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Investigating the impact of IAS 12 on deferred saregulation in the
Czech Republic, it has to be mentioned the reguladolicy that has been
realized over last 20 year by regulatory institasion Europe. The policy
is called harmonization, the process of increashey compatibility of
accounting practices by setting bounds to theirekegf variation. On the
other hand, standardization appears to imply warkitowards
compatibility has been achieved. However, withincamting, the words
have almost become technical terms, and one caelyatpon the normal
differences in meanings (Nobes, 2010). Proces®asang compatibility
of accounting information seems to be a very uggfotess. It is said that
IFRS brings positive impact on the quality of lo@dcounting rules.
Within each country, local regulations govern, togreater or lesser
degree, the issue of financial statements. Suchl legulations include
accounting standards which are promulgated by #grilatory bodies
and/or the professional accounting bodies in thentrees concernet.
Despite the harmonization process, there may hersgdically different
patterns of accounting behavior applicable to waxigroups of countries
(Radebaugh et al., 2006).

The article dealt with impact of IAS 12 on defertages in the Czech
Republic, where local regulations include accountstandards only by
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names, but not as an output of regular due proaedswhich are not
issued by the professional accounting body ahalleven partially.

Czech Republic belongs to the codified Roman lavstesy.
Characteristic features of the accounting regwasgstem in continental
European countries that are developed in this lavirenment, is that law
specifies the rules in a great detail. Financipbréng regulated by law is
too detailed on one hand and on the other hand{ imgislators are not
well informed about accounting concepts and tecinies of financial
reporting. There is a danger that provisions of ther will be
inappropriate.

Naturally this regulatory system of accounting, system where the
Accounting Act is on the top of the regulatory hiehy, is supplemented
and completed by a number of other rules, in thee caf the Czech
Republic, issued by the same institution of theegoment that provides
the Act, the Ministry of Finance.

The regulation of the financial accounting and répg in the Czech
Republic, in the early nineties, has been develap®ter the above said
circumstances, where a tax orientation of accognemisted. At the
beginning of nineties of the last century externgborting has been
largely invented for the purpose tax base deteroina In such
circumstances, there may be little motivation fompanies to publish
financial information. The government has to in&sv® to oblige
companies to do so. The form of such intervenehm lhands of the
government was the law only. Another characteri$gature of the
accounting regulatory system is its connectiorh&otax rules. Rules used
to compute taxable profit were introduced directio the accounting
rules in order to simplified consequent procesgesising accounting
data by financial authorities.

The first Accounting Ac (hereafter the Act) was approved by the
Czech Parliament in 1991, commencing the procesgnsition from a
centrally planned economy to a market economy. layM2004, the
Czech Republic joined the European Union (EU). Baog a member of
the EU has been crucial to speeding up reform efGhech accounting
system (Zarova, 2006, 2008). As a member, the CZRepublic is
committed to requiring its listed companies to cmpith international

2 Accounting Act No 563/1991 Coll. as amended by Mo 495/2005 Col.
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financial reporting standards in their consolidafiedncial statements at
least. The Czech accounting system demonstrateotisequences of the
European Commission’s decision to apply the IASSF& the national
level. But what stayed unclear was how to deal wite July 2002
Regulation of the European Union on the applicatibiFRS and to what
extent this requirement will be extended to otlmnpanies.

Accounting practices were reformed to ensure tleav raws were
consistent with those of the European Community)(E@G as to facilitate
transition to full membership. True and fair viewingiple was newly
established in the Czech accounting. New legistatieas therefore
influenced by EC accounting practices and IFRSesEQ05.

1 Background for IFRS implementation into the Czech
accounting system and impact of IFRS on
accounting system

Over last thirty years, European countries tentdaononize reported
accounting information. Requirements set out ineClives regulated
accounting issued in the period started in 1978891, couldn’'t ensure
comparability of financial reporting in publicly atled Community
companies and the high level of transparency obw@aiing information,
there was a requirement to apply a single setgif Quality international
accounting standards for the preparation of theancial statements. In
2000, the Commission published its Communication“®d Financial
Reporting Strategy: the way forward” in which it svaroposed that all
publicly traded Community companies prepare theomsolidated
financial statements in accordance with one sirgge of accounting
standards, namely International Accounting Starsl@ilS), at the latest
by the year 2005. In the Communication, there werentioned
consolidated financial statements only. In the psmol Regulation on the
application of IAS, Member States had an optiorpésmit or require
publicly traded companies to prepare annual acsomntonformity with
adopted international accounting standards. Regylatules were
approved by the European parliament as Regulai@) No 1606/2002
of the European Parliament and of the Council ofJa/ 2002 on the
application of international accounting standards.

