaah because in one year say 30% of profits
may be expected to be distributed and in the next 25%. Tordetethe deferred tax balances it
would be necessary to schedule out the expected reveedbieshporary differences to apply the
‘mixed’ rate expected to apply for a particular year.

The resulting effective tax rate will be different frgmear to year. In addition to being very
onerous to calculate, it will be difficult to explain teiective tax rate.

Recommendations

We believe that the current requirement to use the taapgiecable to undistributed profits
should be retained, with the requirement to disclose thadtof any distribution as this provides
meaningful information to users.

The Board have indicated that this proposal was intetwdezbult in more useful information for
‘quasi-exempt’ entities such as real estate investmergtst In many jurisdictions such entities
are required to distribute a certain level of profit®ider to maintain their effective ‘tax exempt’
status. We agree that more useful information foretleedities would be provided by not
recognising a possible tax consequence that is not exgeatedur, which the Board seeks to
achieve by taking into account the effect of expectéaaréudistributions on the tax rate that is
expected to apply.

However a similar outcome could be achieved by considémmtpss of the effective ‘tax
exempt’ status not as a change in the base tax rate Ieit &sta change in tax status which is
only recognised in the event that the relevant tax regeainés are not met and the entity’s tax
exempt status changes. This would also require defexduhlances to reflect any conditions
necessary to maintaining the entity’s current tax status.

It is also noted that in some jurisdictions, more thesh the tax rate is impacted by the loss of ‘tax
exempt’ status. Failure to comply with the relevant regoants might also affect the entity’s tax
values, the manner in which transactions are taxedde.gevenue or capital account, or how
gains/losses are calculated), trigger a penalty payb@ssd on the market value of assets, or
other effects. It is unclear how these additional consequehoes paying a distribution should
be treated under the ED’s proposals. However, under thea#eapproach suggested above,
such effects would only be recognised in the event thatathexempt’ status was lost such that a
change in ‘tax status’ occurred. Complimentary disclasooald be required for the entity to
explain the entity’s tax status, any key conditions that in@snaintained to retain that tax status,
and the consequences in the event that those key conaitenst met.

Question 11 — Deductions that do not form part of a tax basis

An entity may expect to receive tax deductions in the fute that do not form part of a tax
basis. SFAS 109 gives examples of ‘special deductions’ azhié in the US and requires that
‘the tax benefit of special deductions ordinarily is reognized no earlier than the year in
which those special deductions are deductible on thex return’. SFAS 109 is silent on the
treatment of other deductions that do not form part of atax basis.
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IAS 12 is silent on the treatment of tax deductions thado not form part of a tax basis and
the exposure draft proposes no change.

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

We do not agree with the ED remaining silent on this isJumee treatment of additional
deductions is a difficult area and there is significiwersity in practice; accordingly, guidance
would be useful. However, we do not believe that inagks, deferring recognition of the
deduction until it is claimed in the tax return is an appate recognition criterion for such items.

It can be difficult at a conceptual level to reconciledtiference between a special deduction and
a tax credit in relation to assets and liabilitiesbath produce an equivalent economic outcome in
substance. In some cases, a special deduction or taxmoegditave the effect in substance of
reducing the effective tax rate applied, or expected tgplkea, to a particular income tax year.

In other cases, these items may effectively be a govertrgnent for the acquisition of certain
assets or the undertaking of certain expenditure. Eledimible to the entity also impact the
outcomes in many cases.

We recommend the Board develop guidance on accounting & ieens and establishes clear
principles, definitions and guidelines. This should incldetils as to how these items should be
classified between tax credits, investment tax creddsspecial deductions’ and, how each
should be appropriately recognised and measured. Furtbematfon on our view regarding the
treatment of tax credits can also be found in our resgor@aestion 2.

Question 12 — Tax based on two or more systems

In some jurisdictions, an entity may be required to payax based on one of two or more tax
systems, for example, when an entity is required to pay ¢hgreater of the normal corporate
income tax and a minimum amount. The exposure draft proposethat an entity should
consider any interaction between tax systems when measiy deferred tax assets and
liabilities. (See paragraph BC89 of the Basis for Conclusns.)

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

Whilst we support the application of the proposed requirrniemelation to tax systems where
the rate of tax applied depends on a particular factoh @sithe level of taxable income), we
believe the wording of the requirements could potentialpfo@ other arrangements where there
are two quite distinct tax systems which are indireatlyed in some way.

For example, production taxes are paid as a form of addlttax on the profits of oil and gas
companies in a number of jurisdictions. It is quite comfonthese taxes to be determined on a
basis that is very different from ‘normal’ income tax (eétg upfront full deduction of capital
expenditure) and additionally, the production taxes paid ardlyisleductible against ‘normal’
taxable profits. Where the production tax is considered smbecome tax, is it unclear how the
proposals would be applied, i.e. should an ‘aggregatebetietermined and applied to the
temporary differences arising, or should separateatxlations be performed for each tax
system?

Similar issues arise where income is subject to withholi@iregs in one jurisdiction but income
taxes in another or where the operations of branches aretsiabjeore than one taxing authority.
In these cases, it is unclear whether an entity is ntearalculate deferred taxes on an
‘aggregated’ basis, or whether separate calculationequé&ed. Again, the practical application
of an ‘aggregated’ approach is problematic because the texams, methodology and timing
may be very different between the jurisdictions seekingxdhe activity.

