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Poll — When it comes to accounting
for deferred tax, which of the
following areas do you find the most

challenging?
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Basic requirements



Definition

“Income tax payable (recoverable) in respect of the taxable profit (tax loss) for
future reporting periods as a result of past transactions or events”

In other words, accounting effect and tax effect fall into different periods

So need to identify items that are treated differently for tax and accounting
purposes



Two types of difference

* Timing differences  Permanent differences
- Generally do calculate DT - Generally don’t calculate DT



Timing differences

Differences between

- Taxable profit
and

- Total comprehensive income as stated in the accounts
Examples include

- Tax allowances v depreciation
- Unrelieved tax losses



Example 1 —tax allowances v depreciation

1 January 20X7: Entity A acquires a machine for £80,000
Eligible for 100% UK capital allowances in year of purchase
Estimated UEL.: 4 years

Estimated RV: nil

Year end: 31 December



Example 1 (continued)

Year Depreciation Tax allowances Timing difference Cumulative timing
difference

20X7 20,000 80,000 (60) (60)

20X8 20,000 0 20 (40)

20X9 20,000 0 20 (20)

20Y0 20,000 0 20 0

To calculate DT liability, apply relevant tax rate to cumulative timing
difference. Generally the rate:

- Enacted or substantively enacted at reporting date,

and

- Expected to apply to reversal of timing difference




Example 2 — unrelieved tax losses

If such losses can be offset against future taxable profits, those taxable profits
will be lower than accounting profits in those future periods

This gives rise to a DT asset

These can only be recognised to the extent that it is probable that they will be
recovered against

e Future reversal of deferred tax liabilities, or
» Other future taxable profits

May be a ‘key source of estimation uncertainty’



Permanent differences

Definition
‘differences between an entity’s taxable profits and its total comprehensive

iIncome as stated in the accounts, other than timing differences’

 Certain types of income and expenses are non-taxable or disallowable (eg
expenses for client entertaining)

 Certain tax charges or allowances are greater or smaller than the
corresponding income or expense in the accounts



Revaluations

PROPERTY, PLANT AND EQUIPMENT
INVESTMENT PROPERTIES

/)



Revaluations of PPE

Two types of timing difference

« Revaluation uplift (recognised in OCI, and subsequently depreciated through
profit or loss over UEL)

* May be differences between tax allowances and depreciation (as seen
before)

Both factors will give rise to deferred tax (liability)



Points to note

* DT is provided irrespective of whether taxable gain can be deferred or rolled
over into a replacement asset

- Eg UK holdover relief or rollover relief

* DT must always be recognised in same component of TCI as the transaction
that gave rise to the DT



Example — allocation of DT

1 January: Entity B remeasures a machine, revaluation surplus £100,000
Recognised in revaluation reserve via OCI
DT on revaluation surplus (assume 20% tax rate): £20,000

» Expense within OCI

Estimated UEL.: 40 years

» Change in DT liability on reversal of timing difference (as machine is
depreciated) recognised within profit or loss (E500 pa)



Investment property

Timing difference
* Measured at FV with changes recognised in profit or loss each period

» Current tax consequences of changes in value on likely to arise on sale of
property
Gives rise to deferred tax



Which tax rates to use

General principle: use rates expected to apply to reversal of timing difference
Must use rates applicable to sale of asset for

» Revalued non-depreciable assets (eg freehold land)

* Most investment properties
If indexation allowances are available, reduce DT



Share-based payments



Equity-settled share-based payments

Timing difference
« Usually recognise expense in profit or loss over vesting period

» Tax treatment usually very different

- Eg may receive tax deduction on exercise of options, based on intrinsic
value

Gives rise to deferred tax (asset)



Example

Start of year 1. grant share options with FV of £400,000
Vesting period: 4 years

Company expects to receive a tax deduction on exercise at end of
year 5

Expected intrinsic value of options at exercise date is estimated at
the end of:

Year 1: £420,000
Year 2: £340,000
Year 3. £290,000
Year 4: £320,000
Tax rate: 20%



Example (continued)

Year Cumulative Expected intrinsic value at Cumulative deferred tax asset (movement during
P&L charge exercise (time-apportioned) each period to P&L tax credit)

1 £100,000 £420,000 x 1/4 = £105,000 20% x £100,000 = £20,000

2 £200,000 £340,000 x 2/4 = £170,000 20% x £170,000 = £34,000*

3 £300,000 £290,000 x 3/4 = £217,500 20% x £217,500 = £43,500*

4 £400,000 £320,000 x 4/4 = £320,000 20% x £320,000 = £64,000*

« * DT asset capped at expected intrinsic value at exercise (ie the future tax
deduction)

« DT asset written off if options not expected to be exercised at all
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Groups

BUSINESS COMBINATIONS
UNREALISED PROFITS



Business combinations

No timing difference — but...