European strategic decision has impact on accayntagulatory
scheme in the Czech Republic. A new phenomenoreapjoe accounting
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rules in the Czech Republic. From the historicareiew it is known that
the accounting regulatory body — Ministry of Finanm the Czech
Republic changed from year to year procedures comge rules
according those accounting units were allowed tepare financial
statements in compliance with IFRS. Here is an\oger of main facts:

In the period covering 1991-2002, “In addition to financial statements
prepared in compliance with the Act on Accountiagcounting units

may also provide accounting information those anepared in

compliance with IFRS or other internationally reczgd accounting
principles.”.

In the period covering the year 2003, there was no change in using IAS
from previous amendment of the Act on Accountindg aocounting units
were allowed to use besides domestic rules IAStlmeranternationally
recognized accounting principles.

In the period starting in the year 2004 till present, there was
substantial change in using and implementationF&3. The year 2004
became crucial historical moment in the existerfad® Czech Republic,
also in accounting regulation. In May, 2004, thee€r Republic joined
the European Union (EU). Adoption of the 2002 Elgiation on the
application of IFRS had fundamental effects onhartdevelopment of
accounting rules in the Czech Republic. Since npgnihe EU all listed
companies shall prepare at least their consolida&tedcial statements in
accordance with IASC standards by 2005 at thetlalée Accounting
act dealing systematically with obligation to uselBRS was issued
firstly in the year 2004.

How this regulation was realized in the Czech antiag system?
Implementation of article 4 of EC Regulation intactAin the Czech
Republic was as followed: The Act was amended bgw article again
in the section 19 called “Balance sheet day”, sciiim® 9. Accepted text
of the law in the year 2002 was: “In addition toancial statements
prepared in compliance with the Act on Accountiagcounting units
may also provide accounting information those anepared in
compliance with IFRS or other internationally resczgd accounting
principles.” Following text replaced subsections9acé 1 May 2004, at the
date of the Czech Republic’'s accession to the EamopUnion. The
replaced subsection 9 stated: “Accounting unitscqanting entities)
which are business companies issuing securitiésdlisn a regulated
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market of securities (i.e. are publicly- traded pamies) in the European
Union’s Member States shall apply internationaloarting standards as
governed by the European Community’s ltavkeeping their accounts
and preparing their financial statements. For theppse of this Act,

“regulated market in the Czech Republic” shall m@apublic market

pursuant to another Act. Exact wording of the lahedounting Act No

563/1991 Coll. as amended by Act No 437/2003 G®lnot only to meet
obligation of companies to prepare consolidatedaats in conformity

with the international accounting standards buto ale keep their

accounts.

2 Deferred taxesin Czech accounting system

While the Accounting Act that set out the genenahgples to be
applied remained unchanged since July 1, 1994 Ctiet of Accounts
and the detailed guidance notes on the Accountimocdéures for
Business were subject to many minor amendmentswviatt into effect at
various times from 1994 to 2002. The main charatterof this period is
accounting regulation that could be best descramedegulation without
hierarchy, a “legal level,” or one-level accountinggulation..From a
legal point of view, accounting regulation congilsté the Act only. The
Ministry of Finance issued detailed Regulatory gmice for accounting
which consisted of a chart of accounts and accogrgrocedures. Even
though Regulatory guidance for accounting was rast pf the Act, it
became obligatory as it was strictly required by #athorities in the
Czech Republic.

During this period the issue of deferred taxes a@ened for the first
time. However, the whole procedure was extrematyitdid as for the
accounting entities referred to and as for the saafptiming differences
giving rise to deferred taxes to®egulatory guidance for accounting
contented procedures concerning deferred taxes.

Only entities in a group accounted for deferrecesaMoreover, only
the differences between taxable income and accuyrgrofit arising
from any different between tax and accounting dapt®n of both
tangible and intangible long-term assets were title deferred tax
recognition. This was rather unique situation ahdvas criticised by
accounting practitioners. Firstly only entities gnoup were obliged to
report deferred taxes and secondly only when diffees between taxable
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income and accounting profit arising from any diéf& between tax and
accounting depreciation of both tangible and inifaleglong-term assets.
Despite the criticism, companies fulfilled only th&atutory requirements.
With respect of this procedure, only entities ioup provided users of
financial statements with true and fair view.

The Act did not mention any method, but it coulddseluced, from
the recognition of timing differences and from #ggplicability of future
tax rates, that it was using the income statematiility method.
Moreover, the outcome deferred tax asset or defegar liability was
presented in the balance sheet either as a cuass®t or a current
liability. Deferred tax recognition as a short-tetmalance items are
against principles in any accounting standaftie deferred tax asset was
to be recognised only if there were no doubts alisdititure utilisation as
the consequence of the principle of conservatism.

