View metadata, citation and similar papers at core.ac.uk

ECOMNSTO

Make Your Publications Visible.

Zarova, Marcela

Article

A Service of

-

P
brought to you by .. CORE

provided by Crossref

ﬂ Leibniz-Informationszentrum
° B Wirtschaft
o Leibniz Information Centre
h w for Economics

Impact of IFRS on Deferred Taxes Methodology in
the Czech Republic and comparison with IFRS for

SMEs

European Financial and Accounting Journal

Provided in Cooperation with:

Faculty of Finance and Accounting, University of Economics, Prague

Suggested Citation: Zarova, Marcela (2011) : Impact of IFRS on Deferred Taxes Methodology
in the Czech Republic and comparison with IFRS for SMEs, European Financial and Accounting
Journal, ISSN 1805-4846, University of Economics, Faculty of Finance and Accounting, Prague,

Vol. 6, Iss. 1, pp. 19-38,
http://dx.doi.org/10.18267/j.efaj.37

This Version is available at:
http://hdl.handle.net/10419/109859

Standard-Nutzungsbedingungen:

Die Dokumente auf EconStor dirfen zu eigenen wissenschaftlichen
Zwecken und zum Privatgebrauch gespeichert und kopiert werden.

Sie durfen die Dokumente nicht fur 6ffentliche oder kommerzielle
Zwecke vervielfaltigen, 6ffentlich ausstellen, 6ffentlich zuganglich

machen, vertreiben oder anderweitig nutzen.

Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten,
gelten abweichend von diesen Nutzungsbedingungen die in der dort

genannten Lizenz gewahrten Nutzungsrechte.

WWW.ECOMSTOR.EU

Terms of use:

Documents in EconStor may be saved and copied for your
personal and scholarly purposes.

You are not to copy documents for public or commercial
purposes, to exhibit the documents publicly, to make them
publicly available on the internet, or to distribute or otherwise
use the documents in public.

If the documents have been made available under an Open
Content Licence (especially Creative Commons Licences), you
may exercise further usage rights as specified in the indicated
licence.

Mitglied der

Leibniz-Gemeinschaft ;


https://core.ac.uk/display/208605016?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1

Impact of IFRS on Deferred Taxes
M ethodology in the Czech Republic and

comparison with IFRS for SMEs"

Marcela ZAROVA

I ntroduction

IFRS, in the last decade, has not only strategipach on the
architecture of particular European accounting esyst but it is also
assumed that IFRS brings positive impact on thelityuaf local
accounting rules. However, there may be difficsltien applying
international standards in a local context (Zaro2@06). Drawing on
evidence of deferred taxes regulation in the CZRepublic, this article
demonstrates the problem of the partial introductiof IFRS into
European local accounting systems. Based on theism of partial
implementation of IAS 12 into local accounting msylehis article is
focused on comparability of Czech accounting rdtasdeferred taxes
with IFRS for SME.

Conclusion from this investigation might become damentals for
similar European accounting systems to the Czechullle, where
regulatory policy has been realized over last 2@ryRy regulatory
institutions in Europe and despite the harmonirapoocess, there may
be systematically different patterns of accountaegpavior applicable to
various groups of countries (Radebaugh, 2006, p. 34
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1 Impact of IFRS on introduction of deferred taxesinto
the Czech accounting system

The Czech regulatory accounting system since eangtieth till 2002
is characterized as an accounting regulation witlnoerarchy, a “legal
level,” or one-level accounting regulation. Fromegal point of view,
accounting regulation consisted of the Act onlye Ministry of Finance
issued detailed Regulatory guidance for accountthigh consisted of a
Chart of accounts and Accounting procedures. Ehengh Regulatory
guidance for accounting was not part of the Adbeitame obligatory as it
was strictly required by tax authorities in the €lzeRepublic (Zarova,
2008). In addition to financial statements prepanecompliance with the
Act on Accounting, accounting units may also previdccounting
information those are prepared in compliance wiER$ or other
internationally recognized accounting principles.

Changes to the regulatory framework were complagedf January 1,
2004. Regulatory framework was enlarged into thseparate levels.
Czech Accounting Standards superseding the Regylaidance for
accounting came into force. A new phenomenon inczsccounting,
Czech Accounting Standards, was introduced byegeslator. There is a
separate article in the Act determining who isvaéd to develop National
Accounting Standards. The article determines Mipist Finance or any
legal entity selected in public tender. In Janu2094, Czech Accounting
Standards came into force. Czech Accounting Stalsdsuperseded the
Provision of théMinistry of FinanceTraditionally,institutions developing
accounting standards are independent professiacc@uating bodies,
nowadays governmental agencies becomes standeecssetd developed
quasi standards. Similar development of the primtaryrid regulatory
accounting system will may to be expected in theddzZRepublic as the
article of the Act determines Ministry of Finance any legal entity
selected in public tender as a standard séfites. is historically the first
moment when Ministry of Finance in the Czech Rejubdmits the
possibility of existence a rule-making body thdtets from Ministry of
Finance. These regulatory accounting systems, wdgreunting system
combines elements of private and public standardging and
independent professional accounting bodies with eguwental
institutions could be called hybrid regulatory ofi#érova, 2007).