We believe this requirement, if retained, should befEdrand limited in scope to make it clear
when an ‘aggregate’ approach is required. Additionalaqnad needs to be given as to when two
tax systems are sufficiently related to require Hggtegate’ approach.
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Question 13 — Allocation of tax to components of comprehensiveacome and equity

IAS 12 and SFAS 109 require the tax effects of items recagad outside continuing
operations during the current year to be allocated outsideontinuing operations. IAS 12 and
SFAS 109 differ, however, with respect to the allocation déx related to an item that was
recognised outside continuing operations in a prior yearSuch items may arise from changes
in the effect of uncertainty over the amounts reportedd the tax authorities, changes in
assessments of recovery of deferred tax assets or changetsx rates, laws, or the taxable
status of the entity. IAS 12 requires the allocation oduch tax outside continuing operations,
whereas SFAS 109 requires allocation to continuing operatignwith specified exceptions.
The IAS 12 approach is sometimes described as requig backwards tracing and the SFAS
109 approach as prohibiting backwards tracing.

The exposure draft proposes adopting the requirements inFAS 109 on the allocation of tax
to components of comprehensive income and equity.

Question 13A
Do you agree with the proposed approach? Why or why not?

We do not agree with the proposed approach. We believe ‘bad&wracing’ is conceptually
superior to the US GAAP approach and recommend the approdehexisting 1AS 12 be
retained.

Question 13B

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

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

In light of support for the existing IAS 12 approach to thsie, we have no comment on this
guestion.

Question 13C

The exposure draft also sets out an approach based on th&S 12 requirements with some
amendments. Do you think such an approach would give mewseful information than the
approach proposed in paragraphs 29-34? Can it be applied caistently in the tax
jurisdictions with which you are familiar? Why or why not?

As noted above, we prefer the ‘backwards tracing’ concept tethimed. Whilst there are some
practical difficulties in the application of those regmirents under the existing IAS 12, we do not
believe the practical difficulties are sufficient to wantran approach which is difficult to support
from a conceptual viewpoint.

However, we acknowledge that guidance may need to be given oa Yalwation allowance is
allocated between the components of the financial satsnm the event the ‘backwards tracing’
requirements are retained.

Question 13D

Would the proposed additions to the approach based on thAS 12 requirements help
achieve a more consistent application of that approach®hy or why not?

In light of support for the existing IAS 12 approach to tk&ie, we have no comment on this
guestion.
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Question 14 — Allocation of current and deferred taxes witl a group that files a
consolidated tax return

IAS 12 is silent on the allocation of income tax to entés within a group that files a
consolidated tax return. The exposure draft proposes tha systematic and rational
methodology should be used to allocate the portion of the irant and deferred income tax
expense for the consolidated entity to the separate ordividual financial statements of the
group members.

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

We agree with the proposals, but we understand the limétiedlenof the proposals may result in
calls for further guidance. Should this occur, we belibeeBoard should consider the impacts of
any such guidance on different regimes so that sersiftd®mes can be achieved in each
jurisdiction. In particular, we believe that the proposaisuldnot apply in jurisdictions where
some group relief is permitted (e.g. the transfer oldases between entities in a group), but each
entity is assessed separately for tax in the fistaince.

Question 15 — Classification of deferred tax assets and liaitigs

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

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

We disagree with this proposal.

Temporary differences may ‘reverse’ in a particularqeebut be expected to be replaced with
equivalent temporary differences by the end of the periamt example, accrued expenses may be
deductible for tax purposes when paid, but a similar levatofuals are expected at the end of
the next period. It is somewhat unclear whether the EDdv@gjuire the amount to be classified
as current to be determined by reference to the underlyangad@t the reporting date (so entirely
shown as current), or the impact on future tax paymentglfwheans only the any expected
reduction net change in the deferred tax amount, if arspagn as current)?

We also note the ED’s calculation methodology of relying on$bkaraption of sale or settlement
at the reporting date may not accord with the entityjseetations as to reversal of the related
temporary differences. In these cases, it will bicdit to determine how much of the overall
temporary difference should be classified as currecabse there may be no rational basis for
making the determination, i.e. the temporary differenitldo@ar no relationship to the current tax
implications in the subsequent reporting period.

Accordingly, in light of the complicated nature of the oédtions required and the lack of
meaningful information provided by arbitrarily bifurcating amts between current and non-
current, we believe the existing IAS 12 approach shoulétaéed.

Question 16 — Classification of interest and penalties

IAS 12 is silent on the classification of interest angenalties. The exposure draft proposes
that the classification of interest and penalties shdd be a matter of accounting policy choice
to be applied consistently and that the policy chosen stld be disclosed.

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

We agree with the proposals, particularly in light of Bi2is proposals for the measurement of
uncertain tax positions. In many jurisdictions, uncertanpositions are settled on a ‘net’ basis
that includes the tax avoided and the associated intmdgtenalties and providing entities with
the choice of presenting such settlements as a singlenhimaancome tax expense avoids the
need to undertake arbitrary allocations.
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Question 17 — Disclosures

The exposure draft proposes additional disclosures to makenéncial statements more
informative. Do you agree with the proposals? Why or why not?

