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Treating unutilised investment allowances

| BY GOH KEAN HOE |

he accounting issue on un-

utilised investment allow-

ances (1A} faced by AirA-

sia in 2006 was regarded

by some as a high-profile
issue and was quite extensively re-
ported. The issue has taken some
twists and turns since then. The
latest development is the adoption
of a new accounting treatment by
AirAsia and Tanjong ple in their
2007 financial reports. Both com-
panies have recognised unutilised
1A as deferred tax assets (DTA) and
have booked in a prior year adjust-
ment to effect the change.

As a result, AirAsia recorded a
huge DTA of RM284 million as of
March 31, 2007 (when it first made
the change) and RM329 million
as of June 30, 2007 (its vear-end).
Tanjong also booked in an equally
huge DTA of RM295 million as of
Jan 31, 2007 (its year-end) on the
unutilised 1A of one of its subsidi-
aries in Malaysia.

In explaining the change to the
new accounting treatment, both
companies have directly or indirect-
ly cited the letter from the Minis-
try of Finance (MoF) to the Malay-
sian Accounting Standards Board
[MASE) dated Feb 16, 2007, as the
triggering point for the change.
More specifically, they now took
the view that the investment al-
lowance is equivalent 1o the “rax
credits” provided in IAS12/FR5112
and hence can be recognised as DTA
under the standard itself,

It is not a temporary difference
arising from an initial recognition;
thus it cannot be recopnised as a
DTA under FRS112/1A512, a view
taken by MASB. In addition, they
also regarded FR5112(2004) as dif-
ferent from 1AS12 due to the pres-
ence of Para 36 in FRS112(2004).
In its Q42007 announcement, Air-
Asia further stated that it has ear-
ly-adopted the ‘new” FRS112 js-
sued by MASE on June 15, 2007,
which is effective from July 1,

2007, The “new” FRS112 is identi-
cal to [AS12.

As there is no official interpreta-
tion, guidance, consensus or stand
issued by either the accounting
standard boards (locally and inter-
nationally) or the accounting pro-
fessional bodies in Malaysia on this
issue, these events have given rise
to one big question — what is the
rlE]l1 Ell:l:ﬂlll'lﬁl'lg freatment on unu-
tilised investment allowances? Did
those events suggest that the unu-
tilised LA can now be recognised as
DTAZ Is there anything wrong with
the existing method? Can one con-
tinue to follow the existing prac-
lice which is more conservative?
Is the new method more appropri-
ate? Is there any other alternative
method? Does this signify the end
of this issue, finally?

The issue in perspective

To answer these question, let’s
first look at the issue in perspec-
tive, Investment allowance (or re-
investment allowance) is a type of
tax incentive in the form of tax ex-
emption or partial tax exemption
made available by the government
of Malaysia to companies invest-
ing in a specific sector, especially
the service sector including priva-
tisation projects. The rationale for
the incentive must be that these
are risky projects and hopefully
the potentially improved return,
through full or partial tax exemp-
tion, will encourage more compa-
nies to venrure into it.

The amount of 1A is calculated
based on certain percentage (usu-
ally 60% to 100%) of the amount
of approved capital expenditures
incurred during a specific period
{usually five vears). The IA can
be used to reduce the taxable in-

come (uswally between 70% and
100% af the statutery income each
vear) and hence reducing the tax
payable on the profits made. How-
evar, the IA is deducted from the

laxable income only after capial
allowances have been deducted,

Any amouni of 1A nod absorbed in
a particular year due to insullicient
income can be carried farwand o
fmlure years 10 reduce future 1ax-
able income, This creates the unu-
tilised investment allowances that
we are lalking alsout.

The question is, how shoukd un-
utilised 1A be trealsd in account-
ing amd financial reperting? 11 the
company that enjoys such incen-
tive generates sufliclend profits o
fully wlilise the 1A, there will be no
issue as the tax reduction will be
shown in the financial slatements
in the form of lower 1ax pavable
amd lewer tax expenses accord-
ingly. & complication arises when
the profits generated are no suof-
flcient 1o allow the invesiment al-
bowances thal arose or claimed o
be Tolly arilised, This scenarks is
WEIY COMMOn as capital-intensive
projects wsually Lake a number of
years 1o generale substantial profit
to allow, firstly, abl the capital al-
lowances to be absorbed amd ten
the l4. The issue i whether (e po-
Lemtial Lax Benefite of the upu 1isex]
1% shauld e recognised im ghe T
mancial statemens in the vears the
& arises oo in the years when il 85

realised or in any cther wans,

The existing method —
anything wrong?

