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Introduction

A profitable utility is not always economically healthy, and a loss-making utility is not
always operationally inefficient. In rate-regulated sectors, this simple observation matters.
Energy companies operate under two measurement systems at the same time. Their finan-
cial statements follow IFRS, while their tariffs are approved by a regulator. The financial
statements show what has happened under accounting rules. The tariff calculation shows
what the regulator allows the company to recover through prices. This dual logic creates a
natural gap between accounting profit and regulatory profit. The gap is not necessarily a
mistake. It can arise because of depreciation rules, timing differences, financing costs, fo-
reign exchange movements, tax effects and the treatment of assets that are recovered
through future tariffs. But if the gap is large and persistent, users of financial statements
need to understand why it exists. International accounting research has shown that deferred
taxes and book-tax differences can provide information about earnings quality, future tax
payments and earnings persistence [Hanlon, 2005, 137-166; Gorlitz et al., 2023, 113-165].
Studies of earnings management also show that deferred tax expense can help detect si-
tuations where accounting profit and taxable profit move differently [Phillips et al., 2003,
491-521]. However, for rate-regulated companies, the book-tax dimension is not enough.
There is a third benchmark: the profit allowed by the regulator in tariff calculations.

This article focuses on that third benchmark. It asks whether the accounting profit of Arme-
nia’s rate-regulated energy companies is comparable with the profit included in tariff cal-
culations, and how that comparison changes after removing foreign exchange effects. The
central argument is that reported net profit should not be read on its own. It should be read
together with foreign-exchange-adjusted profit and regulatory prescribed profit. The article
contributes to the literature by introducing the Regulatory Profit Gap as an additional ear-
nings-quality indicator for rate-regulated utilities. Unlike conventional book-tax difference
studies, the proposed framework compares IFRS net income, foreign-exchange-adjusted
income and the regulator’s prescribed profit. This makes the analysis more useful for
regulators, auditors, creditors and researchers who need to distinguish operating perfor-
mance from macroeconomic accounting noise.
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Methodology
The study uses a mixed quantitative and institutional approach. The sample consists of

three Armenian rate-regulated energy companies for 2021-2024: Yerevan Thermal Power
Plant, High-Voltage Electric Networks and the Armenian Nuclear Power Plant. The ana-
lysis uses audited IFRS financial statements and PSRC tariff calculation materials. The
small sample does not allow broad econometric generalization, but it is suitable for a fo-
cused case-based analysis of earnings quality in a regulated sector.

The analysis uses the following variables and formulas:
Adjusted Net Profit: ANP = NP — FX

Accounting Profit Gap: APG = NP — RP

Adjusted Accounting Profit Gap: AAPG = ANP — RP
Regulatory Profit Coverage Ratio: RPCR = ANP / RP
Foreign Exchange Dependence Ratio: FXD = FX / |NP|

In these formulas, NP is reported net profit, FX is net foreign exchange gain or loss, ANP
is net profit after removing FX effects, RP is the profit included in tariff calculations, APG
is the gap between reported profit and regulatory profit, AAPG is the same gap after FX
adjustment, RPCR shows how much of the regulatory profit is covered by FX-adjusted
profit, and FXD shows how dependent reported profit is on FX effects.

To test H3 more carefully, the study also uses note-level deferred tax evidence from Arme-
nian NPP’s 2021-2024 financial statements. The analysis considers the composition of
deferred tax assets and liabilities, the role of property, plant and equipment in generating
taxable temporary differences, the treatment of tax losses, and audit qualifications related
to impairment indicators and recoverable amounts of property, plant and equipment. This
helps distinguish between deferred tax balances driven by long-term asset-related timing
differences and deferred tax assets whose recognition depends on future taxable profits.

Literature review
IAS 12 requires entities to account for income taxes, including deferred taxes that arise

from temporary differences between the carrying amount of assets and liabilities and their
tax bases [IFRS Foundation, IAS 12]. Deferred tax assets may show future tax savings,
while deferred tax liabilities may show future tax burdens. In that sense, deferred taxes are
forward-looking accounting numbers.