The Board also considered possible additional disclosureslating to unremitted foreign
earnings. It decided not to propose any additional disclosunequirements. Do you have any
specific suggestions for useful incremental disclosures this matter? If so, please provide
them.

We generally agree with the disclosures proposed as wew®éhey provide relevant information
for users.

Our concerns regarding the proposed disclosure requirefoeniscertain tax positions are
outlined in our response to Question 7.

In relation to unremitted foreign earnings, we belidweedxisting disclosure requirement around
this item is itself onerous as the calculations requioedetermine the temporary difference is
onerous in some cases (as discussed in our response tmQ4destAccordingly, we would
prefer any disclosure in relation to unrecognised defessesbtassociated with investments be
limited to a narrative of the nature of the tax exposure ofahsolidated group and how any tax
amount would be determined, without providing details oftieunt of those temporary
differences or deferred taxes.

The proposed disclosures in paragraph 48(g) are also aércoas the entity affected may not
have access to the information necessary to collaiigblesures in some cases, i.e. where the
tax bases are effectively dependent upon the tax statusemtiored of the investors in the entity.

Question 18 — Effective date and transition

Paragraphs 50-52 of the exposure draft set out the proposed tratnsn for entities that use
IFRSs, and paragraph C2 sets out the proposed transitiomf first-time adopters. Do you
agree with these proposals? Why or why not?

We agree with the proposals, subject to our comments below.

In relation to the proposals for first-time adoption un@&$ 1, we believe it is appropriate to
include the impact in opening retained earnings as to amtjust accounts would be too onerous
and complicated. Taken in the context of the overall ifianal adjustments an entity may make
on applying IFRS 1, the impact of alternate approaches watlgroduce information that is
more relevant and reliable than the pragmatic approachgedpo

Furthermore, the application of the proposed IFRS 1 exemptigmédeexisting ‘day 1’ temporary
differences that have arisen on the initial recognitiomadsset or liability is unclear. The
proposals require an entity to assume the asset wasapactfor the amount determined under
the measurement provisions of IFRS to remove the entityfgpiex effects. However, it is
uncertain how the entity-specific tax effects in this eghshould be determined at initial
recognition and whether it is, the net residual cumulatifect on the date of adoption, or
something amount. We recommend a clear example be proNitchting this requirement..
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Appendix 2 — Common areas of difficulty in applying IAS 12

As noted elsewhere in this letter, we believe the propcaledlation methodology in the ED and
its reliance on an assumption of sale at the reportitegisidlawed, does not produce meaningful
outcomes and is unhelpful in addressing the issues commasihgarnder IAS 12. We would
instead prefer the existing ‘management intention’ approacetained and specific guidance be
developed to eliminate existing uncertainties in applyingapproach.

This appendix outlines some of the common issues arising undexishiag IAS 12 and our
recommendations as to how those issues might be resolved.

Scope

The ED provides limited additional guidance on the typegpeérnment imposts which are
considered income taxes and so subject to the requirefetiie ED. The recent IFRIC agenda
rejection statement on this matter has been incorpairgtethe ED without any additional details
as to how the guidance might be applied.

Notwithstanding the additional guidance, there are a nuoflgovernment imposts which cause
difficulty in this area, including:

* ‘tonnage taxes’ applied in lieu of income taxes (some lentieims$elves to an income tax
analogy, while others are clearly not akin to income taatlat

» withholding taxes on interest and royalties (which impaceffextive tax rates of
affected entities and may undermine comparability)

* resource rent taxes (which are a form of ‘economic rentékhibit characteristics of an
income tax)

* resource royalties and production sharing arrangementsh\w&ircmimic resource rent
taxes in some cases).

We recommend the Board incorporate more guidance on hdeteomine whether particular
imposts are income taxes.

Calculation methodology

We recommend the existing requirements of IAS 12 be moddieequire, in jurisdictions where
the recovery through use and sale are taxed under diffecembéntaxes with no interaction or
offset (e.g. balancing adjustments), to require at’sgliassets and liabilities into their component
tax consequences and then apply an ‘expected to afketti¢gprofit’ test to each component.

This approach would then separately reflect the aciypated tax consequences arising from the
recovery or settlement of assets and liabilities, whiabur view is more consistent with the
objectives stated in the ED.

For example, if for a particular building there is no iation of use and sale taxes, the carrying
amount of a building would be bifurcated into the amount eggeto be recovered through use
(revenue) and the amount recovered through sale (capiabth of these components would then
be compared to the tax basis (future tax deductions orsabdesmounts) expected in relation to
that component and separate deferred tax calculations mpeddor each component.

This approach allows management intention to be modaydauilt into the deferred tax
calculation and produces an outcome which better refleetadtual expected tax consequences
from the recovery or settlement of assets and liabilities

Where the asset or liability was expected to be fultpvered or settled only with one tax
consequence, only one deferred tax calculation would be e€geirg. an asset expected to be
fully used and recovered on ‘revenue’ account with would bhasiagle revenue tax base.