Investigating impact of IFRSs on the accountingutery system in
the Czech Republic, there should be highlightedt tHERS were
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introduced into the regulatory system graduallyaaseparate regulatory
system for determined group of accounting entites,the other hand
IFRSs have had influence on the development ofldbal accounting

rules during last decade.

In the period covering 1991-2002, “In addition to financial
statements prepared in compliance with the Act oocofinting,
accounting units may also provide accounting infion those are
prepared in compliance with IFRS or other inteadily recognized
accounting principles.”

In the period covering the year 2003, there was no change in using
IAS from previous amendment of the Act on Accougitamd accounting
units were allowed to use besides domestic rule$ I&r other
internationally recognized accounting principles.

In the period covering the 2004 till 2011, there was substantial
change in using and implementation of IFRS. Ther #2304 became
crucial historical moment in the existence of tlee€h Republic, also in
accounting regulation. In May, 2004, the Czech Répujoined the
European Union (EU). Adoption of the 2002 EU Retiola on the
application of IFRS had fundamental effects onhertdevelopment of
accounting rules in the Czech Republic. Since ngnihe EU all listed
companies shall prepare at least their consolid@tedcial statements in
accordance with IASC standards by 2005 at thetlald®e Accounting
act dealing systematically with obligation to uselBRS was issued
firstly in the year 2004.

In the period starting in the year 2011, there is an amendment of
Act on Accounting. Since 2011, companies specitiydthe Act are
allowed to select IFRSs as the basis for preparationdividual financial
statements (parent companies preparing consolidaizalcial statements
in compliance with the IFRS voluntarily, accountiegtities under the
control belonging to a consolidation group for whiconsolidating
company prepares IFRS consolidated financial statésn joint ventures
belonging to a consolidation group for which cordating company
prepares IFRS consolidated financial statement&oiZ — Prochazka —
Roe, 2011, p. 48).

In late ninetieth, the issue of deferred taxes wpeaned for the first
time. However, the whole procedure was extrematyitdid as for the
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accounting entities referred to and as for the sanfptiming differences
giving rise to deferred taxes to®egulatory guidance for accounting
contented procedures concerning deferred taxegevdmy those entities
in a group were accounted for deferred taxes. Maeoonly the
differences between taxable income and accountiot @rising from
any different between tax and accounting deprexiatif both tangible
and intangible long-term assets were title for defit tax recognition.
This was rather unique situation and it was cs&d by accounting
practitioners. Firstly only entities in group wemkliged to report deferred
taxes and secondly only when differences betwegrabta income and
accounting profit arising from any different betwetax and accounting
depreciation of both tangible and intangible loag¥ assets. Despite the
criticism, companies fulfiled only the statutorequirements. With
respect of this procedure, only entities in groupvmed users of
financial statements with true and fair view.

Used method for deferred taxes wasn’t described,itbcould be
deduced from the recognition of timing differencaad from the
applicability of future tax rates, that it was ugithe income statement
liability method. Moreover, the outcome deferrexl agset or deferred tax
liability was presented in the balance sheet eilsea current asset or a
current liability. Deferred tax recognition as aodkiierm balance items
are against principles in any accounting standdarkds.deferred tax asset
was to be recognised only if there were no doulitsut its future
utilisation as the consequence of the principlearfservatism.

During the period 1990-2002, another major changaeiferred taxes
happened. In January 2001, the Accounting Act togetwith the
Provision of the Ministry of Finance was amendedider to bring the
Czech legislature closer to the IAS. The scopeetémled tax accounting
was broadened and encompassed not only the tinififggethces arising
from different tax and accounting depreciation, idrch the recognition
was compulsory, but also from other sources: foangde product
warranty costs, provisions, valuation allowancesd donss carried
forwards, which were to be recorded at an entitiscretion. Another
significant change was the introduction of the beda sheet liability
method for the accounting of deferred taxes orfiteetime adoption, but
only in this one moment! Again this was not explycstated in the Act or
Regulatory guidance for accounting, for that mathet was evident from
the way in which the carrying amounts of individitams were regarded.
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There was a radical change from the previous rements in the
Regulatory guidancelanuary 2002. It extended the number of entites f
which recognising deferred taxes became mandatotyonly the entities
forming a group, but also those which had to haveirtfinancial
statements audited. The others were allowed butetptired to account
for deferred taxes (Filinger, 2009). Companies Whi@as obligation to
prepare financial statement in compliance with IFR& obligation to
keep their accounts in compliance with IFRS as WERS substitute
domestic rules completely. Companies either us&IBRCzech rules for
keeping their accounts and for reporting in finah@tatements. The
reformation of the accounting regulation was corgaleduring the year
2003. Since January 2004, the new hierarchy of dameules consists of
Act on Accounting, Decre@sCzech Accounting Standards