Another major change happened during the period-P@®2. In
January 2001, the Accounting Act together with Br@vision of the
Ministry of Finance was amended in order to bring €zech legislature
closer to the IAS. The scope of deferred tax actogrwas broadened
and encompassed not only the timing differencesirgyifrom different
tax and accounting depreciation, for which the gedtion was
compulsory, but also from other sources: for exampbduct warranty
costs, provisions, valuation allowances and losgezhforwards, which
were to be recorded at an entity’s discretion.

Another significant change was the introductiorthef balance sheet
liability method for the accounting of deferred @axon the first-time
adoption, but only in this one moment! Again thigsanot explicitly
stated in the Act or Regulatory guidance for actiogn for that matter,
but was evident from the way in which the carryamgounts of individual
items were regarded.

Only a year later, in January 2002, the Regulagudance for
accounting (which was in force since 1993) was mqued by a new
on€ which represented a radical change from the pusviequirements
of section X dealing with deferred taxes. It exithdhe number of
entities for which recognising deferred taxes bezamandatory: not only
the entities forming a group, but also those whiad to have their

% The Provision of MF No. 281/89 759/2001.
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financial statements audited. The others were &tbiaut not required to
account for deferred taxes (Filinger, 2009).

Companies which has obligation to prepare finanstatement in
compliance with IFRS has obligation to keep themcaunts in
compliance with IFRS as well. IFRS substitute damesules
completely. The hierarchy of domestic rules cossisf Act on
Accounting, Decreds Czech Accounting StandaPd<Companies either
use IFRS or Czech rules for keeping their accoants for reporting in
financial statements.

There are three groups of accounting entities iegsh the Czech
accounting system. Respecting legal and organizaltimspect of division
accounting entities, there are existing groups froompanies to sole
traders according to used rules in the Czech atecmusystem. First
group covers large companies listed on capital startheir financial
statements are audited. This group is obliged ® I&RS for keeping
accounts and preparing financial statements. Adgoyn entities
belonging into the second group keeping their actowland prepare
financial statements in compliance with Czech antiag standards. This
group of accounting entities covers audited acdogrentities as well as
entities those haven't requirement to be auditextitiEs in this group are
not allowed to use IFRS either for keeping accoonfsreparing financial
statements. The third group covers small compaareb sole traders.
Even if the accounting entity is a company, thesamanies declared as
small companies has not obligation to be auditetithay are not allowed
to use Czech accounting standards. They must kasguiats and prepare
their financial statements in compliance with siiigd double entry
bookkeeping. Sole traders prepare cash based- bepkig primarily for
the tax purposes.

Division of accounting entities in the Czech Repuld rigid. Groups
of accounting entities are strictly stated in thet,ADecrees and Czech
accounting standards obligations of different grofiaccounting entities
and there is also stated which set of rules arepatsary and on the other
hand which are prohibited to be used.

* 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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In January 2002, the second major change concethmgleferred
tax method usedThere was move from the income statement to the
balance sheet liability method, and so from timitg temporary
differences.The entity is required to recognise deferred tability or
asset for all taxable and deductible temporaryedificesDeferred tax
asset is recognised only to the extent that itebable that future taxable
income will be available and the only relevant seuwf the future taxable
income is that of the reversals of taxable tempodéferences relating to
the same taxation authority and reversing in theogds to which the
deductible temporary differences and/or losses lwarcarried back or
forward.

First-time application rule was introduced, undérck an entity has
to divide the resulting amount of deferred tax v parts depending on
their relation to the current and prior periods.clompliance with the
division the deferred tax into current and prioripe, to credit or charge
them to current profit or loss and to retained e@s respectivelyThis
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.

Deferred tax assets and deferred tax liabilitidarizaes were moved
from current assets and current liabilities to lbegn provisions. To
long-term liabilities (not provisions, where theljosild be recognized)
and to receivables those are divided into long-tand short term ones;
into long-term receivables.

The structure of accounting regulation for the y&&03 was
temporary, as regulatory guidance for accountirgcdieed above had to
be replaced by National Accounting Standards, leyethd of 2003. The
main reasons for this fundamental change of acaugimégulation were
preparation for membership in the EU. In complianth the EU acquis
and the influence of the National Accounting Courextcounting reform
started to be realized. The result was anotheresgcgtep in rebuilding
the regulatory system..Decrees issued by the Mynaft Finance became
part of the regulatory system. The structure obanting regulation for
the year 2003 differed from previous one and coedisf two levels of
accounting regulations.

13
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Accounting Act

The Accounting Act as amended, effective as of dariy 2003
differed from the prior amended Act in few requiests. There was no
change in using IAS under the amended Act.

