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  Chapter 16  


Income Taxes


  Learning Objectives

1.
Understand the concept of deferred taxes and the distinction between permanent and temporary differences.

· Deferred taxes result from the different objectives being used and applied for computing taxable income and income for financial reporting purposes.

· Temporary timing differences that result in taxable income in the future are termed taxable temporary differences and result in deferred tax liabilities.

· Those differences that result in expected deductible amounts in the future are termed deductible temporary differences and result in deferred tax assets.


2.
Compute the amount of deferred tax liabilities and assets.

· Computing deferred tax assets and liabilities involves four steps:

· Identify the types and amounts of temporary timing differences,

· Compute the deferred tax liability associated with taxable temporary differences using current and future tax rates,

· Compute the amount of deferred tax asset associated with deductible temporary differences using current and future tax rates, and

· Reduce the amount of deferred tax asset if it is more likely than not that some or all of the asset may not be realized, using a valuation allowance account.


3.
Explain the provisions of tax loss carrybacks and carryforwards, and be able to account for these provisions.

· Tax law requires corporations to pay taxes if they report taxable income.

· If a business reports a loss, the tax code allows the business to offset the loss against income in other years.

· The business is allowed to carry back its net operating losses up to three years to obtain a refund of taxes previously paid or to carry forward an operating loss up to fifteen years in order to reduce the tax liability associated with future periods.

· A carryforward results in a deferred tax asset and may require the use of a valuation allowance account if it is more likely than not that the deferred asset may not be realized.


4.
Schedule future tax rates, and determine the effect on tax assets and liabilities.

· Deferred tax assets and liabilities are recorded at the tax rates expected to be in effect in the periods of reversal.

· Thus, if Congress enacts rate changes or the corporation’s taxable income level results in different expected future tax rates, these differing rates must be reflected in the valuation of deferred tax assets and liabilities.


5.
Determine appropriate financial statement presentation and disclosure associated with deferred tax assets and liabilities.

· Deferred tax assets and liabilities are disclosed on the balance sheet as either current or noncurrent, based on the classification of the underlying asset or obligation.

· Additional disclosure is required relating to the tax expense (or benefit) for the period, deferred tax expense (or benefit), benefits associated with tax loss carryforwards, the effect or changes in tax rates, and adjustments associated with the valuation allowance account.


6.
Comply with income tax disclosure requirements associated with the statement of cash flows.

· The amount paid for income taxes must be disclosed using either the direct or indirect methods.

· With the direct method, the amount paid for income taxes would be disclosed directly on the statement of cash flows.

· Under the indirect method, adjustments are made to net income for changes in receivable and payable balances associated with current and deferred tax assets and liabilities.

· Thus, the actual amount paid for taxes may not be disclosed in the body of the statement of cash flows.

· If this is the case, disclosure of cash paid for taxes is required in the notes to the financial statements or at the bottom of the statement of cash flows.


7.
Describe how, with respect to deferred income taxes, international accounting standards have converged toward the U.S. treatment.

· Historically, companies around the world have used the no-deferral, the partial recognition, and the comprehensive recognition approaches.

· With the revision of IAS 12, deferred tax accounting around the world will converge to the comprehensive approach in the United States.

  Chapter Review Outline
I.
Deferred Income Taxes: an Overview (p. 922).

A.
Differences between financial and taxable income are caused by different objectives.

1.
Goal of financial accounting is to provide useful information to management, shareholders, creditors, and others.

2.
Goal of income tax system is to raise money for government.

3.
As a result, sometimes there are temporary timing differences between expense and deduction, revenue and income.

B.
Example 1:  Simple deferred income tax liability.

1.
Deferred tax liability:  Income taxes expected to be paid on future taxable amounts resulting from taxable temporary differences between financial and taxable income.

2.
Journal entries:

a.
Income Tax Expense—Current

Income Taxes Payable

Income Tax Expense—Deferred

Deferred Tax Liability

b.
Income taxes payable is an existing legal liability that the IRS fully expects to collect.

c.
Deferred tax liability is not an existing legal liability (as far as the IRS is concerned, it doesn’t exist).

d.
However, if a firm knows of revenue it expects to be paid in the future, recognition of the deferred tax liability is necessary to ensure that all expenses associated with those revenues are reported in the financial statements.

