                                       ACCOUNTING FOR INCOME TAXES

Taxable income is computed in accordance with prescribed tax regulations and rules, whereas accounting income is measured in accordance with GAAP. These are not always in agreement. Consequently, taxable income and financial income may differ.

Temporary differences originate in one period and then reverse in one or more subsequent periods . Examples are as follows:

     Accounting income exceeds taxable income due to revenue – e.g., installment sales

     Accounting income exceeds taxable income due to expense – e.g., depreciation

     Taxable income exceeds accounting income due to revenue – e.g., unearned rent

     Taxable income exceeds accounting income due to expense – e.g., bad debts

An example:

     A company  earns $50,000 before depreciation and tax. The company buys equipment for $30,000 and depreciates it straight line for accounting purposes over 10 years. For tax purposes, MACRS is used. Depreciation for the first year for accounting is $30,000 x 1/10 = $3,000; depreciation for the first year for tax is $30,000 x 1/5 x 2 x ½ = $6,000. Accounting income is $50,000 - $3,000 = $47,000; taxable income is $50,000 - $6,000 = $44,000. With a tax rate of 30%, taxes payable are $44,000 x .30 = $13,200. There is a deferred tax liability of ($6,000 - $3,000) x .30 = $900. Income tax expense is $13,200 + $900 = $14,100. The income tax note to the financial statements shows

                     Income tax provision:

                         Current          $13,200

                         Deferred               900

                         Tax expense  $14,100

The tax expense (provision) of $14,100 is reported on the income statement.

                         Income before tax                 $47,000

                         Income tax expense                 14,100

                         Net income                            $32,900

The deferred tax liability of $900 is reported on the balance sheet. This account will increase in the second year, because depreciation for tax purposes ($24,000 x 1/5 x 2 = $9,600) will again exceed depreciation for accounting purposes ($3,000).

Another example:

     A company earns $50,000 before rent income and tax. The company receives $15,000 in advance for rent for 3 years. Accounting income is $50,000 + ($15,000 x 1/3) = $55,000; taxable income is $50,000 + $15,000 = $65,000. With a tax rate of 30%, taxes payable are $65,000 x .30 = $19,500. There is a deferred tax asset of ($15,000 - $5,000) x .30 = $3,000. Income tax expense is $19,500 - $3,000 = $16,500. The income tax note to the financial statements shows

                       Income tax provision:

                           Current          $19,500

                           Deferred       (    3,000  )

                           Tax expense  $16,500

The tax expense (provision) of $16,500 is reported on the income statement.

                       Income before tax                   $55,000

                       Income tax expense                  16,500

                       Net income                              $38,500

The deferred tax asset of $3,000 is reported on the balance sheet. This account will decrease in the second year, because rent revenue for tax purposes will be zero and rent revenue for accounting purposes will be $5,000.

Permanent differences are items that either enter into accounting income but never into taxable income or enter into taxable income but never into accounting income. Examples include interest received on municipal bonds, premiums paid or proceeds received on  life insurance policies of key executives, 70% or 80% dividends received deduction, and fines resulting from violations of the law. These items are not treated as the temporary differences described above. There are no deferred tax assets or liabilities with these items. 

If a company has an operating loss, it may carry the loss back 2 years and, if needed, carry any excess loss forward for 20 years. With a loss carryback, the loss can be carried back 2 years, applying the loss to the earlier year first before moving on to the second year, and  receive refunds for taxes paid in those years. The loss carryback is reported on the income statement, reducing the operating loss for the year; the refund is reported on the balance sheet as a receivable. Any loss remaining after the 2-year carryback can be carried forward – a loss carryforward. The loss carryforward is reported on the income statement, reducing the operating loss for the year; the potential refund is reported on the balance sheet as a deferred tax asset.

Deferred tax assets should be reduced by a valuation allowance if, based on available evidence, it is more likely than not that some or all of the deferred tax asset will not be realized.