Decrees

Seven new accounting decrees covering differentosecof the
economy were issued (general business entitiesksbaimsurance
companies etc). The substance of these decreegxpasssly stated by
the Act and involved charts of accounts and theuayf the financial
statements. As the other Decrees covered accoumigtigods only, there
was a need for leaving the regulatory guidanceafmounting in effect
until the end of 2003. Regulatory guidance for actmg procedures
gave detailed bookkeeping rules. This arrangemeistesl until the end
of 2003.

Layouts of the balance sheet and income statenseainie part of the
decrees from 2003. An option for accounting erditias provided as to
the layout of the income statement. Entities codédermine prepare
income statements with classification by the natfreexpenses or the
function of expenses. There were still no optiarsblalance sheet layout.
On the other hand, important changes were implezdetat the chart of
accounts, which became mandatory, but have beee ftexible since
2003.

Regulatory guidance for accounting

Regulatory guidance for accounting was used duheg/ear 2003 for
the purpose of bookkeeping rules and other provssimt included either
in the Act or Decrees. The contents of the notesth® financial
statements and data to be published from finansiatements were
regulated temporarily by regulatory guidance fazcamting until the end
of 2003.

Changes to the regulatory framework were complatedf January 1,
2004. Regulatory framework was enlarged into thseparate levels.
Czech Accounting Standards superseding the Regulgaidance for
accounting came into force. A new phenomenon inczsccounting,
Czech Accounting Standards, was introduced bydpeslator. There is a

14
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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 January 20004, Czech Accounting Standards camoeforce. Czech
Accounting Standards superseded the Provision ef Nhnistry of
Finance.

3 Deferred taxesregulation in the Czech accounting
system

It is said that hierarchy of the legal regulatisrused in the following
pattern. At the top of the regulatory hierarchyy ia placed, followed by
Decree and Czech Accounting Standards. Standaeds &e used only if
the Act or Decree does not cover the issue.

3.1 Deferred taxes in Act on Accounting and Decree on accounting
for business entities

The Act on Accounting doesn’t mention deferred saakall. The first
reference to deferred taxes is in the Decree oonustimg for business
entities. Separate Czech accounting standard dsntenocedures
concerning deferred taxes.

Decree on accounting for business entities descthmedeferred taxes
as a special accounting method. The section 58ctatiethod of deferred
tax is divided into 6 separate parts which congrathod used, deferred
tax calculation, used tax rate, states the fadtlthblance sheet aspect of
liability method is used based on temporary diffiers, conditions for
deferred tax liability and deferred tax asset redomn, procedure of
deferred tax first time recognition. In spite oktlfact that this part is
called “deferred tax method”, the method is notlaixgd here at all, the
method is only entitled.

The first part describes that the deferred taxldfe®lccount for and
reported by accounting entities belonging into @oesolidation group
and by all accounting entities preparing their ficial statements in the
full format /section 18(3) of the Accounting ActDther accounting
entities shall determine whether they will accotort deferred tax and
report it in their financial statements.

15
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The second part describes the way of deferred &oulation and
called used method identically as in the IAS 12cémpliance with IAS
12, the decree uses balance sheet liability metAsdexplained in the
IAS 12, the original IAS 12 required an entity tocaunt deferred tax
using either the deferral method or a liability haat which is sometimes
known as the income statement liability method. IA3 (revised)
prohibits the deferral method and requires andibbility method which
Is sometimes known as the balance sheet liabilgyhod. In this part of
the decree, there is a stress on the fact thatalealation of deferred tax
shall be based on the liability method arising frdme balance sheet
approach. The decree explains the liability metlagd“the procedure
when deferred tax in relation to a profit or lossexrtained in accounting
shall be claimed in a future period, and theretbeetax rate in effect in
such a future period shall be used for the taxutation when the tax
liability or tax asset is going to be claimed.” T&es a note concerning
the practical way of calculating the deferred taxhere this future tax
rate is not known, the tax rate in effect in thdsmguent accounting
period shall be used”.

The part number three concentrates upon the fatti#bility method
which theoretically has two different aspects us$es deferred tax
recognition in the Czech accounting, the balanegsbne. The third part
of the decree describes that “The balance sheetctspeans that the
liability method pursuant to part (2) of the deciedased on temporary
differences which are the differences betweendRkébaise of assets, or (if
relevant) liabilities, and the amount of assetqjfarelevant) liabilities, as
shown in the balance sheet”. Here the term tempaddferences are
mentioned firstly, but no other explanation thaa tiote above is written.
Moreover there is not mentioned any relation betwtming differences
determined in accordance with income statementlitialnethod at all.
The income statement liability method focuses onirtg differences,
whereas the balance sheet liability method focusas temporary
differences. There should be add that timing d#ifees are differences
between taxable profit and accounting profit thaginate in one period
and reverse in one or more subsequent periodsddii@n to this very
short explanation, there should be introduced propeplanation of
temporary differences that temporary differenaes differences between
the carrying amount of an asset or liability in gtatement of financial
position and its tax base. And there should beudwd division of
differences in compliance with IAS 12 into:
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a) taxable temporary differences, which are tempodifferences that
will result in taxable amounts in determining tabeaprofit (tax loss)
of future periods when the carrying amount of tesea or liability is
recovered or settled; or

b) deductible temporary differences, which are tempoudifferences
that will result in amounts that are deductibledgtermining taxable
profit(tax loss) of future periods when the cargyiamount of the
asset or liability is recovered or settled.