The informational value of deferred taxes has been widely discussed [Gorlitz et al. 2023,
113-165] Some show how empirical research on deferred taxes concentrates on value rele-
vance and earnings management. Hanlon [2005, 137-166] finds that large book-tax differ-
rences are associated with lower earnings persistence. Phillips, Pincus and Rego [2003,
491] argue that deferred tax expense can provide incremental information for detecting
earnings management. Schrand and Wong [2003, 579-611] show that valuation allowances
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for deferred tax assets can be used in ways that affect reported earnings, although such
allowances may also reflect real economic uncertainty.

Rate regulation is common in sectors where services are essential and infrastructure is
capital-intensive. Electricity generation, transmission and distribution often require large
investments that cannot be recovered immediately. Regulators therefore design tariff sys-
tems to balance consumer protection, cost recovery and reasonable returns for the utility.
In regulatory economics, this is usually discussed through cost-of-service regulation, in-
centive regulation and the regulated asset base concept [Laffont & Tirole, 1993; Joskow,
2014, 291-344].

Accounting for rate regulation has been difficult under IFRS because a regulatory decision
may create an economic right to recover amounts through future tariffs, but that right does
not always meet the traditional IFRS definition of an asset. IFRS 14 was issued as an in-
terim standard for first-time IFRS adopters and permits qualifying entities to continue
recog-nizing regulatory deferral account balances under previous GAAP [KPMG, 2014, 4-
6; IFRS Foundation, IFRS 14].

IFRS 20, issued by the IASB in May 2026, replaces IFRS 14 and becomes effective for
annual reporting periods beginning on or after 1 January 2029, with early application per-
mitted [IFRS Foundation, 2026]. Although IFRS 20 did not apply to the 2021-2024 period
examined in this article, its model is useful as a conceptual benchmark. It shows how future
IFRS reporting is moving toward clearer recognition of regulatory assets and regulatory
liabilities when a regulatory agreement creates enforceable rights and obligations.

Existing research helps explain deferred taxes, book-tax differences and rate-regulated
accounting separately. What is less developed is a framework that reads these issues to-
gether in transition economies, where regulated energy companies often carry foreign-cur-
rency debt. This article fills that gap by showing how reported profit, FX-adjusted profit
and regulatory prescribed profit can be used together to evaluate earnings quality.

Scientific novelty

The scientific novelty of this article is that it offers a new way to assess the quality of profit
in rate-regulated energy companies. Instead of looking only at the net profit reported in the
financial statements, the article compares three layers of profit: reported IFRS net profit,
net profit adjusted for foreign exchange effects, and the profit included in the regulator’s
tariff calculation. This approach helps show whether a company’s reported profit really
reflects its regulated operating performance, or whether it is mainly influenced by foreign
exchange gains, accounting estimates, tax effects, or differences between IFRS reporting
and tariff-setting rules. In this sense, the article introduces the idea of a Regulatory Profit
Gap as an additional analytical tool. This gap shows the difference between the profit re-
ported under IFRS and the profit expected by the regulator in tariff calculations. By ad-
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justing profit for foreign exchange effects, the article makes it possible to see the com-
pany’s underlying performance more clearly. The article is also novel because it connects
this regulatory profit gap with deferred tax issues. It argues that when accounting profit
and regulatory profit differ significantly, this may affect the assessment of deferred tax as-
sets and liabilities, especially in capital-intensive energy companies. In simple terms, the
main contribution of the article is this: the article shows that, in rate-regulated energy com-
panies, profit quality should be assessed not only through financial statements, but also by
comparing reported profit with foreign-exchange-adjusted profit, regulatory tariff profit.

Research questions and hypotheses

The study is guided by four research questions:

RQ1: To what extent does the reported IFRS net profit diverge from the regulator’s
prescribed profit?

RQ2: How much of the regulatory profit gap is explained by foreign exchange gains or
losses?

RQ3: After removing FX effects, does profitability converge toward the regulatory target
or remain structurally different?

RQ4: What do these differences imply for deferred tax analysis and the interpretation of
IAS 12, IFRS 14 and IFRS 20?

The following hypotheses are tested:

H1: Foreign exchange effects significantly distort nominal IFRS net profit in rate-
regulated energy companies.