In January 2002, the second major change concetinendeferred tax
method usedThere was move from the income statement to thanbal
sheet liability method, and so from timing to temgy differencesThe
change was finalized by introducing Decree intordgglatory hierarchy.
Deferred taxes are described as a special accgumigthod in Decree on
accounting for business entities which is in fostece 2003. Decree
introduced deferred tax in a separate section ccatiethod of deferred
tax. In spite of the fact that this part is calleeferred tax method”, the
method is not explained here at all, the methauhig entitled.

In compliance with the Decree, the entity is regdito recognise
deferred tax liability or asset for all taxable adeductible temporary
differences.Deferred tax asset is recognised only to the extaattit is
probable that future taxable income will be avdéadnd the only relevant
source of the future taxable income is that of ieersals of taxable
temporary differences relating to the same taxatarthority and
reversing in the periods to which the deductiblagerary differences
and/or losses can be carried back or forwditen the way of deferred
tax calculation is described. In compliance withSIA2 (IASB 2009a),
the decree uses balance sheet liability methothignpart of the decree,
there is a stress on the fact that the calculatiodeferred tax shall be

' The Provision of MF No. 281/89 759/2001.

Decree on Accounting for Business No 500/2002. @slamended by Decree No.

472/2003Col., 397/2005 Col., 349/2007 Col. And 2698 Col.

® Czech Accounting Standards 1-23 in effect asasfudry 1, 2009, issued by the
Ministry of Finance in compliance with article 36 Accounting Act No 563/1991
Coll. as amended by Act No 495/2005 Col.
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based on the liability method arising from the baka sheet approach.
There is a note concerning the practical way otuating the deferred
tax, “where this future tax rate is not known, thg rate in effect in the
subsequent accounting period shall be used”. Ande“balance sheet
aspect means that the liability method is basetemporary differences
which are the differences between the tax basesgdts, or (if relevant)
liabilities, and the amount of assets, or (if raley liabilities, as shown in
the balance sheet”. Here the term temporary diffeee are mentioned
firstly, but no other explanation than the note\abts written. Moreover
there is not mentioned any relation between timididferences
determined in accordance with income statementlitilnethod at all.
The income statement liability method focuses onirtg differences,
whereas the balance sheet liability method focusas temporary
differences.

Beside the balance sheet liability method, othgvartant rule was
introduced, first-time application, under which emtity has to divide the
resulting amount of deferred tax into two partsed&bng on their relation
to the current and prior periods. In compliancehwthe division the
deferred tax into current and prior period, to dred charge them to
current profit or loss and to retained earningsspeetively. This
procedure should assure not to distort the amoluat@unting profit or
loss for the period. Any further changes in thehmdtof accounting or
tax consequences of capital transformations shalétd have been
recognised directly in stockholders’ equity. Relgvainformation
concerning this fact should be disclosed in theesidb the financial
statements. Since 2002, deferred tax assets amdretkftax liabilities
balances were moved from current assets and curabilities to long-
term provisions. To long-term liabilities (not pismns, where they
should be recognized) and to receivables thosdiaided into long-term
and short term ones; into long-term receivables.

It was awaited by practitioners and academicsttuat, the process of
deferred taxes reform will be finalized by issuitige Decree on
accounting for business entities and by the CzexoAnting Standard on
deferred taxes. But the reform as for deferred daxas realized only
partially and wasn’t adoptedhalistic approach of IFRS implementation
into local national accounting regulatory system.

In the following text, there is description of patiFRS deferred tax
implementation. The tax base is introduced in tleerBe but there iso
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definition of newly introduced termPeferred tax asset or deferred tax
liability calculation are introduced. As for recogon of deferred tax
liability and deferred tax asset, it is said tHa faccounting entity shall
always account for a deferred tax liability andlaitcount for a deferred
tax asset, taking into consideration the prudentept. Here i$i0 detail

in respect of reassessment of once unrecogniseglrel@éftax assets
settled it is not incorporated into the Decree. Theram@gs manner and
scope of deferred tax disclosure. Despite thetfait Czech Accounting
Standard omleferred taxes was issued, the shortages weranihated.