C.
Example 2:  Simple deferred tax asset.

1.
Deferred tax asset:  An expected benefit in the form of tax savings on future deductible amounts resulting from deductible temporary differences between financial and taxable income.

2.
Journal entries:

a.
Income Tax Expense—Current

Income Taxes Payable

Deferred Tax Asset

Income Tax Benefit—Deferred

b.
Deferred tax assets can be very complicated.  The main issues are:

(1)
The likelihood that a company will be able to realize the deferred tax asset in the future (a company that experiences repeated operating losses, for example, may not be able to take full advantage of the deferred tax asset), and

(2)
Changing tax rates (a change in future tax rates affects the amount of deferred tax assets and liabilities).

c.
Dissatisfaction over the FASB’s handling of these issues contributed to the demise of Statement No. 96 and the adoption of Statement No. 109.

D.
Permanent and temporary differences.

1.
Differences that create deferred tax liabilities for future taxable amounts.

a.
Revenues or gains that are taxable after they are recognized for financial reporting purposes.

b.
Expenses or losses that are deductible for tax purposes before they are recognized for financial reporting purposes.

2.
Differences that create deferred tax assets for future deductible amounts.

a.
Revenues or gains that are taxable before they are recognized for financial reporting purposes.

b.
Expenses or losses that are deductible for tax purposes after they are recognized for financial reporting purposes.

E.
Illustration of permanent and temporary differences.  In general, the accounting for temporary differences is referred to as interperiod tax allocation.

II.
Annual Computation of Deferred Tax Liabilities and Assets (p. 928).

A.
FASB Statement No. 109 uses the asset and liability method of interperiod tax allocation.

1.
Advantages.

a.
Conceptually consistent with other standards.

b.
It is a flexible method that recognizes changes in circumstances and adjusts the reported amounts accordingly.  This might improve the predictive value of financial statements.

2.
Disadvantages.

a.
Still too complicated.

b.
Some users ignore deferred tax items in financial statement analysis.

3.
Four steps:

a.
Identify the types and amounts of existing temporary differences.

b.
Measure the deferred tax liability for taxable temporary differences using applicable current and future rates.

c.
Measure the deferred tax asset for deductible temporary differences using applicable current and future rates.

d.
Reduce deferred tax assets by a valuation allowance if it is more likely than not that some portion or all of the deferred tax assets will not be realized.  The valuation allowance should reduce the deferred tax asset to the amount that is more likely than not to be realized.

B.
Example 3:  Deferred tax liability

1.
Effect of currently enacted changes in future tax rates—if changes in future tax rates have been enacted, the deferred tax asset/liability is measured using the enacted rate for future years.

2.
Subsequent changes in enacted tax rates—when rate changes are enacted after a deferred tax asset/liability has been recorded, FASB Statement No. 109 requires the beginning deferred account balance be adjusted to reflect the new tax rate.

C.
Example 4:  Deferred tax asset.

1.
The difference between warranty expense for financial reporting and tax purposes is a deductible temporary difference because it will result in future tax deductions.

2.
The future tax deduction will provide a tax benefit only if the firm has taxable income in future periods against which the deduction can be offset.

3.
So, in order to record a deferred tax asset, one must assume that sufficient taxable income will exist in future years.

4.
The amount of the deductible temporary difference would decline each year, affecting first the amount classified as noncurrent and finally eliminating the current portion of the deferred tax asset account.

D.
Example 5:  Deferred tax liabilities and assets.

1.
For reporting purposes, current deferred tax assets and current deferred tax liabilities are netted against one another and reported as a single account.

2.
Similarly, noncurrent deferred tax assets and liabilities are netted and reported as a single amount.

E.
Valuation allowance for deferred tax assets.

1.
FASB Statement No. 109 requires the deferred tax asset be reduced by a valuation allowance if, based on all available evidence, it is more likely than not that some portion or all of the deferred tax asset will not be realized.

2.
The valuation allowance is a contra asset account that reduces the asset to its expected realizable value.

III.
Carryback and Carryforward of Operating Losses (p. 938).

A.
Net operating loss (NOL) carryback.

1.
If you were profitable in prior periods and paid taxes, you can get a refund up to and including all those tax payments in the period in which you incur an operating loss.