The existing and the new meth-
ods interpret the rules in 1AS12/
FRS112 (2004) differently, result-
ing in different accounting treat-
ment on the unotilised 1A, Under
the existing practice which has been
adopted or accepted in Malaysia
all this while, the unutilised LA is
viewed as a deductible temporary
difference arising from initial rec-
ognition of the assets and as such,
cannol be recognised as a DTA un-
der LAS12 (Para 22 & 33) and more
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AirAsia’s deferred tax income and assests for
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specifically in accordance with Para
36 0f FRS112 (2004]. Alternatively,
the 1A is considered a permanent
difference, under the old rules of
deferred taxation and hence is not
a deferred taxation {tem, This in-
terpretation views the investment
allowances as an additional allow-
ance aver and above the normal
capital allowances claimed on the
assels purchased. The unutilised
1A is hence recognised only when
it is utilised, that is, on realisation
basis. The amount of unutilised [A,
if significant, is usually disclosed
in the financial statements, This
methed “delays” the recognition
of the potential tax benefits from
the unutilised 1A and is certain-
ly a very conservative account-
ing policy.

This method appears to be rea-
sonable and acceptable except that
when applied strictly, it can creale
a situation where a company that
enjoys this tax incentive and which
has an unutilised 1A may still have
to record a tax expense on the prof-
its reparted, This was exactly how
AirAsia was caught in its 2006 fi-
nancial results. AirAsia had to book
in a tax expense of RM27 million
against its pre-tax profit of RM116
million and a deferred tax liabili-
ty of RM39 million on the balance
sheet despite the fact that it had a
huge unutilised A of RM549 mil-
lion, Does it make sense to report
a tax expense amounting to about
26% of the pre-tax profit when

the company enjoys tax exemp-
tion or partial exemption? Techni-
cally, this situation arises largely
because the claiming of substan-
tial capital allowances in the ini-
tial years of investment will usu-
ally lead to a deferred tax liabiliry
which must be recognised in full
under the "full provision” approach
of IAS12/FRS112. Since the unuti-
lised 1A cannot be recognised as
DTA to off-set or reduce the de-
ferred tax labilities, a 1ax expense
situation will arise.

But shouldn't accounting be
based on the substance rather than
the mechanism and the form of the
transaction? Obviously, this meth-
od also totally ignores the effect
the unutilised 1A may have in de-
termining and computing the de-
ferred taxation on other temporary
differences, including the tempo-
rary differences on the assets pur-
chased. As can be seen in its 2006
financial statements, AirAsia under-
standably could not accept this and
felt strongly that this method did
not reflect truly and fairly the tax
and financial position of the com-
pany. The search for an alternative
treatment hence began,

The new method — more
appropriate?

As said, AirAsia and Tanjong have
now recognised the unutilised [A
fully as DTA based on their inter-
pretation that the unutilised 1A is
essentially equivalent to the tax
credit in [A512 and hence can be
recognised as a DTA so long as it

is probable that there will be suf-
ficient profits for the unutilised 1A
to be utilised. But is it crystal- clear
that unutilised 1A is unutilised tax
credits and hence a DTA? Although
IAS 12 states that unutilised tax
losses and unutilised tax credits
are deferred tax assets (Para 5 &
34), surprisingly no definition of
tax credits can be found in [AS12.
1A512 also did not explain why
unutilised tax credits are deferred
tax assets. It is not sure whether
[AS12 intended the tax credits to
cover tax incentive, such as the in-
vestment allowance in Malaysia.
The MoF letter and the tax leg-
islations in Malaysia also did not
mention that IA is tax credits. It is
not known if AirAsia and/or Tan-
jong have sought any confirmation
or clarification from [ASE and/or
MASE on this question in arriving
at their conclusion,

But more importantly, is this
new method more appropriate?
This method may solve the prob-
lem of the existing method but it
seems Lo have gone overboard and
has hence created other problems
as it may create a potentially huge
tax income in the income state-
ment and a huge deferred tax assel
on the balance sheet. This can be
clearly seen from the 2007 results
of AirAsia under the new method
as shown in Table 1.