H2: After FX effects are removed, adjusted profitability remains decoupled from
regulatory prescribed profit.

H3: When FX-adjusted profitability remains below regulatory profit, deferred tax
balances may become harder to interpret, especially if the company has persistent
adjusted losses, unrecognised tax losses, or large deferred tax liabilities related to
property, plant and equipment.

Analysis

The first table brings the core dataset and the main calculated indicators into one place.
This is important because the article’s argument depends not only on the size of reported
profits, but also on how those profits change after foreign exchange effects are removed.

Table 1 shows that reported net profit and regulatory prescribed profit often tell different
stories. Yerevan TPP reported large profits in 2021 and 2022, but most of that profitability
came from FX gains. In 2021 and 2024, removing FX effects changes positive reported
profit into an adjusted loss. HVEN also had large FX effects, but after 2021 its adjusted
profit remained well above the regulatory benchmark. Armenian NPP is the most fragile
case: after FX effects are removed, adjusted net profit is negative in every observed year.
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Table 1. Financial and regulatory profit indicators of Armenian energy companies,

2021-2024
Com- | Gear NP FX ANP RP APG AAPG |RPCR| FXD
pany
YTPP | 2021 | 18,567,811 | 20,436,138 | (1,868,327) | 1,539,150 | 17,028,661 | (3,407,477) | -121|110.1%
Y TPP | 2022 | 34,801,386 | 27,980,278 | 6,821,108 | 1,766,820 | 33,034,566 | 5,054,288 | 3.86| 80.4%
Y TPP | 2023 | 5,172,334 | 1,962,828 | 3,209,506 | 1,688,750 | 3,483,584 | 1,520,756 | 1.90| 37.9%
YTPP | 2024 | 1,903,826 | 6,661,584 | (4,757,758) | 1,558,270 | 345,556 | (6,316,028) | -3.05 | 349.9%
HVEN | 2021 | 11,620,894 | 12,899,842 | (1,278,948) | 35,500 | 11,585,394 | (1,314,448) | -36.03 | 111.0%
HVEN | 2022 | 21,173,592 | 19,581,640 | 1,591,952 | 71,210 | 21,102,382 | 1,520,742 | 2236 | 92.5%
HVEN | 2023 | 2,530,275 | (3,802,589) | 6,332,864 | 598,750 | 1931,525| 5,734,114 | 10.58 i
150.3%
HVEN | 2024 | 7,091,492 | 3,925,054 | 3,166,438 | 643,510 | 6,447,982 | 2,522,928 | 4.92| 553%
ANPP | 2021 | (4,085317) | 7,118,325 | (11,203,642) | 205,300 | (4,290,617) | (11,408,942) | -54.57 | 174.2%
ANPP | 2022 | 10,196,236 | 12,540,397 | (2,344,161) | 208,410 | 9,987,826 | (2,552,571) | -11.25 | 123.0%
ANPP | 2023 | (4,280,185) | (1,450,049) | (2,830,136) | 452,530 | (4,732,715) | (3,282,666) | -6.25 | -33.9%
ANPP | 2024 | (2,040,829) | 1,153,527 | (3,194,356) | 484,530 | (2,525,359) | (3,678,886) | -6.59| 56.5%

Annual figures are volatile, so the next table summarizes the four-year period. This reduces
the effect of single-year shocks and shows the deeper profile of each company.

Table 2. Cumulative reported profit, FX-adjusted profit and regulatory profit coverage,

2021-2024
Company | NPcumulative | FXcumuative | ANPcumulative | RPcunmtative | RPCR FXD
YTPP 60,445,357 | 57,040,828 3,404,529 6,552,990 0.52 94.4%
HVEN 42,416,253 | 32,603,947 9,812,306 1,348,970 7.27 76.9%
ANPP (210,095) | 19,362,200 | (19,572,295) 1,350,770 -14.49 | 9215.9%*

*Note: For ANPP, the FXD ratio is extremely high because cumulative net profit is close to zero. Therefore,
the indicator should be interpreted as evidence of strong FX sensitivity rather than as a normal profitability

ratio.