The standard states that “deferred tax shall bepated on altemporary
differences resulting from a different accountingd aax treatment of
items shown in the books of account”. Thiatement doesn’t implies any
exception from this ruleWhile the IAS 12 states that a deferred tax
liability shall be recognised for all taxable temgny differences, except
to the extent that the deferred tax liability asisikom:(a) the initial
recognition of goodwill; or (b) the initial recodmn of an asset or
liability in a transaction which is not a businegsnbination; and at the
time of the transaction, affects neither accounpingfit nor taxable profit
(tax loss).

The decree on deferred tax includes accountingsgitoe on:

= reassessment of unrecognised deferred tax asseth wh in
compliance with IAS 12 and states that at the ehdeaxch
reporting period, an entity reassesses unrecogriséeired tax
assets;

= rules for first time deferred tax adoption;

= changes of method,;

= posting of deferred tax liability or deferred tagsat; — tax rate
alteration: In the case that the income tax rataliered, it is
necessary to recalculate the balance in the acedhere deferred
tax is followed and book the difference;

» temporary differences in business combination: Tanauy
differences may arise in a business combinationr Falue
adjustments and revaluation of assets in a busgowsabination or
capital investment will give rise to differencesiahwill result in
a deferred tax (Skalova €oukovéa, 2009, p. 161). The carrying
value of assets shall be increased to the fairevhaiu the tax base
shall remain in the amount computed according ® dhginal
acquisition cost. Where differences in respectughsassets arise,
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the accounting entity shall include them in thecahltion of
deferred tax in the following way. In the case teims which are
directly credited or debited against own equity éoquiree’s
financial statements in business combination),farded tax shall
also be directly posted as a credit or debit emigpinst own
equity.

Very serious criticism is concerning the goodwilhe goodwill is
completely omitteeh Czech Accounting Standard. The topic of goodwil
is important and for the purpose of goodwill rectign IAS 12 should be
implemented. However, the rules stated in IAS 12sdoot permit the
recognition of the resulting deferred tax liabilibecause goodwill is
measured as a residual and the recognition of ¢ferréd tax liability
would increase the carrying amount of goodwill 8Rel2009). Stillthe
reasoning of IAS 12 that goodwill was a residual any increase in its
carrying amount, resulting from the recognitioraadeferred tax liability,
would not have been appropriate, is understandatdewith the related
goodwill definition also conceptually defendableli(fger, 2009). The
stumbling block is that recognition of goodwill i@zech accounting
differs from IFRS approach and deferred taxes afisen business
combination are not allowed to be account diretdlygoodwill, but in
compliance with Czech Accounting Standard, intouae®’s equity.

Manner and scope of disclosures to the issue @friaef taxes are not
involved in the Czech accounting standard as veetha fact that deferred
tax assetandliabilities shall not beliscounted itompliancewith IAS 12.

2 Compar ability of Czech accounting rules for deferred
taxeswith IFRSfor SME

This part of article is focused on comparabilityG#ech accounting
rules for deferred taxes with IFRS for SMEs. Cisiieg introduction of
IAS12 into the Czech accounting rules as for incletemess, there might
exist hypothetical compliance between Czech acoogintules for
deferred taxes and IFRS for SMEs.

The IASB also develops and publishes a separatdata intended to
apply to the general purpose financial statemehentties that in many
countries are referred small and medium-sized iestdSMES), private
entities and non-publicly accountable entities.gbaently, the term SMEs
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is used for very small entities without regard tbether they publish
financial statements for external users. SMEs oftesduce financial
statements only for the use of owner-managers lyrfonthe use of the
authorities or other governmental authorities.

IFRS for SMEs provides with definition of SMEs “sinaand
medium-sized entities are entities that (IASB, 2§09

a) do not have public accountability, and
b) publish general purpose financial statements fegreal users.”

External users for the purpose of SMEs standardidiecowners who
are not involved in managing the business, existamgl potential
creditors, and credit rating agencies.

In compliance withFRS for SMEsan entity has public accountability
if:

= jts debt or equity instruments are traded in aipubbrket or it is
in the process of issuing such instruments forimigach a public
market (a domestic or foreign stock exchange oroaer-the-
counter market, including local and regional maskear

» it holds assets in a fiduciary capacity for a bragdup of
outsiders as one of its primary businesses. Thiypgally the
case for banks, credit unions, insurance comparsesuyrities
brokers/dealers, mutual funds and investment banks.