2.
An NOL carryback is applied to the income of the two preceding years in reverse order.

3.
NOL carrybacks result in a journal entry establishing a current receivable for the tax refund claim.

B.
Net operating loss (NOL) carryforward.

1.
If an operating loss exceeds income for the two preceding years, the remaining unused loss may be applied against income earned over the next twenty years.

2.
Under FASB Statement No. 109, a deferred tax asset is recognized for the potential future tax benefits from a loss carryforward.

3.
As is true for other deferred tax assets, a valuation allowance is used to reduce the asset if it is more likely than not that some or all of the future benefit will not be realized.

IV.
Scheduling for Enacted Future Tax Rates (p. 940).

A.
FASB Statement No. 96 did not allow for the recognition of most deferred tax assets and was too complicated.

1.
Statement No. 109 eliminates much of the need for scheduling through the “more-likely-than-not” criterion for future income and because deferred tax assets and liabilities are classified according to the classification of the underlying items instead of according to the expected reversal period.

2.
However, scheduling is still required in a limited number of cases such as when differences in enacted future tax rates make it necessary to schedule the timing of a reversal in order to match that reversal with the tax rate expected to be in effect when it occurs.

B.
Continuation of Hsieh Company example from p. 932 with differing tax rates.

V.
Financial Statement Presentation and Disclosure (p. 941).

A.
The income statement must show, either in the body of the statement or in a note, the following:

1.
Current tax expense or benefit.

2.
Deferred tax expense or benefit.

3.
Investment tax credits.

4.
Government grants recognized as tax reductions.

5.
Benefits of operating loss carryforwards.

6.
Adjustments of a deferred tax liability or asset for enacted changes in tax laws or rates or a change in the tax status of an enterprise.

7.
Adjustments in the beginning-of-the-year valuation allowance because of a change in circumstances.

B.
The reported amount of income tax expense related to continuing operations must be reconciled with the amount of income tax expense that would result from applying federal tax rates to pretax financial income from continuing operations.

1.
This reconciliation provides information to statement users regarding how the entity has been affected by special provisions of the tax code such as permanent differences, tax credits, and operating loss carrybacks and carryforwards.

2.
Firms also disclose the specific accounting differences between the financial statements and the tax return that give rise to deferred tax assets and deferred tax liabilities.

VI.
Deferred Taxes and the Statement of Cash Flows (p. 944).

A.
FASB Statement No. 95 requires separate disclosure of the amount of cash paid for income taxes during a period for just two items.

1.
Cash paid for income taxes.

2.
Cash paid for interest.

B.
Income taxes affect the statement of cash flows’ operating activities section.

1.
With the direct method, cash paid for income taxes is shown as a separate line item.

2.
With the indirect method, adjustments to convert net income into cash from operations are needed for changes in income taxes payable and receivable accounts and for changes in deferred tax asset and liability accounts.

3.
Supplemental disclosure of the amount of cash paid for income taxes is also required.

VII.
International Accounting for Deferred Taxes (p. 945).

A.
Alternative Approaches.

1.
The United States uses the comprehensive recognition approach that requires recognition of all temporary differences between financial accounting income and taxable income.

2.
At the other extreme, the no-deferral approach recognizes none of the differences.

3.
The partial recognition approach (U.K.) falls in between.

B.
No-deferral approach.

1.
Report income tax expense equal to the amount of tax payable for the year.

2.
Once common around the world.

C.
Comprehensive recognition approach.

1.
IASC has embraced this approach.

2.
Revised IAS 12 is very similar to U.S. standard.

D.
Partial recognition approach.

1.
Record deferred tax liability only to the extent the deferred taxes are actually expected to be paid in the future.

2.
For a company that is growing and rapidly purchasing new assets, deferred liability reversals will be offset by creation of new ones.

3.
Used only in the U.K., but the U.K. is likely to drop this approach in favor of the comprehensive recognition approach.

5.
The difference between the income tax benefit allocated to all losses and the total irregular and extraordinary allocation (2) is attributed to irregular and extraordinary gains.

6.
If there are several gains, the incremental tax effect of all gain categories is considered, and further allocation to gain items is made in the same manner as losses.
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