The cumulative results are the strongest part of the evidence. Yerevan TPP reported AMD
60.4 billion of cumulative net profit, but AMD 57.0 billion of that amount is equivalent to
FX gains. Its FX dependence ratio is 94.4%. After removing FX effects, the company’s
cumulative adjusted profit is only AMD 3.4 billion, or 52% of the PSRC-prescribed profit.
This means that the company looked highly profitable in accounting terms, but much less

profitable when FX gains are removed.

HVEN shows a different profile. FX effects explain part of its profit, but not all of it. After
removing FX, HVEN still reports AMD 9.8 billion of cumulative adjusted profit, which is
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7.27 times the PSRC-prescribed profit. This suggests a persistent positive regulatory profit
gap that deserves deeper analysis of depreciation, asset base measurement, financial in-
come and tariff methodology.

Armenian NPP shows the opposite profile. The company’s cumulative reported result is
close to zero, but this is because FX gains soften the losses. After removing FX effects, the
cumulative adjusted result becomes a loss of AMD 19.6 billion. The regulatory calculation
includes positive profit, yet IFRS-adjusted performance remains structurally negative.

The deferred tax layer is necessary because the article is not only about profit differences.
It is also about what those differences mean for future tax consequences. In capital-inten-
sive regulated companies, deferred tax balances often arise from differences between the
accounting carrying amount of property, plant and equipment and the tax base of those
assets.

Table 3. Net Deferred Tax Positions of Regulated Energy Companies, 2021-2024

% of
Company Year Position Amount | Total assets

assets
HVEN 2021 Net DTA | 697,765 128,873,370 | 0.54%
HVEN 2022 Net DTL | 44,941 129,294,577 | 0.03%
HVEN 2023 Net DTL | 1,400,601 | 133,696,772 | 1.05%
HVEN 2024 Net DTL | 1,987,383 | 134,239,898 | 1.48%
ANPP 2021 Net DTL | 1,488,590 | 157,490,001 | 0.95%
ANPP 2022 Net DTL | 1,496,600 | 174,538,571 | 0.86%
ANPP 2023 Net DTL | 1,594,592 | 154,783,725 | 1.03%
ANPP 2024 Net DTL | 1,605,700 | 139,254,566 | 1.15%

Table 3 makes the link with deferred taxes more visible. HVEN moved from a net deferred
tax asset position in 2021 to a growing net deferred tax liability position in 2023-2024.
This supports the view that its profitability should be read together with future tax conse-
guences. Armenian NPP, despite repeated losses after FX adjustment, continued to show a
net deferred tax liability. This suggests that its deferred tax position is driven less by current
profitability and more by asset-related temporary differences. For users of the statements,
the key question is not only whether a deferred tax balance exists, but what it says about
future taxable profits, asset recovery and tariff support.
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For Armenian NPP, the note-level evidence is particularly important. In 2023, the deferred
tax effect related to property, plant and equipment amounted to AMD 2.03 billion, while a
tax-loss-related deferred tax asset of AMD 218.8 million was derecognised. In 2024, the
company continued to report a net deferred tax liability of AMD 1.61 billion, and no de-
ferred tax asset was recognised for accumulated losses because future taxable profits were
not considered sufficiently probable.

Table 4. Hypotheses testing summary

Hypo Expected
Evidence from the data Conclusion
thesis relationship
FX effects distort Yerevan TPP has cumulative FXD of
Hl1 nominal IFRS 94.4%; its adjusted profit falls from AMD Supported
profitability. 60.4 billion to AMD 3.4 billion.
Adjusted
profitability remains | HVEN RPCR = 7.27, while Armenian NPP
H2 ) Supported
different from RPCR = -14.49. Both are far from 1.0.
regulatory profit.
Armenian NPP has negative FX-adjusted
Structural gaps may ) Partly
profit in all years, stable net DTLs, PPE- )
create deferred tax o supported with
H3 - related DTLs, derecognition of a tax-loss
recognition and ) ) strong note-
) ) DTA in 2023, and no DTA recognized for )
valuation risks. ) level evidence
accumulated losses in 2024.

The hypotheses are therefore broadly supported. H1 and H2 are supported by direct quan-
titative evidence. H3 is partly supported with strong note-level evidence from Armenian
NPP. The evidence shows deferred tax valuation risk, but it should not be interpreted as
proof of deferred tax-based earnings management.