We believe this approach produces an outcome that is magsteon with the objective of
recording the tax payable or recoverable in future periodsesult of past transactions or events.
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This is because the amounts recorded using this approaciceraxd outcome more closely
reflecting the expected future tax cash flows and thergiaades a better basis for users to
make informed decisions about the taxation consequencestitiyee®pects.

We also believe this approach, together with our othemmemndations elsewhere in this
appendix, would assist to resolve many of the interpretatissiaés arising under the existing
IAS 12.

Tax items effectively incorporated into goodwill or arising from‘'séep ups’ to tax basis
resulting from transactions not recognised under IFRS.

In many jurisdictions, tax deductions (often in the fofrdepreciation or amortisation) arise in
relation to business combinations where a separate, ardgiffasset is not recognised when
accounting for the business combination under IFB8s3ness Combinations.

In these situations, the amount giving rise to the tax dendluist often effectively recognised as
part of goodwill for accounting purposes. The question thearbes whether the benefit of the
deduction should be recognised as:

* a separate deferred tax asset as part of accountitigefbusiness combination, or

» ‘attached’ to the goodwill as part of the tax basis ofgihedwill, which may impact the
recognition of deferred taxes in future periods due togbegnition exception for
goodwiill.

Similar issues can also arise from ‘statutory’ mergermdemergers, re-domiciling of an entity and
other transactions which are not accounted for under BB# which affect the tax values of the
entity’s assets (sometimes referred to as a ‘step upkibasis), liabilities and equity amounts. In
some cases, the taxing authority may recognise an aabéitylior other deduction that is not
recognised for accounting purposes.

In these cases, the question becomes how to account foerteit of the ‘step up’, particularly
for items not recognised for accounting purposes.

In our view, the most appropriate method of accountingiiegd items is to recognise a separate
deferred tax asset as we believe it better reflectsdbeomic substance of the nature of the
deductions available.

The existing IAS 12 is unclear on this matter and wemsnend the IASB provide guidance on
this matter.

Investment properties

There is a lot of uncertainty around the calculatiodesérred taxes arising in relation to
investment properties are accounted for on the fair \@ses under IAS 4thvestment
Properties and diversity has developed in practice.

The key issues arising are as follows:

* whether it is possible to assume the expected methodamfamgcis ‘hold and then sell’,
i.e. none of the carrying amount of the investment propemrypected to be recovered
through ‘use’

* how deferred taxes are to be calculated where investnmggmies are held in ‘shell’
structures that eliminate, or effectively indefinitelfetetaxes on sale.

We recommend the Board reconsider these two issues andmavetinciple reflecting the
substance of the future tax consequences expected.

The key issue in this area is how the concept of ‘fdire’as determined where there are multiple
tax consequences and potentially conflicting requireésneetween IAS 12 and other Standards
(particularly IAS 40). The fair value determined on the igpfibn of IAS 40 is effectively a ‘net
of tax’ fair value but IAS 12 would then seek to separatetdypgnise the deferred tax
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consequences, potentially leading to double-countingthier cases, the deductions available on
use and sale can be quite different.

In light of these conflicts, we recommend the Board imptertiee following interim solution
whilst the longer term income tax project proceeds:

» arebuttable presumption be introduced that investment prapersigion-depreciated
assets, be expected recovered fully through sale, uhkegstity is able to illustrate
otherwise, e.g. the investment property is being rentedtvawaiting redevelopment
which involves the demolition of the structure

» the expected method of ultimate disposal should be reflectbeé deferred tax
accounting calculation, i.e. if the asset is expeadiktsold in a ‘shell’ structure
(effectively as an ‘asset’ rather than as a ‘busineg)tax consequences of selling the
investment property in that ‘shell’ structure be recognésedeferred tax

* any revenue deductions available be accounted for by apphengcommended
calculation methodology outlined above.

This guidance would achieve consistency in application oétigting IAS 12, eliminate the
potential conflict between IAS 12 and IAS 40 and resudinroutcome best reflecting the actual
tax consequences expected by the entity.

This approach is also superior to the ‘assume sabpatting date’ approach in the ED as it
provides a mechanism (through the ‘rebuttable presumptioaydim many of the unusual
outcomes resulting from applying the ‘rule’ in the ED, and auidhily reflects the actual tax
consequences expected.

Intangible assets

Deferred tax issues arising in relation to intangibletass® in many ways similar to the
investment property example noted above.

Common areas where interpretational difficulties ariskide

* intangible assets without tax depreciation availablewith yield taxable profits by
being employed in the business, e.g. brand names

» intangible assets which are not amortised for accogmiurposes as they are considered
to have ‘indefinite’ useful lives, but which have tax deprameavailable (sometimes
referred to as ‘black hole expenditure’)

* intangible assets arising in business combinations thadtigeparately acquire a tax
value (as the tax basis is effectively ascribed to titieyeas a whole).

We do not believe the ‘assume sale at reporting date’ gssumproposed in the ED suitably
rectifies these issues as it can result in outcomésithaot represent any actual tax consequence
expected.