IFRS for SME, in the section “Income tax” covers@mting for
income tax, where tax amounts comprise currenatekdeferred tax. The
section is divided into several subsections; stepsaccounting for
deferred taxes, recognition of deferred taxes, oreasent of deferred
taxes, presentation and disclosure.

There is a clear description of the accounting @sedn the form of
steps in the process of deferred taxes identibcatrirstly it has to be
identified which assets and liabilities would exjgecto affect taxable
profit if they were recovered or settled for thgiesent carrying amounts.
Then there should be determined the basisat the end of the reporting
period for the assets and liabilities that woulgented to affect taxable
profit. The tax basis of assets and liabilities determined by the
consequences of the sale of the assets or settlehbabilities for their
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present carrying amounts and other items that hatax basis although
they are not recognised as assets or liabilitiesitems recognised as
income or expense that will become taxable or tadudtible in future
periods. Thertemporary differencesunused tax losses and unused tax
credits are to be computed. The following step iretogniseleferred tax
assetsand deferred tax liabilityarising from the temporary differences,
unused tax losses and unused tax credits.

Measurement of deferred tax assets and liabiliges the following
section. Deferred tax assets and liabilities arasueed at an amount that
includes the effect of the possible outcomes ofedew by the tax
authorities using tax rates that, on the basisnac&d or substantively
enacted tax law at the end of the reporting peréwd,expected to apply
when the deferred tax asset is realised or therrdefdax liability is
settled.

Then valuation allowance against deferred tax asisetecognised.
Valuation allowance is recognised so that the mebumt equals the
highest amount that is more likely than not to éalised on the basis of
current or future taxable profit.

Deferred tax is then allocated to the related camepts ofprofit or
loss, other comprehensive income andequity. Last step iresentation
and disclosure of the required information.

While the IFRS for SMEs in the section of defertad has in the
opening part clear description of steps in the @doce of deferred tax
accounting, the Czech Decree on accounting for nlegsi entities
describes the deferred taxes as a special accgungthod. The decree in
this part concerns method used, deferred tax edlonl used tax rate,
states the fact that balance sheet aspect ofitiabikethod is used based
on temporary differences, conditions for deferrexk tiability and
deferred tax asset recognition, procedure of defertax first time
recognition. There is no clear description of prhae.

Following the steps, recognition of deferred taxliisded into several
subsections. The first part of this subsection awsep general
recognition principle. Determination of general aggition principle
seems to be crucial. There is a statement thantaity shall recognise a
deferred tax asset or liability for tax recoverable payable in future
periods as a result of past transactions or ev8uish tax arises from the
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difference between the amounts recognised for tiigys assets and
liabilities in the statement of financial positi@and the recognition of
those assets and liabilities by the tax authoriaesl the carry forward of
currently unused tax losses and tax credits. ligegatg either the Czech
Decree on accounting for business entities or CA&dounting Standard
No.3, there is an absence of deferred tax genecabnition principle.

In the text, there is a very important note conicgynassets and
liabilities whose recovery or settlement will ndteat taxable profit. If
the entity expects to recover the carrying amodiranoasset or settle the
carrying amount of a liability without affectingxable profit, no deferred
tax arises in respect of the asset or liabilityerBfiore such procedures as
determination of tax basis, determination of terapprdifferences and
recognition of deferred tax liabilities and assapply only to assets and
liabilities for which the entity expects the recoyver settlement of the
carrying amount to affect taxable profit and toesthems that have a tax
basis.

An entity shall determine the tax basis of an adssiility or other
item in accordance with enacted or substantivehctsd law. Then the
definition of tax basis is determined as the ameunat will be included
in taxable profit on recovery or settlement of tarying amount of an
asset or liability. Tax basis is separately recsgaifor tax basis of an
asset and tax basis of a liability (IASB, 2009b):

(@) the tax basis of an asset equals the amount thaldwave bee
deductiblein arriving at taxable profit if the carrying amaduwf the
asset had been recovered through sale at the etitk akportin
period. If the recovery of the asset through saesdnot increa:
taxable profit, the tax basis shall be deemed toefeal tothe
carrying amount.

(b) the tax basis of a liability equals its carrying amt less an
amounts deductible in determining taxable profit (@us an
amounts included in taxable profit) that would harésen if th
liability had been settled for its wging amount at the end of t
reporting period. In the case of deferred revethe tax base of t
resulting liability is its carrying amount, lessyaamount of revent
that will not be taxable in future periods.

Standard mentions items those have a tax bas@réutot recognised
as assets and liabilities. As an example, thereusesl research costs,
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which are recognised as an expense when they enereéd but may not
be permitted as a deduction in determining taxabdit until a future

period. Thus, the carrying amount of the reseaadtscis nil and the tax
basis is the amount that will be deducted in futpegiods. Another
example is equity instrument issued by the entitigich may also give
rise to deductions in a future period. There isaseet or liability in the
statement of financial position, but the tax basighe amount of the
future deductions.