Policy and practical implications
For regulators, the results show why tariff calculations should be reconciled with IFRS

outcomes. Large FX gains or losses can make a company appear more or less profitable
than its underlying regulated activity would suggest. A more explicit FX pass-through or
deferral mechanism could reduce volatility and improve the link between tariff policy and
financial reporting.

For auditors, the results point to areas that require professional skepticism. If a company
reports losses after FX adjustment but recognizes deferred tax assets, the recoverability of
those assets should be supported by convincing evidence of future taxable profits. If de-
ferred tax liabilities grow while profit is volatile, the notes should explain the temporary
differences clearly.
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For lenders and investors, the message is practical: reported net profit should not be used
as the only indicator of financial strength. FX-adjusted profit and the regulatory profit gap
provide a clearer view of the company’s ability to generate sustainable returns from regu-
lated activities.

Limitations and future research

The article has several limitations. First, the sample includes only three companies and
four years. This is enough for a focused case study, but not enough for broad statistical
generalization. Second, the PSRC-prescribed profit is a regulatory measure and is not
designed to be identical to IFRS profit. Third, FX-adjusted profit is not the same as ope-
rating profit, because it does not remove all non-operating items. Fourth, the deferred tax
analysis is still partial because it uses net DTA/DTL positions rather than a full movement
schedule of temporary differences.

Future research can improve the model by adding more years, more regulated sectors and
detailed deferred tax components. A stronger empirical model could explain the regulatory
profit gap using FX effects, deferred tax changes, property-plant-and-equipment intensity,
financial expenses, tariff revisions and the structure of the regulated asset base.

Conclusions
This article shows that the reported net profit of rate-regulated energy companies can be

misleading if it is read without context. In Armenia’s energy sector, foreign exchange
effects play a major role in shaping reported profitability. Yerevan TPP is the clearest
example: almost all of its cumulative reported profit for 2021-2024 is explained by FX
gains. HVEN remains profitable even after FX adjustment, suggesting a persistent positive
gap between adjusted accounting profit and regulatory prescribed profit. Armenian NPP
shows the opposite case: FX gains reduce the visible size of losses, but adjusted perfor-
mance remains negative throughout the period.

The main contribution of the article is the Regulatory Profit Gap framework. It helps users
of financial statements compare reported profit, FX-adjusted profit and regulatory presc-
ribed profit in one analytical structure. This approach is especially useful for capital-inten-
sive regulated utilities, where profitability, tax effects and tariff policy are closely con-
nected.

The deferred tax implication is clear: when accounting and regulatory performance di-
verge, deferred tax balances become more informative. They should be read not only as
technical tax items, but also as signals about future taxable profits, asset recovery and the
guality of earnings. As IFRS reporting moves from the interim logic of IFRS 14 toward
the more structured model of IFRS 20, the need for transparent analysis of regulatory
assets, regulatory liabilities and related tax effects will become even more important.
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This paper examines why the reported net profit of rate-regulated energy companies can
tell an incomplete story. In regulated sectors, a company’s financial statements are pre-
pared under IFRS, while the tariff calculation is built on a regulatory methodology. The
two systems look at the same business, but they do not measure performance in the same
way. This difference becomes especially important when companies carry large foreign-
currency loans and when deferred tax balances arise from capital-intensive assets.

Using data for Yerevan Thermal Power Plant, High-Voltage Electric Networks and the Ar-
menian Nuclear Power Plant for 20212024, the article compares three layers of profit: re-
ported IFRS net profit, profit adjusted for foreign exchange effects, and the profit included
in the tariff calculations of the Public Services Regulatory Commission of Armenia. The
findings show three different profiles. Yerevan TPP’s reported profitability is largely ex-
plained by foreign exchange gains; HVEN remains profitable even after removing FX
effects; and the Armenian NPP shows persistent adjusted losses despite positive profit
being included in the tariff calculations. The article proposes the Regulatory Profit Gap as
a practical earnings-quality indicator for rate-regulated companies and discusses its imp-
lications for deferred tax analysis under IAS 12, for the transition from IFRS 14 to IFRS
20.
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