Instead, we recommend the Board implement the followirggimtsolution whilst the longer term
income tax project proceeds:

» the principles of SIC-21 be extended to intangible assetsvddfinite useful lives, i.e.
these assets are presumed to be recovered throughdalet aise

» other intangible assets be assessed by reference tmohgsation calculation, i.e. the
depreciable amount is recovered through use and the regidualthrough sale

* any revenue deductions available be accounted for by apphengcommended
calculation methodology outlined above.
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This guidance would achieve consistency in application oétigting IAS 12, eliminate the
potential conflict between IAS 12 and IAS 38 and resuftriroutcome that best reflects the actual
tax consequences expected by the entity.

Investments in subsidiaries

The determination of the ‘outside basis difference’ iatieh to investment in subsidiaries can be
problematic in practice. The carrying amount of investmeautseffectively be recovered in
many ways (e.g. sale, liquidation, distribution, retwheapital). The determination of
management intention and the various methods of recovprghtematic in cases where
management intends to effectively ‘hold’ the investment indefy.

We do not believe recognising the tax consequences of dhkesia circumstances (as is proposed
by the ED) best reflects the actual tax consequences egpeciess the entity clearly intends to
realise the carrying amount of the investment in this manner.

Instead, we would prefer the Board provide guidance ondm\mdefinite’ intention to hold a
subsidiary is taken into account when deferred tax aticgunin many cases, entities will utilise
all available tax structuring opportunities to minimisedah@unt of tax that might ultimately be
payable on disposal of a subsidiary, e.g. it is commoaorregurisdictions for tax-free
distributions to be paid for all retained earnings priorispasal. We believe entities should be
able to take these tax structuring opportunities into acesien determining the amount of
deferred tax to recognise, so long as those opportuniBesiarently available to the entity. To
this end, we recommend the existing guidance on ‘minimramounts of tax included in IAS 12
in relation to associates be extended to subsidiaries.

However, a further complication arises as a the resutteoBbard’'s recent amendments to IAS 27
Consolidated and Separate Financial StatemantsIAS 18Revenugrequiring all distributions

to be recognised as revenue. These amendments have adtledaddohcertainty in how to
recognise the tax consequences of investments in subsidiesigsarate financial statements as it
might be argued the carrying amount of the investment tdenecovered through ‘distribution’,
even though such a distribution may directly lead to the rettogrf an impairment loss on the
application of the related amendments to IASr3fairment of AssetsWe recommend the Board
consider these impacts and provide clear guidance on howedkfar accounting should be
performed for investments in separate financial statesnen

24



Appendix 3 — Jurisdictional and general examples where thtsales basis”
approach proposed by the ED produces unusual outcomes

We have identified a number of examples that illustifaeegoroposals in the ED can result in the
recognition of deferred tax balances that do not reflecatkieipated tax consequence which
triggered the deferred tax calculation under paragraph 12(a¢ &D.

The following are some examples of potentially countariine outcomes occurring as a result
of the assumption of sale in determining the tax basis aaet as proposed in the ED:

New Zealand

Capital gains in New Zealand are generally exempt feomtion. The assumption of sale
requirement, combined with the ‘rule’ deeming the tax badetequal to carrying amount where
sale would not give rise to taxable income, would mearmporary difference arises in respect
of these assets. Accordingly, no deferred tax woulebegnised even though expected tax
consequences arise through use.

However, some assets are permitted tax depreciation asséeis being used and this
depreciation is ‘recouped’ on sale, i.e. a taxable aimauses where the proceeds on sale exceed
the tax written down value, but only to the extent of the maigourchase price. In this case, the
application of the ED’s requirements is unclear (partitylde interaction of paragraphs 15(a)
and B29 of the ED) and may lead to the recognition of aréefé¢ax liability even though the
amount of any revaluation in excess of the original cagrgimount is expected to be recovered in
a tax exempt manner (i.e. sale). Our concerns abaeutréaitment are explained further in
Appendix 4 in our comments on the lllustrative Examples.

Hong Kong

The sale of certain properties in Hong Kong is exempt feoqation, but tax depreciation is
permitted from ongoing use. Under the ED the tax basis wouddtbequal to carrying amount
and no deferred tax would be recognised, even thoughcataequence would be expected in
future periods from use of the asset.

Australia

Certain ‘pre capital gains tax’ assets in Australiaexempt from taxation on sale and on
occurrence of other ‘capital gains tax events’, but incomm fongoing use is taxable and some
tax depreciation is permitted.

Additionally, the tax-consolidation regime in force in Aasir has the effect of ‘pushing down’
the cost of a business combination to the underlying assetisiaifities acquired. The effect is
that assets obtain a tax basis close to fair valua/igh is often on ‘capital account’ such that
the deduction is only realised on sale (or if other tax svactur).

As with the other examples, no deferred tax is recognised,teeagh future tax is expected
under paragraph 12(a) of the ED.

Canada

In Canada, there is a ‘cumulative eligible capital’ cgricesains tax on the sale of cumulative
eligible capital are inclusions in taxable income. Irtipalar, only 2/3 of 75% of the gain is
included in taxable income; therefore, is the remaining 26@sidered to be a tax deduction for
the purposes of computing tax basis? Furthermore, cumuléiiildescapital might relate to
certain intangibles which are rarely sold. Applyingékposure draft requirements will result in
the acquiring entity recording a deferred tax liabilitgttwill approximate one-half of the
company’s actual tax exposure,

Additionally, the Canadian income tax mechanics could resaltpartner paying less tax on the
sale of its partnership interest as a whole rathertti@mpartnership selling the underlying assets,
despite the fact that the partner is directly exposele underlying tax consequences of the
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partnership’s assets and liabilities; if the exposurd drafterpreted to require determination of
tax basis on the assumption the partner will sell its pastieinterest as a whole (rather than the
underlying assets), it would often result in the parteeording deferred taxes that are lower than
its actual tax exposure, considering the partner generallgtsxihe partnership to use the
underlying assets rather than sell them. .