The Czech decree on deferred taxes includes statéifiee tax base
of such assets, or (if relevant) liabilities, stmlthe value of these assets,
or liabilities, which can be claimed for tax purpesn the future.” In this
part, tax base of an asset or tax base of a alslifirstly mentioned but
there is no definition of newly introduced termsihFRS for SMEs
uses definition for tax base of an asset or tax lmdsa liability as “the
amount attributed to that assets or liability fax purposes.”

Practical aspect of deferred taxation is recognitichen temporary
differences arise (IASB, 2009b). Temporary differenarise either

(&) when there is a difference between the carrgimgunts and tax
bases on the initial recognition of assets andlii@s, or at the time
a tax basis is created for those items that haa® hasis but are not
recognised as assets and liabilities or

(b) when a difference between the carrying amonodttax basis arises
after initial recognition because income or expaasecognised in
comprehensive income or equity in one reportingopeut is
recognised in taxable profit in a different permd

(c) when the tax basis of an asset or liabilitynges and the change
will not be recognised in the asset or liabilitgarrying amount in
any period.

Czech legislation mentions temporary differences tie third
subsection of the decree. Differences which arssa eesult of different
accounting and tax treatment are of a temporaryreatCzech decree
divides temporary differences into taxable and d&tle.

IFRS for SMEs requires that an entity shall recegnileferred tax
liabilities and assets with some exceptions.
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» a deferred tax liability for all temporary differegs that are
expected to increase taxable profit in the future.

» a deferred tax asset for all temporary differeribes are expected
to reduce taxable profit in the future.

» a deferred tax asset for the carry forward of udua& losses and
unused tax credits (IASB, 2009b).

IFRS for SMEs continues with a list of exceptiomseni the rules
concerning recognition of deferred tax liabiliteasd assets:

= An entity shall not recognise a deferred tax assdtability for
temporary differences associated with unremitteahiegs from
foreign subsidiaries, branches, associates antlyjeimures to the
extent that the investment is essentially permamerduration,
unless it is apparent that the temporary differentgereverse in
the foreseeable future.

= An entity shall not recognise a deferred tax liapilfor a
temporary difference associated with the initiatognition of
goodwill (IASB, 2009b).

The Czech decree also states that a temporaryetiffe may arise on
initial recognition of an asset or liability, fox@mple if part or all of the
cost of an asset will not be deductible for taxpmses. But the main
obstacle in the Czech rules for deferred taxes sderbe the absence of
clear determination of exception from the rules iomial recognition.
Czech rules for deferred taxes only determine togrise a deferred tax
asset or liability for temporary differences fol tdmporary differences.
As adjustments arises on initial recognition ofaaset or liability would
make the financial statements less transparent$ I86es not permit an
entity to recognise the resulting deferred taxiligbor asset, either on
initial recognition or subsequently. Furthermorey entity does not
recognise subsequent changes in the unrecogniseeatketax liability or
asset as the asset is depreciated. This part econgexxception from the
rule Czech accounting standard is missing at all.

IFRS for SMEs states that an entity shall recogmisanges in a
deferred tax liability or deferred tax asset asdéggense in profit or loss,
except that a change attributable to an item obrme or expense
recognised under this IFRS as other comprehensoa@rie shall also be
recognised in other comprehensive income (IASB92D0The IFRS for
SMEs requirement on recognition a change attridetab an item of
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income or expense recognised under this IFRS ax attmprehensive
income would bring another obstacle into Czech aeting system.
Financial reporting in the Czech accounting syswmesn’t introduce
either comprehensive income statement or other ceimepsive income.

Measurement of deferred tax is another part of IFBRIS SMEs.
Subsection measurement is divided into informatoontax rates and
valuation allowance. “An entity shall measure aedefd tax liability or
asset using the tax rates and laws that have besateel or substantively
enacted by the reporting date”. In the Czech Dectieere is a note
concerning the practical way of calculating theedesfd tax, “where this
future tax rate is not known, the tax rate in dffat the subsequent
accounting period shall be used”.