The Czech decree on deferred taxes continues taitdénsent “The tax
base of such assets, or (if relevant) liabilite&sall be the value of these
assets, or liabilities, which can be claimed for parposes in the future.”
In this part, tax base of an asset or tax base bakality is firstly
mentioned but there is no definition of newly imtuged terms. IAS 12
uses definition for tax base of an asset or tax lmdsa liability as “the
amount attributed to that assets or liability fax purposes.”

Part number 4 — Deferred tax asset or deferrediabity shall be
calculated as follows: the resulting differencellsha multiplied by the
income tax rate, as prescribed by the Income Té&atsWhen the tax
rate is amended, the balance sheet in the deftaredccount must be
recalculated and the recognized difference showdcharged on an
account in account group 59 — Income tax expensesfer accounts and
income tax provisiof This part could be better understood if there is a
statement on general level trdeferred tax assets and liabilities shall be
measured at the tax rates that are expected ty tpffle period when the
asset is realised or the liability is settled, loage tax rates (and tax laws)
that have been enacted or substantively enactedhéyend of the
reporting period.

Part number 5 states that the accounting entitlf alvays account
for a deferred tax liability and will account fordaferred tax asset, taking
into consideration the prudent concept. This pamtents only this
statement without any details in respect of reassest unrecognised
deferred tax assets. It is usual, that at the éméach reporting period, an
entity should reassesses unrecognised deferrecads@ts. The entity
recognises a previously unrecognised deferred sagtdo the extent that

® Numbers of accounts are compulsorily in the Cz&spublic in respect of the
numbering of classes in the Chart of Accounts aohinal accounts in the group
accounts. This practice has a long tradition CZ&epublic and introduction of IFRS
has no impact on this tradition.
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it has become probable that future taxable prailit ailow the deferred
tax asset to be recovered. This rule, that is @glalAS 12 or FRS, is not
incorporated into the Decree.

The last part of Decree, concerning deferred taxescribes the
procedure of deferred tax first time recognitionh&l accounting for a
deferred tax for the first time, such part of deddrtax which related to
previous accounting periods shall be charged t@a@unt of account
group 42 (Reserves, indivisible fund and retainachiags and funds
created from net profit), and its part which refdat® the current
accounting period shall be charged to an accouatcdunt group 59. In
subsequent years, only increase or reduction iercf tax (asset or
liability), calculated on all temporary differencefich have arisen since
the preceding period shall be posted to appropdaateunt of group 48.
In the case of a change in the method, the diftaeiarising there from)
shall be charged to accounts of accounting grouplé4Z not clear
enough what kind of change in the method it is eomed.

The decree in the section called deferred tax noeths describes
above, doesn’t mention the manner and scope ofrddfeax 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
conditions that figures are not separately recaghin the balance sheet
or income statements.

3.2 Deferred taxesin Czech Accounting Standard

Accounting regulation in the Czech Republic is imsl by
governmental institutions only. Tradition of prodemal independent
accounting bodies was interrupted by forty yearg€@hmunist regime.
The consequences of the absence of the professiodapendent
accounting bodies is that their position is eithéror very weak. The
process of rebuilding accounting profession inte tprofessional
independent accounting body is rather slow. Morgabe position of the
independent accounting bodies in continental Ewop@ccounting
systems is lower and less importance in comparigoih United
Kingdom or USA. There are evidence, that instrumenit regulatory
systems of accounting are changed and instituti@veloping standards
are changed as well as. Instruments of Europeapuatiog regulatory
systems are mostly combination of elements of pgivand public
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standards setting even in those regulatory acaogistystems, where this
tradition does not exist. Traditionally, institut® developing accounting
standards are independent professional accountodieds nowadays
governmental agencies becomes standard setterslaredloped quasi
standards. These regulatory accounting systemsgvateounting system
combines elements of private and public standardging and

independent professional accounting bodies with eguwental

institutions could be called hybrid regulatory on@Zrova, 2007).

Similar development of the primary hybrid regulgtaccounting system
will may to be expected in the Czech Republic a&satticle of the Act

determines Ministry of Finance or any legal entiglected in public
tender as a standard setter. This is historicdléy first moment when
Ministry of Finance in the Czech Republic admit® thossibility of

existence a rule-making body that differs from Miny of Finance.