* In consolidated accounts, recognise DT on difference between:

- Value at which acquired assets and liabilities are recognised in the
consolidated balance sheet, and

- Amount that will be deducted or assessed for tax

Not tax income or expense - adjusted against goodwill



Example

 Entity D acquires Entity C on 1 January 2018

* Assume tax rate of 20%

Assetin | Book value FVinD’s Tax value DT
C inC consolidated

accounts
Building | £60,000 £70,000 Nil £70,000 - 0 = £70,000 x 20%
(PPE)
Brand Not £40,000 Nil £40,000 — 0 = £40,000 x 20%
name recognised

* DR Goodwill, CR DT liability

» DT liability will reduce as assets are depreciated in subsequent periods




Undistributed profits

INCOME OR EXPENSES FROM A SUBSIDIARY, ASSOCIATE,
BRANCH, OR INTEREST IN JOINT VENTURE

/)



Undistributed profits

Timing difference

* In consolidated accounts, recognise income (or expenses) relating to a
subsidiary, associate, branch, or interest in joint venture

» May only be assessed (or allowed) for tax in a future period (eg when
investor receives dividends from investee)



Undistributed profits

Recognise deferred tax — unless...

* Probable that timing difference will not reverse in foreseeable future (ie
dividend will not be paid), and
* Investor is able to control reversal of timing difference
- ie is the investor able to control when the investee pays a dividend?
- Subsidiary — likely
- Associate — unlikely
- JV — depends on terms of agreement



Disclosures



Two levels

Overarching requirement

‘information necessary for a user of the accounts to evaluate the nature and
financial effect of... deferred tax consequences of recognised transactions and
other events’

Specific requirements

* FRS 102.29.26 - 27



Make the right disclosures

Some disclosures required by FRS 102 sometimes not fully understood or
overlooked, eg

» Reconciliation to total tax expense (income)
« Amount of reversals expected in the next year

» Explanation of potential tax consequences of a distribution

Take care!



Questions



Factsheets
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(uienrsrf;miom periods’ accounts. Generally, FRS Iogdnpls a Defined benefit pension Mpay 2017. In December 2016 the FRC removed the requnm{nenl for
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of the more common challenges i this factsheet. Itis not intended to Sectionto In its first triennial review launched in March 2017, the FRC has
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The new UK GAAP

A new financial reporting framework in the UK is effective for accounting periods beginning on or after 1 January 2015.

The UK's Financial Reporting Council (FRC) has published five standards which together form the basis of the new UK regime. The Financial Reporting Standard for Smaller

Entities (FRSSE) has been withdrawn and small entities brought within the scope of FRS 102 The Financial Reporting Standard applicable in the UK and Republic of Ireland

for accounting periods beginning on or after 1 January 2016. For more information on the changes to small company reporting visit icaew.com/smallcompanyreporting

st L e = k
UK Reporting framework Reduced disclosures The reporting standard
FRS 100 Application of Financial A new financial framework for FRS 101 Reduced Disclosure FRS 102 The Financial reporting
Reporting Requirements sets out small and micro entities is effective Framework available to certain UK Standard applicable in the UK and
the new reporting regime. from 1 January 2016. IFRS reporters. Republic of Ireland.
More info & More info & More info & More info &

Insurance contracts Interim Financial Reports The micro-entities regime Factsheets

FRS 103 Insurance Contracts - FRS 104 Interim Financial FRS 105 The Financial Reporting Practical online guidance written
requirements and guidance for Reporting for entities that apply Standard applicable to the Micro- exclusively for faculty members by
insurance contracts. FRS 102. entities Regime. experts.

More info & More info & More info & More info &
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Financial reporting at your fingertips

Download the faculty’s free app for iPhone, iPad and
Android devices.

Visit icaew.com/frfapp for more information.

You can also follow us @ICAEW_FRF
to keep up-to-date with the latest financial reporting
developments and breaking faculty news.




Future webinars and events

Webinars

« 23 Jan — Alternative Performance Measures
» 22 Feb - Integrated Reporting — the UK experience
» 22 Mar - UK GAAP Update

Visit icaew.com/frfwebinars for details of our upcoming
webinars

Events 2018

The faculty will be holding Practitioners' Essential Spring
2018 roadshow, along with conferences and events
throughout the year.

Visit icaew.com/frfevents for details of upcoming events



Thank you for attending
Contact the Financial Reporting Faculty

+44 (0)20 7920 8533
< frfac@icaew.com

YBicaew.com/frf
> @ICAEW_FRF

Please take the time to fill out our
short survey
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