The situation when different tax rates apply tofedént levels of
taxable profit is treated by the IFRS for SMEs. “@mtity shall measure
deferred tax expense (income) and related deféasediabilities (assets)
using the average enacted or substantively enaates that it expects to
be applicable to the taxable profit (tax loss) k¢ periods in which it
expects the deferred tax asset to be realisecealtdferred tax liability to
be settled”. Moreover the IFRS for SMEs mentionsat tHthe
measurement of deferred tax liabilities and detetax assets shall reflect
the tax consequences that would follow from the mearin which the
entity expects, at the reporting date, to recovesaitle the carrying
amount of the related assets and liabilities”. €hier an obligation of
entity to review the net carrying amount of a defdrtax asset at each
reporting date. An entity shall adjust the valuatdowance to reflect the
current assessment of future taxable profits. IFRS SMEs treats
recognition of adjustment. Any adjustment shaltdsognised in profit or
loss, except that an adjustment attributable toitam of income or
expense recognised in accordance with this IFR&hes comprehensive
income shall also be recognised in other compraetxenscome. In the
Czech Decree, there is a bookkeeping treatment whentax rate is
amended. If the tax rate is amended, the balareet & the deferred tax
account must be recalculated and the recognizddreiifice should be
charged on an account in account group called enkectax expense,
transfer accounts and income tax provisias the Czech accounting
system introduces neither comprehensive incomesrstit nor other
comprehensive income, the adjustments aren’t becam@art of
comprehensive income.
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Valuation allowance, in compliance with IFRS for BM) should be
recognised against deferred tax assets so thahahearrying amount
equals the highest amount that is more likely thahto be recovered
based on current or future taxable profit. “An gnghall review the net
carrying amount of a deferred tax asset at eacbrtiag date and shall
adjust the valuation allowance to reflect the auri@ssessment of future
taxable profits. Such adjustment shall be recoghiseprofit or loss,
except that an adjustment attributable to an itédnm@ome or expense
recognised in accordance with this IFRS as otherptehensive income
shall also be recognised in other comprehensivamet.

In deferred taxes part, there is important dewafimm the regular
rule as for prohibition of discount in IFRS for SBIEAN entity shall not
discount deferred tax assets and liabilities. Aerehis no tradition of
liabilities to discount in the Czech accountingerth is no obstacle to
follow this rule at all.

In the IFRS for SMEs, there is described the uagat about
whether the tax authorities will accept the amouotsdeferred tax
reported to them by the entity. “An entity shall asare current and
deferred tax assets and liabilities using the frdityaweighted average
amount of all the possible outcomes, assumingthieatax authorities will
review the amounts reported and have full knowledgell relevant
information”. In the case that entity pays dividend its shareholders, it
may be required to pay a portion of the dividerml$akation authorities
on behalf of shareholders. Then paid or payableuamsoto taxation
authorities are charged to equity as a part otlthidends.

The part called presentation of deferred taxehe&nIERS for SMEs
includes information for allocation in comprehemsincome and equity,
current or non-current distinction and rules fofsefting. There is an
option for an entity where to recognise tax expensethe same
component of total comprehensive income (i.e. comig operations,
discontinued operations, or other comprehensive income) or equity as
the transaction or other event that resulted intélxeexpense. There is a
rule for current or non-current distinction, whighin compliance with
IFRS. “When an entity presents current and nonecudrrassets, and
current and non-current liabilities, as separatasdgifications in its
statement of financial position, it shall not cisany deferred tax assets
(liabilities) as current assets (liabilities)”. Th#set of deferred tax assets
and deferred tax liabilities is allowed only whenh has a legally
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enforceable right to set off the amounts and &ndk either to settle on a
net basis or to realise the asset and settle #iality simultaneously.

Recognition of deferred tax assets and liabiliassa long-term item in

the balance sheet and similar rules for offsettiagin the Czech

accounting standard. A rule for offsetting and entror non-current

distinction is respected in the Czech accounting.

Disclosure of deferred tax information should eeabkers of its
financial statements to evaluate the nature andnéial effect of the
deferred tax consequences of recognised transactiod other events.
Therefore an entity shall disclose separately thgpncomponents of tax
expense (income). As for deferred tax, there shboeldlisclosed: a) the
amount of deferred tax expense (income) relatinthéoorigination and
reversal of temporary differences; b) the amoundeferred tax expense
(income) relating to changes in tax rates or theasition of new taxes; c)
the effect on deferred tax expense arising fronmange in the effect of
the possible outcomes of a review by the tax autésy d) adjustments to
deferred tax expense arising from a change inakestatus of the entity
or its shareholders; e) any change in the valuasibowance; f) the
amount of tax expense relating to changes in ad¢owumpolicies and
errors. There should be separate disclosure oagigeegated current tax
and deferred one relating to items that are reseghas items of other
comprehensive income, an explanation of the sigpnifi differences in
amounts presented in the statement of comprehense@me and
amounts reported to tax authorities, an explanatibrchanges in the
applicable tax rate(s) compared with the previceporting period, for
each type of temporary difference and for each tfpenused tax losses
and tax credits (the amount of deferred tax litibgi deferred tax assets
and valuation allowances at the end of the repprperiod) and (an
analysis of the change in deferred tax liabilitidsferred tax assets and
valuation allowances during the period); the expilgte, if any, of
temporary differences, unused tax losses and untesedcredits; an
explanation of the nature of the potential incorme tonsequences that
would result from the payment of dividends to haeholders.