United Kingdom

Under the UK tax system, many buildings, such as industriibgs, do not receive any tax
depreciation but costs and an indexed cost is deduchbléimate sale of the building or if it
becomes worthless as a ‘negligible value claim’. In n@ses, the building is used until it has
negligible value, during which time taxable profits are gateet as it is used. However, the
application of the sale assumption under the ED will genermsdlyltrin the recognition of a
deferred tax asset for the full sales tax basis in exalethe carrying value, the reversal of which
would produce a capital loss, which would, with possitded a corresponding valuation
allowance.

Recovery of the corporate shell versus underlying asset

In many jurisdictions, assets are commonly held and triadtedrporate shells’ or similar
vehicles. There is commonly no history of the sale oftaskgposed other than within the
corporate shell and the tax consequences of doing so maytmthaclear in the relevant
jurisdiction, or alternatively the deductions permitted alle snay be punitive and never be
expected in practice. However, the sale assumption wouldedfese punitive consequences to
be recognised as deferred tax.

Capitalised research and development costs taxable upon sale

A deduction for research and development is permitted my fogisdictions. Commonly the
expenditure is expensed for accounting purposes but deductibla pgeod of time (e.g. five
years) for tax purposes, sometimes on an ‘inflated’ bagis deduction of 150% of expenditure).
In some jurisdictions, in the event that the entity shksresearch and development project to
another party, the entitlement to deductions ceasesftandtbe proceeds are fully taxable. In
these cases, the ‘assumption of sale’ would produce a texdbad. No deferred tax would be
recognised even though the entity has a carried forwaitteenent to tax deductions.

The ED includes specific guidance on how to determinétheasis for items that do not have a
carrying amount in the statement of financial positjgarggraph 16). However, there is no clear
justification as to why the assumption of sale or settigraereporting date is not applied for
these items.

Outside basis differences expected to reverse through distnbuti

In a number of jurisdictions, it is common for distributiguagd from certain subsidiaries to their
parents to effectively be non-taxable. When accountinthéomvestment in the subsidiary in the
consolidated financial statements, the reporting entéty have the intention to fully or partially
realise the investment using tax-free distributions.

Under the proposals in the ED, if the aggregate carryingiaiad the net assets of the subsidiary
is expected to be fully recovered through distribution (otlar non-taxable transaction), it might
be argued that the requirements of paragraph 10 would iresaltdeferred taxes being
recognised.

Conversely, if the aggregate carrying amount of the setssf the subsidiary are omgrtially
expected to be recovered through non-taxable distributiongaatidlly through a taxable
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transaction (e.g. taxable capital gain or taxable distob)tthe requirements of paragraph 10
would not apply and a deferred tax calculation would beired to be performéd

Where a deferred tax consequence is expected, the taxubadis the outside basis difference
calculation would be determined by reference to sake deductions available on sale are likely
to be different from those arising from ‘use’ (recovemptigh distribution) and accordingly, the
sale rate might be applied to the entire temporaryrdifiee (applying paragraph B29 of the ED)
and a deferred tax liability recognised for the full extdithe temporary difference.

This deferred tax liability might not represent an acexalected tax outcome because the
temporary difference may be expected to reverse omuevaccount partially in the form of a
non-taxable distribution and partially in the form of a taxaéfalasaction. This contrasts to the
situation where the entire amount is expected to be remdueia non-taxable manner on revenue
account (even though sal®uld have a tax consequence) where no deferred taxes would be
recognised.

Example 11 in th®raft flowchart and illustrative examplates not address this issue but notes
that any taxes payable on a distribution declared should bgmeed by the investor, even
though the tax consequences of the distribution receivablke tel the parent’s individual
financial statements rather than the outside basirdiite in relation to the subsidiary.

2 Itis also noted that paragraph 19 of the ED mighthd as implying that paragraph 10 does not apply

to deferred taxes arising in respect of investments irdiabies and joint ventures. It is unclear
whether this is the case and there is no other guedamé&iow temporary differences arising from
outside basis differences on investments in subsidianiégoint ventures are to be determined.
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Appendix 4 — Additional comments on the ED’s proposals

The following are additional comments and suggested edibbidages we would like the Board
to consider in the event it chooses to proceed towardndigshtion of a Standard on income
taxes.

Structure of the proposed Standard
The structure of the proposed Standard is not optimal.

To understand the key requirements, the main body of tine&@thmust be read in conjunction
with the application guidance in Appendix B. In many casesBoard’s intention is unclear
without reading the information contained in the Basis fandisions, meaning that too many
basic principles are not contained in the body of the proposad&sth

We recommend the Board reconsider the structure of amlyStandard and incorporate the key
requirements into the main body of the Standard. Thismean the majority of the existing
content in Appendix B (application guidance) is either ipotated into the Standard itself or
moved to the illustrative examples. Additionally, somehefihformation in the Basis for
Conclusions and lllustrative Examples (prepared by staff)ldhxe incorporated into the main
body of the Standard where it is helpful in explaining the apgmiicaf the proposed
requirements.