Accounting systems, where development of standamdsiue process
Is described in the case of the Czech Republictiaadis realized by the
Ministry of Finance has several disadvantages. Acting standards, in
majority of cases, don't reflect economic transawdi from every-day
business life and therefore development of themsdsirds aren’t a natural
consequence of “best practice”. Standard settinggss where there is an
absence of correction from public suffer from défemess in different
aspects (lack of responsibility for rule making qess, poor
understanding of accounting issues etc.). On theradband there is a
clear endeavor to implement IAS and IFRS into tleedd accounting
standards developed by the Ministry of Finance. dsexample of this
process is standard No.3— Deferred tax.

Czech Accounting Standard No.3 is divided into ¢hparts: Part
number one is the aim of the standard. Part nutwb@includes contents
of the standard and part number three concernioguating procedures.

The aim of this standard is to set out general guoces for
accounting for deferred tax. This setting is in aadance with the
Accounting Act (No 563/1991 Coll., as amended); dbdcree on
Accounting for Business (No. 500/2002 Coll., as adesl);

General procedures are set for accounting and trega¥eferred tax
in items either “Deferred tax — receivable” or “Bekd tax — payable”
(balance sheet items) and items “Income tax onnargi activity —
deferred’or“Incometaxonordinaryactivity—deferred’and‘Incometaxon
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extraordinary activity deferred” or “Income tax on extraordinary activity
—deferred’(undertheconditions pursuanb sections3 and 4of theDecree)
with a view of harmonizing procedures applied bgocamting entities.

Part two is entitled determination of contentssFaubsection is about
scope. The scope of the duty to account for deddae and fundamental
procedures for its reporting are set down in sacé® of the Decree.
Second subsection states that a tax liability whgcldeferred implies
from differences which arise at the time when gerit@ms in accounting
are treated differently pursuant to accounting taxdegislation.

Third subsection concerns temporary difference#fef@nces which
arise as a result of different accounting and teeattment are of a
temporary nature. Temporary differences can be:

a) taxable; such differences will result in taxable camis on
computing the tax base (taxable income) in futueeigols and
give rise to a deferred tax liability (e.g. wher thook value of a
particular tangible fixed asset is higher than vtdue for tax
purposes);

b) deductible; such differences will result in amountsat are
deductible on computing the tax base (taxable iroim future
periods and lead to a deferred tax asset (e.g. wheemet book
value of receivables, decreased by adjustmentewisr than the
value of such receivables, including adjustment®gaized for
the tax purposes).

Fourth subsection: Deferred tax shall be computedlbtemporary
differences resulting from a different accountingd aax treatment of
items shown in the books of account (accountinggf is not only on
differences between the carrying value and thevidxe of depreciable
tangible and intangible fixed assets, but also trerodifferences (e.g.
value adjustments to inventories, adjustments ¢eivables, provisions
exceeding the statutory limits and unrealized lossn previous years).
Even though the term temporary differences are mehtioned in
accounting rules firstly, there is no explanati@neéhneither in the decree,
the higher level of accounting regulation. Finahsi@atements prepares
can only guess what temporary differences means valnether the
definition is similar to IAS 12 or even the samei@3AS 12. Provided
that the regulator decided to implement IAS 12 i@wech accounting
system, there is one very important departure firldg112.
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Departure from IAS 12 arises from the statement tederred tax
shall be computed on akmporary differences resulting from a different
accounting and tax treatment of items. This statérdeesn’t implies any
exception from this rule. While the IAS 12 statbstta deferred tax
liability shall be recognised for all taxable temguy differences, except
to the extent that the deferred tax liability asisem:

a) the initial recognition of goodwill; or

b) the initial recognition of an asset or liability antransaction which
is not a business combination; and at the timeéhefttansaction,
affects neither accounting profit nor taxable gr(thx loss).

A temporary difference may arise on initial recdagm of an asset or
liability, for example if part or all of the costff @an asset will not be
deductible for tax purposes. Currently, it is nseeg to be said that the
method of accounting for such a temporary diffeeedepends on the
nature of the transaction that led to the initedagnition of the asset or
liability. Theoretically, if the transaction is nat business combination,
and affects neither accounting profit nor taxabtei an entity would, in
the absence of the exemption provided by (a) apdl{bve, recognise the
resulting deferred tax liability or asset and atljhe carrying amount of
the asset or liability by the same amount. Suchsanjents would make
the financial statements less transparent. Thexetbe IAS 12 does not
permit an entity to recognise the resulting defiiax liability or asset,
either on initial recognition or subsequently. Rermore, an entity does
not recognise subsequent changes in the unrecdgmséerred tax
liability or asset as the asset is deprecialts part concerning exception
from the rule Czech accounting standard is misatral.