The decree in the section called deferred tax ndeths describes
above, doesn’t mention the manner and scope ofrddféax disclosure.
There is only a single sentence of its section legig disclosures in
general, section four subsection 39; obligation disclose detailed
specification of deferred tax assets or deferredlitbility in notes on
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conditions that figures are not separately recaghin the balance sheet
or income statements.

Conclusion

Investigating impact of IFRSs on the accountingutary system in the
Czech Republic, there should be highlighted th&SFwvere introduced
into the regulatory system gradually as a sepaegjglatory system for
determined group of accounting entities, on thesiotimnd IFRSs have
had influence on the development of the local asting rules during last
decade. This article, investigating IAS 12 impletagion into Czech
accounting regulatory system, implies that IAS fhlementation was
realized in the Czech accounting only partiallyimrompletely. Beside
differences stated in the article, there is an mtsef complete parts of
investments in subsidiaries, branches and interigstpint ventures,
measurement, recognition of current tax and dedetae. There is also an
absence of definitions: tax base of asset, tax badebilities, balance
sheet approach of liability method, income stateneéiability method,
temporary differences, taxable temporary differsnceadeductible
temporary differences. Moreover no reference to angs or accepted
accounting principles where the reader is allowedtudy terms. IFRS
partial implementation may even cause breakdowrthef accounting
system or may bring entities to the court; moreaamities spent higher
costs and may loos confidence by users of accayntifiormation
(Zarova — Mejzlik, 2009).

Example of IAS 12 implementation into Czech accountregulatory
system, provide us clear demonstration of wron¢ppbphy how to reach
comparable accounting information. Based on thecisin above, the
recommendation is not to continue in partial IFR&lementation but
make good rule for entities to allow them to choegber full IFRS or
domestic rules applicable in compliance with therapch “think small
first”* (Zarova, 2009).

It was awaited by practitioners and academics toat the accounting
reform process in the Czech Republic will be finadl by issuing the

4 Communication from the Commission to the Courttié European Parliament, the
European Economic and Social Committee and the Gtieamof the Regions —
“Think Small First” — A “Small Business Act” for Eape {SEC(2008) 2101}
{SEC(2008) 2102}.
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Decree on accounting for business entities ancheyCzech Accounting
Standard in the period started in 2004. Focusingherissue of deferred
taxation in the Czech Republic, the article brieg&lence that the reform
was realized only partially and wasn’t adoptedhdistic approach of
IFRS implementation into local national accountmegulatory system.
This experiment should become a clear evidenceotber European
country to carefully think first and prepare loregrh plan before IFRS
implementation only partly. Betteroh to make risk of partial IFRS
implementation and to destroy the system of locabanting rules.

Using comparative analysis, there might be compéabetween Czech
accounting rules for deferred taxes and IFRS forlESK@omparison of
two systems for deferred taxes brings the evideocdundamental
differences between these two systems. Consequdrbe evidence is
that rules are used differently for treatment ¢ Hame cases. Different
accounting treatment for the same case may bringpbcations to audit
too. Preparers of financial statement, auditors @sets too could doubt
whether to prefer substance of the transactioegallconsequence of the
transaction.
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Impact of IFRS on Deferred Taxes M ethodology in the
Czech Republic and comparison with IFRS for SMEs

Marcela ZAROVA

ABSTRACT

Investigating impact of IFRS on the accounting tatpry system in the

Czech Republic, there should be highlighted th&SFwvere introduced

into the regulatory system gradually as a sepaegjalatory system for

determined group of accounting entities, on thewotiand IFRS have had
influence on the development of the local accogntimles during last

decade. It was awaited by practitioners and acamenwoo, that the

process of deferred taxes reform will be finalizsdissuing the Decree
on accounting for business entities and by the I€2ecounting Standard

on deferred taxes. But the reform as for deferee@s was realized only
partially and wasn’'t adoptedhlistic approach of IFRS implementation
into local national accounting regulatory system.

Based on the criticism of partial implementationlAS 12 into local
accounting rules, this article is focused on combpgity of Czech
accounting rules for deferred taxes with IFRS fMES Conclusion from
this investigation might become fundamentals familsir European
accounting systems to the Czech Republic.

Key words: IAS 12;Deferred taxiFRSimplementation; IFR®r SMEs.
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