Calculation methodology
In the event the ED’s proposals are proceeded with, veenreend the following changes:

* remove the assumption of sale or settlement at reportingddteemain silent on this
matter (same approach as US GAAP where the revenuedisxcha be used)

* remove the assumption of the sale rate where revenue andcdiadéales are different

» clarify how the assessment of “temporary differencas dhe expected to increase or
decrease taxable profit” is to be made

» consider using the terms ‘basis difference’ (carrying arhtass tax basis) and
‘temporary difference’ (amount of the basis differetiza is expected to increase or
reduce taxable profits in the future), as this would apieele easier to understand and
apply

* provide additional justification for, and in-depth backgroumthe Board’s deliberations
on, the selected calculation methodology and approach in tiseftwasonclusions.

Temporary differences arising on initial recognition

The operation of the premium or discount requirementsendiéemporary difference arises on
initial recognition of an asset or liability outside of asimess combination and without affecting
comprehensive income, equity or taxable profit (paragraph B@B{he ED) requires further
explanation and examples.

Example 7 in th®raft flowchart and illustrative examplegecompanying the ED seeks to
illustrate how the requirements of paragraph B13(c) of thésEpplied in practice. However,
this example is not helpful as it does not illustrateéumson where the fair value to market
participants differs from the amount paid for the asset.

We provide the following examples where this outcome occurs atipea

* under Canadian tax law, in certain circumstances, thdasec and seller can jointly
elect for an asset to be deemed to be sold and purclwseudmount equal to the
seller’s pre-existing tax basis in order not to triggeesabor the seller. A consequence of
this is that the buyer gets a tax basis lower than tlzalbéle to market participants. To
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compensate the buyer, the seller sells the asset toath@mamount less than it would if
the asset been fully deductible to the buyer

* under Australian tax law, in certain purchases of asgats dovernment entities, the tax
depreciation permitted on the asset is determined bryerefe to the written down value
of the assets in the seller’s (i.e. the government) fishnecords, rather than the amount
paid by the entity to acquire the assets. This gendrafiythe effect of restricting the
depreciation claimed on the purchased assets. Howeveg thleeassets are ‘on sold’ to
third party, the third party purchaser will be permittaxl depreciation on the full
purchase price.

Furthermore, the ED does not adequately explain how any preonidiscount arising on the

initial recognition of an asset should be accountedfter mitial recognition. In particular, it is
unclear how a premium or discount should be presentig istatement of comprehensive

income, i.e. should ‘amortisation’ of the premium or dis@t be presented in deferred tax expense
or income, apart from income taxes, or is an accountingypctoice intended. We suggest that
additional guidance and an example be included to illesthat required treatment.

The IASB will also need to consider the impact of theppsed approach on impairment testing
under the various impairment models in IFRS, including recovesahbunt testing under IAS 36
Impairment of Assets.

Tax elections

The ED does not provide any guidance on how tax electionstsheuteated and accounted for
under its proposals. Tax elections are common in many igtits and the outcomes under
various elections may be substantially different.

In some cases, tax elections may be conditional, eanaessional tax treatment that is
conditional on distributing a particular portion of profit toketiaolders.

We recommend the IASB develops a definition of ‘tax electiand determines how these are to
be accounted for, including whether, and if so, when doigaited tax election should be taken
into account in the measurement of current and deféaress.

In our view, a voluntary tax election that can be fraflgsen by an entity should be reflected no
later than the time the election is applied for (oftéi vautomatic’ approval) or included in the
tax return. However, in many cases, management woukmade a firm decision to choose a
particular election and it would therefore appear reasomalplermit current and deferred taxes to
be reflected on this basis notwithstanding the tax retuapplication is yet to be made. This is
particularly relevant in the case where a particulastiation has occurred but an election has not
yet been formally made — current and deferred taxes cheraatlculated without anticipating the
election.

It is also important that the concept of a change intetasis differentiated from a tax election
through the development of a clear principle on the nafugadah item. For instance, in many
jurisdictions, it is possible for an eligible consolidaggdup to elect to be taxed as a single entity.
It is unclear whether moving from being taxed on an individoatyeto consolidated basis should
be considered a ‘change in tax status’ or a tax election.

Tax effect of equity and ‘other’ items

The ED is silent on the treatment of the tax-effecamfity items. In addition, paragraph 14 of
the ED mentions “the tax basis of... other items” but providegunance as to what these “other
items” might be or how the tax basis of those items shueildietermined.

In some cases, an equity item may have an anticipatiec tax consequence that in our view
should be recognised in the same way as for assetsahilitidis. Examples include treasury
shares and statutory ‘taxable reserves’ recorded & (®8AP accounts that can result in tax
consequences if the treasury shares are reissuedwrdésdying item is realised through sale.
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We recommend the ED incorporate appropriate requiremeniguéaahce in relation to these
matters.