Fifth subsection is very short with finding on deésl tax liabilities.
Deferred tax liabilities shall mean to be income #&mounts [resulting
from the differences described in subsection tladgeve to be settled in
future periods.

Sixth subsection concerns deferred tax assets.riedfgéax assets
shall mean to be income tax amounts to be claimefliture periods.
Such deferred tax assets may arise from:

a) deductible temporary differences;

b) unused tax losses brought forward;

c) other unused tax allowances (deductibles) broughwdrd and
other tax entitlements which are transferable torfuperiods.
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Seventh subsection is in compliance with IAS 12 stadles that at the
end of each reporting period, an entity reassesse=cognised deferred
tax assets. The entity recognises a previouslycogrésed deferred tax
asset to the extent that it has become probabtefuhae taxable profit
will allow the deferred tax asset to be recovemstthe balance-sheet
day, the Czech accounting entity shall reassessegdrrying value of
deferred tax asset, and if the taxable base ikelglito attain the level
which would enable the deferred tax asset to bhieneld, either in part or
in full, the carrying value of the deferred tax etswill be reduced. The
scope of such reduction shall be made with regardhe expected
attainable taxable income. The accounting entig}l State the previously
non-disclosed deferred tax asset in the amounthwikitkely to be made
use of (i.e. claimed) in future with regard toetgpected profit.

Eight subsection splits deferred tax into defertad on ordinary
activity and deferred tax on extraordinary activi@rdinary activity
comprises operating activity and financial operagio

Ninth subsection describes situation when defeteed asset and
deferred tax liability arise from different actieis contemporaneously. If
in one accounting period a deferred tax asset aniseespect of one
activity (in the meaning of previous subsectiond am deferred tax
liability arises in respect of the other activithijs fact must be disclosed
in the income statement.

Tenth subsection sets the rule for offsetting. Defé tax liabilities
and deferred tax assets which have been bookedf3eh appropriate
account of group 48 — Deferred tax — liability @sat shall be shown as
the balance of this account provided that the ¢ in the seventh
subsection have been fulfilled.

Part three of the standard is entitled Accountimgcedure. First
subsection set rules for first time deferred tagpn. When accounting
for deferred tax for the first time, one part offeteed tax relating to
previous accounting periods shall be posted togpf@te accounts of
group 42 — Reserve funds, indivisible fund, othends created from
profit, and profit or loss brought forward and opart relating to the
current accounting period shall be posted to apptgp accounts of
account group 59 — Income tax expense, transfeuats and income tax
reserve. In subsequent years, only an increaseavease in deferred tax,
calculated on all temporary differences againstptteeeding period, shall
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be booked by means of appropriate account of gd8up Deferred tax
liability or deferred tax asset.

Second subsection describes changes of methodhelrcdase of a
method change (including a change in the way inciwvhieferred tax is
computed), differences arisen shall be posted progpiate accounts of
group 42 — Reserve funds, indivisible fund, othends created from
profit, and profit or loss brought forward, and tleéevant item shall be
explained in the notes to the financial statements.

Third subsection sets posting of deferred tax litgbiDeferred tax
liability is debited on appropriate account of gro&9 — Income tax
expense, transfer accounts and tax income resadvbyaa credit entry in
appropriate account of group 48 — Deferred taabilities or asset.

Fourth subsection sets posting of deferred taxliipbDeferred tax
asset is credited on appropriate account of gro8p—5Income tax
expense, transfer accounts and tax income resad/éyaa debit entry in
appropriate account of group 48 — Deferred taxability or asset. A
deferred tax asset is posted only when it is likbigt the tax base, on
which the differences under subsection three insiaeond part can be
made use of, is regarded realizable. A tax basegdarded realizable
when there are sufficient taxable temporary diffiees relating to income
taxes administered by the same tax administratmar{€ial office) and the
same accounting entity in respect of which a refisrekpected:

a) in the same period in which temporary deductibféedences are
expected; or

b) in periods in which a tax loss arising from a dedfdrtax asset
(future receivable) can be claimed retroactively lmought
forward to future periods.

Under these circumstances, a deferred tax assetagnized into the
period when temporary deductible differences arise.

Fifth subsection concerns the situation when tkeadée is altered. In
the case that the income tax rate is altered, rieessary to recalculate
the balance in the account where deferred taxliswed and book the
difference by means of appropriate account of gréQp- Income tax
expense, transfer accounts and income tax reserve.

23



Zarova, M.:lmpact of IAS 12 on Deferred Taxes Regulation én@zech Republic.