It is probably unprecedented to
see a company showing a huge tax
income against the profits report-
ed on year -to-year basis boosting
its post tax profit to an even high-
er figure than the pre-tax profit.



What really is this huge tax in-
come of RM220 million in 2007
and RM116 million in 20067 What
is this huge asset of RM329 mil-
lion in 2007 and RM104million in
2006¢ How could a company create
annstant income simply by buy-
ing assets? How could a company
create one accounting asset imme-
diately after buying another assel?
If the TA is a form of government
grant, it should be accounted for
as such and not as deferred tax.
What may happen if this post-tax
profit is used in valuing the compa-
ny? Does it make accounting sense
as well as common sense? Numer-
ous questions could be asked on
this method.

This method argues that the un-
utilised allowances are similar Lo
unutilised tax losses as both can
be vsed to reduce future tax lia-
bility and hence should be treat-
e the same way, that is, both are
OTA. But this argument is only
partly true as there is a clear dis-
tinction between the unutilised tax
losses and the unutilised invest-
ment allowances in term of their
causes, There is no doubt that tax
losses are always a deferred tax
item under both the old rules and
the current rules of deferred taxa-
tion. Tax losses arise from the ex-
cess of expenses over the income,
which are already reported in the
income statement. Since the tax
losses can only be deducted in fu-
ture tax period, there is essentially
a timing difference and hence a de-
ferred tax arises. The deferred tax
assel and income recognised will
reduce the losses reported, which
is in line with the matching prin-
ciple as well, It will not turn the
loss into a profit,

Investment allowance is basi-
cally a 1ax incentive where the in-
come generated from the invest-
ments are exempled or partially
exempted from income tax. Unlike
tax losses, it is not due to any item
reported in the income statement
and is hence not a timing differ-
ence, As can be seen from AirAsia’s
case, recognising the unutilised 1A

as DTA can result in a huge cred-
it in the income statement and a
huge DTA on the balance sheet,
which cannot be easily supported
with substance. Also, if it is ac-
ceptable to recognise such tax re-
duction on potential future profits
on the projects/investments, will it
be also acceptable to recognise the
profits to be made in the future at
the same time? Isn’t it that account-
ing is about recording and report-
ing past transactions and events,
instead of future transactions and
events? In short, this new method
recognises the potential tax ben-
efits on the [A in advance and is
certainly a very aggressive account-
ing policy. Unless we can explain,
rationalise and suppaort the poten-
tially huge income and assets cre-
ated by the new method with sub-
stanece, its appropriateness is also
questionable,

Conclusion

While the existing method may cre-
ate a problem in certain circum-
stances, the new method seems
to have gone overhoard and have
created other problems. Inomy per-
sonal view, this high-profile issue
has not ended. There could also be
other alternative ways to deal with
this issue, One possible approach
is to look at the substance and ob-
jective of the 1A incentive and ig-
nore its mechanism and techni-
cality, If we take the view that the
ohjective of the 1A incentive is to
exempt or reduce the income tax-
es on the profits from the invest-
ments made, then the tax effect on
the 1A should be reflected in the
years the profits are made in order
to match with the profits.

To give effect to this, the 1A
can be allocated using a reasona-
ble and meaningful basis to match
with the profits reported so that it
will result in an effective tax rate
which reflects the tax position of
the company.

Alternatively, the effect of the
unutilised 1A can be considered

in determining the expected fu-
ture tax rate of the company for

the purposes of measuring the de-
ferred taxation. This approach will
avoid or mitigate the problems cre-
ated by both the existing and the
new methods and has the effect
ol smoothening the profit report-
ing, the very reason why deferred
lax concept was created in the first
place. The concept of systematic
allocation is not new in account-
ing and depreciation accounting is
one good example,

Though this issue may look sim-
ple on its surface, the complicated
nature of deferred taxation and the
unclear provisions in IAS12/FRS112
have made it complex, The recent
introduction of some new concepts
ol accounting, such as fair value ac-
counting and share-based payment,
have only further complicated and
confused the issue. Obviously, 1AS12
requires further improvement and
fine-tuning. So until a clear rule
is established with acceptable ba-
sis of conclusion, the argument of
what is the right accounting treat-
ment on the unutilised 14 will go
on. Meanwhile, whichever method
is chosen, one must be prepared to
answer the questions that may be
put forward to support the choice
made, especially il an aggressive
policy is chosen. o
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