Definition of tax deduction

The ED does not contain a definition of ‘tax deduction’, hatdoncept of ‘amounts deductible’

is used extensively in the ED in relation to the deternanatdf the tax basis. We recommend the
ED provide a definition of ‘tax deduction’ and provide guidaooevhat amounts should be
considered a ‘deductible amount’

Definition of effective tax rate

Paragraph 43 of the ED defines the average effective tax\Weggecommend the Board consider
whether this definition should be conformed with the eqematequirements in IAS 3#terim
Financial Reportingor, alternatively, clearly explain any differences and #tienale for them.

lllustrative Examples

Example 15 in th®raft flowchart and illustrative examplegcompanying the ED illustrates the
outcome of applying the ED’s requirements in relationetbain assets where proceeds on sale in
excess of an asset’s cost are not taxable. The exaroplelusion is that where the asset is
expected to be used, the full amount of the temporafgrdifce will give rise to a deferred tax
liability.

We are unsure how to reconcile the outcomes in the exanpi¢heiother requirements of the
ED. Furthermore, we are unsure whether the outcomes exémple are as the IASB intends.

Paragraph 15(a) of the ED notes that where the recoveryasfsah through sale does not give rise
to taxable income, the tax basis is deemed to be equslcarrying amount. This paragraph
appears to establish a rule whereby amounts that arexable on sale create an equal ‘deemed’
tax basis.

However, it is unclear to us whether this rule should baexpf acomponenof the carrying
amount, which in the example would be the portion of theyitey amount of the asset which
exceeds its original cost. No amount of the excesging amount above the original cost can
create a tax consequence on sale (as it is exemptdsgrand if the rule in paragraph 15(a) was
applied to this component would form part of the tax basithie asset.

If the rule in paragraph 15(a) was applied, the deductionbl&to the entity from use (future
depreciation) would be different from those available oa gaiclaimed depreciation plus the
‘deemed’ excess). Accordingly, the rule in paragraph B2BeoED would not permit the
recognition of a deferred tax liability on the basis of ustha assumption of sale would need to
be applied both in the initial determination of the tax bastalso the measurement of the
deferred tax liability arising. This would give rise hetrecognition of a deferred tax liability of
CU12 (40 temporary difference at 30% tax rate).

In the event the rule in paragraph 15(a) cannot be applieésimanner, the amount of tax
recognised on applying paragraph B29 will depend on whether diendetluctions from use or
sale arexactlythe same. Only if these amounts are exactly equigheirules in paragraph B29
give rise to the CU27 deferred tax liability illustratedowséver, even a $1 difference in the
amount of the deduction available from use or on sale waeLimably trigger the requirement
to reflect the sale consequences possible from theas$étad to the recognition of a CU12
deferred tax liability.

The fact pattern outlined in the example applies in jurigntis without a formal capital gains tax
regime, such as New Zealand. Under the New Zealand tBeusysome assets are permitted tax
depreciation and some are not. The application of the abgueements produces vastly

different outcomes on the basis of whether tax depreciatewvaitable or not and whether the
deduction available on saledgactlythe same as the deduction available from use. (Our cancern
regarding the outcomes in the situation where no depreciaterailable are highlighted in our
response to Question 1).
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It is unclear to us why the deferred tax outcome is smgly linked to the existence of tax
depreciation (or other allowances) from use, when ostgrisielED purports to focus, albeit
incorrectly in our view, on sale.

We suggest the IASB reconsider these requirements and tit@dnaes and, if they are retained, it
will be necessary to clearly articulate in the filaRB the rationale being applied and the
principle justifying this accounting outcome.

Other matters

In the event that the proposals are proceeded with, wenreend consideration be given to the
following additional matters noted elsewhere in this letter:

» the interaction of the removal of the ‘initial recognition exmeptwith the requirements
of IAS 36Impairment of Assefsee our response to Question 3 in Appendix 1)

» the application of proposed exception in respect of foreigndiabss and joint ventures
(see our response to Question 4 in Appendix 1)

* the treatment of valuation allowances against defemeddsets that arise in the context
of a business combination (see our response to QuestionAFpendix 1)

» applying the ‘more likely than not’ criterion where tax lasgax credits or anticipated
losses are able to be indefinitely carried forware (& response to Question 6A in
Appendix 1)

» guidance on the nature of costs to be taken into atedwen calculating a valuation
allowance against a deferred tax asset (see our respo@sestion 6B in Appendix 1)

» the recognition and measurement of interest and penaitietha nature of disclosures for
uncertain tax positions (see our response to Question 7 iendppl)

» the determination of the appropriate rate to apply in caloglaeferred taxes (see our
response to Question 9 in Appendix 1)

» differentiating between tax credits, investment tax credits'special deductions’, and
how each of these items should be accounted for (seesponse to Question 11 in
Appendix 1)

» the requirements around the determination of interactivaxes need to be clarified and
limited in scope, and additional guidance provided on vivvertax systems are
sufficiently related to require the ‘aggregate’ appho@ee our response to Question 12 in
Appendix 1)

* guidance on how to determine the split between the currdmamcurrent presentation
of deferred taxes (see our response to Question 15 in Appendix 1)

» the usefulness and/or onerous nature of particular disctoee our response to
Question 17 in Appendix 1).
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