Sixth subsection sets that temporary differencey rmase in a
business combination. Fair value adjustments avaluation of assets in
a business combination or capital investment wilegise to differences
which will result in a deferred tax (Skalova Goukova, 2009). The
carrying value of assets shall be increased tdfdhmevalue but the tax
base shall remain in the amount computed accortbnghe original
acquisition cost. Where differences in respect wthsassets arise, the
accounting entity shall include them in the caltolaof deferred tax in
the following way. In the case of items which ateectly credited or
debited against own equity (in acquiree’s finanstatements in business
combination), a deferred tax shall also be direpthgted as a credit or
debit entry against own equity. In the case of tehpnhvestment, the
acquiring accounting entity shall book a deferrea tiability by a
corresponding entry in the account of retained iagenfrom previous
years in group 42 — Reserve funds, indivisible funtther funds created
from profit, and profit or loss brought forward.

The goodwill is completely omitted in CAS. The tomf goodwill is
important and for the purpose of goodwill recogmtiAS 12 should be
implemented. The topic of goodwill should be expém in the Czech
standard, even if it is the case when goodwill ©dax base of nil. Any
difference between the carrying amount of goodanldl its tax base of nil
is a taxable temporary difference. However, thegutated in IAS 12
does not permit the recognition of the resultindeded tax liability
because goodwill is measured as a residual andettegnition of the
deferred tax liability would increase the carryiaghount of goodwill
(Peldk, 2009). Stillthe reasoning of IAS 12 that goodwill was a residua
and any increase in its carrying amount, resulfiog the recognition of
a deferred tax liability, would not have been appiate, is
understandable and with the related goodwill deéinialso conceptually
defendable (Filinger, 2009). The stumbling blockthat recognition of
goodwill in Czech accounting differs from IFRS apgch and deferred
taxes arise from business combination are not albwo be account
directly to goodwill, but in compliance with CAS ®to acquiree’s
equity.

Manner and scope of disclosures to the issue @fricbef taxes are not
involved in the Czech accounting standard as veetha fact that deferred
tax assets and liabilities shall not be discoumtedompliance with IAS
12.

24



European Financial and Accounting Journal, 2010,5mo. 1, pp. 6-27.

Conclusion

The article, investigating IAS 12 implementatiorioirCzech accounting
regulatory system, implies that IAS 12 implememativas realized in the
Czech accounting only partially or incompletely, remver even without
the knowledge of the far-reaching consequencesid8edifferences
stated in the article, there is an absence of cetmgarts of investments
in subsidiaries, branches and interests in jointtwes, measurement,
recognition of current tax and deferred tax. Theralso an absence of
definitions: tax base of asset, tax base of liaéd] balance sheet
approach of liability method, income statement w@ibility method,
temporary differences, taxable temporary differsncedeductible
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.

Ignorance of far-reaching consequences of accayntifes may bring
entities to the court; moreover entities spent éigtosts and may loose
confidence by users of accounting information (¥are Mejzlik, 2009).
As it was stated in the introduction to this a#iclin spite of the
harmonization process, there may be systematidiffigrent patterns of
accounting behavior applicable in particular coynfgiccounting entities,
especially those owned by foreign companies orrteddo parent ones,
treat their transactions in compliance with faigukations even if this
treatment breaks Czech law for accounting. Consexguef this practice
is that rules are used differently for treatmenth&f same cases..Different
accounting treatment for the same case may bringpbcations to audit
too. Preparers of financial statement, auditors @s®ts too, often doubt
whether to prefer substance of the transactioegallconsequence of the
transaction.

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
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domestic rules applicable in compliance with therapch “think small
first”’ (Zarova, 2010).
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Impact of IAS 12 on Deferred Taxes Regulation
in the Czech Republic.

Marcela ZAROVA

ABSTRACT

This article investigates the impact of IAS 12 afiedred taxes regulation
in the Czech Republic, where local accounting rajuhs includes
accounting standards only by names, but not asugpubof regular due
process and which are not issued by the profedsamtaunting body at
all, not even partially. The article deals with tlevelopment and
description of the Czech accounting system fronlyeaineties of last
century till present time as a background for IFR@lementation. Then
the article followed subsequent steps of IAS 12lem@ntation into the
hierarchy of legal rules for accounting, startingthwthe Act on
accounting, decree on business entities and Czeduating standard for
deferred taxes.

IAS 12 implementation into Czech accounting systeran example of
partial and incomplete implementation of IFRS idtamestic accounting
rules based on different law presumption than undleich are IFRS
developed.

Example of IAS 12 implementation into Czech accountregulatory
system, provide the reader clear demonstrationrohgvphilosophy how
to reach comparable accounting information. Basedth® published
criticism, the recommendation is not to continue partial IFRS
implementation but make good rule for entities lova them to choose
either full IFRS or domestic rules applicable inngiance with the
approach “think small first”.
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