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ACCOUNTLNC #U i INCCH L Tiass

& Disoussion of Certuln Pheses of the subject
presented st the lechnical sesslon upon
Development= in iccounting :rrocedures
at the Lieeting of the smerican Institute of .coountants

Cctover 1, 1946

By snson iderrick

sny discuseion of zoecounting for incoue taxes naturally
brings to mind nooéuntins ‘1egearch Bulletin :23, issued nearly two
yeurs ag0e. [he procecures proposed by thut bulletin seem to huve
~become generaliy acoepted but I have found & sufficient number of
published stutements which huave not followed its reguirements to
muke it evident thut suoh acoeptunce i1s not yet universal, Hfurther,
the soceptsbility became teugorarily olouded by scocuntin, Hielease
93 1ssuaq by the :..ecurltiss snd - xchenge Commission, In that re-
lecse, tze Commlissicn objected to one of the tuwo alternutive pro-
cedures proposed by the bulletin to meet a paurtioculur situstion and
" thiu led to u first impression that the Commlission vpposed the entire
bulletin, rovever, analysis of the releuse mude 1t evident that the
Commission, by accepting the alternate procedure which sccomplished

“uslly the and scught by the bulletin, had reached oconclusions
basjicully in socord uwith those of the Committee on ..coecunting
Froceadure,

The ccoeptince ot the proqedures set forth by Bulletin 23
tc meet the siltuutions with :hick it deals huzs been sufrficient to
muike repetiticus eny supportin. arpument, Hosever, the committee's
view thut "inocoae tuxes ure an expense” appears to be yulte contro-
versial ind, lacidentully, is one with which the Chief -ceccuntznt of

the _ecurities und hxchange Commission informally hus indlcated



disagreement. Conseguently, it «will not be amiss toc point out that
the procedures reconmended by Bulletin ;23 do not rest upon that

vies mlone snd that, while the acoeptance cf that view mey facilitate,
it is not necessary to, the acceptance of the particular procedures
recomuended, *

+-hile I, personally, subscribe to the committee's view,

1 do not think the juestion of sufficient importance to warrant
argument, If the view be taken thut income taxes are a "sharing of
earnings” it still would be essentisl to show the amount to be dis-
tributed in proper relation tc the earnings reflected by the income
statement, such s view, from the standpolnt of the acocounting re-
quireaents, places the Government in & position comparable to that
of an exeoutive having s speciul profit sharing contrzot the pro-
visions of «hich contemplate a basis for the computation of profits
to be shared differing from th:t adopted by the corporation for the
determination of its annual ineome, wuch a contruot might contem-
plate thit sales profits to be shared were to be determined only upon
the colleotion of relat@d ucoounts receivable, In that event there
would be s clear necessity for en seorusl of the profit to be dis-
tributed upon such oollection,

I doubt that in such s oircumstsnce sny aoccountant would
approve un income statement or the relsted balunee sheet which ex-
6luded such «n acoruisl, How then, sven though inocome taxes are con-
sidered s profits shared, culm we wocept as proper an inecome state-
ment which includes incume whioch, due to statutory provisions, »ill
not vbe tuxed until later, or « balunce sbeet which excludes the
lisbility therefor?Y osurely the contingency thul tax rates when the
income will be tazed may be different 1s not u sufficient uncertainty

to justify the omission, The exlistin. carrybaok snd carryforward

- w amm A

*3ee letter of Carman O, Slough at page‘1§1 of Vol.79(Feb,1945) of
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provision of the taxing aot makes even legs probable that no tax
will be pald because the item will affect the tax refund computation
in s year of loss,

The praotice, und the Heocurities und :ixohange Commission
reguirement, of a sepurate showing of taxes measured by inocome seems

to huve developed the idea thet the amount of texes currently to be

p2id was something saorosaeanct, I belleve that, except as informative
notation, there is no more recuirement for always making the amount
of taxes currently payable, as opposed to the applicable tax cost,

un item of the income account than there is to riquire that the
income account show rental payments, royslty payments, or interest
payments which are not applicable tc the psrticular income socount,
The situsztion would be clarified I fesl if inocome taxes were always
thought of in terms of a "tax cost" rather than us taxes payable, There
is no sound reason why we should not recognize the recuirement of an
inclusiocn within the tax cvost of s year of the prospective taxes on
fnoome which is untaxed vwhen taken up in the income statement but
whioh will be taxed in the future, uimllerly, 1 know of no sound
reason why we shoula not consider as n deferred churge taxes paid
upon tuxeble inoome exoluded from the statement either through &
deferring of en income item fcr'pnrposcu of the income stutement or
through s churge to oreate & reserve the expenditures agauinst whieh
will be a matter of future tex effect, It should be obvious that to
do otherwlse too freguently would result in & olear fallure to matoh

properly cost against inoocme which is one ¢f the main objeotives of

sound accounting.



Bulletin 723 did not purport to cover the entire subject
of the treatment of incoms taxes in financial statements, Among
the situations not oonsidered are the following:

(1) «here the inocome aoccount includes chaurges which are not
deductible for purposes of taxation other than where the nondeduction
is due tc the item having been deducted in & prior ysar,

(2) where the income account inoludes eredits for unused re-
sorves the earlier churges to provide which were not deductible,

(3) t“here the income account includes income upon which taxes
had been paid in the past, «

(4) where income deferred because appliceble to a future period
is taxed in the year of its receipt.

(5) <here the &llocation of taxes againat seversl souroces of
income may be desirable,

These are sppropriste of conslderation at this time and, as they have
not been the aubject of committee prononnocﬁsnt, what I will asay 1s
to be taken only as an expression of my own views,

Situations in which the income aceount includes oharges
which are not deductible for purposes of taxation, other than where
nondeduotion is due to deduction in a prior year, are conocerned with
(1) charges to establish ressrves the future churges sgainst whieh
will be deduotible; and (2) churges to writedown ths book amounts at
which onpitzl assets are carried whiech will be deductibles upon thelr
sale or abandonment, In such situations a failure tc recognize the
principle of tux allocution clearly results in the stated inocome of
the year in which the reserve is established, or the writedown is
taken, being artificially reduced by an emount whioch will operate to

inorease the stated inoomes of the years during which the costs for
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which the reserves have been orested sre inocurred or the written
down property is sold. The importunce of this ia increesed by
recognition that in the establishment of reserves for estimated
ucorued costs, or in the timing of property writedowns, Jjudgment
of management must be the determining factor with the consejusnce
thaut an absence of a proper computetion of tax cost opens the door
to prcfit'manipulation to the end that inocome of 4 year will be
~deferred to future periocds. «coordingly, 1 believe that where the
income mccount includes such charges, the effect of which will Dbe
to reduce by significant amounts the taxes payuble in future years,
that part of the tax pald which is egual to the lesser of (1) the
‘tax peld due to the nondeduction of the charges or (2) the estimated
reduction of future taxes, should be treuted as & deferred chsrge
'to be amortized &s an additional‘tux cost of the years during which
the expenditures sgainst the reserves are incurred or the prospective
‘losses are realized, This suggestion of treuting & part of a tax
puyment &s & deferred churge mzy seem raedicsl, But is the pro-
priety any more to be guestioned than the propriety of deferring an
advance puyment of rent or, for that metter, l# the ocarrying of =
deferred charge respyecting & future tax cost any more to be oriti-
6ized then the carrying as a deferred charge of preferred stock or
bond discount? It 1s direoted towards a more acourate matching of
costs and income, It is nothing more than setting up & reserve, or
recording 2 writedown, on & "net" basis and if s deferrsd tax ocost
seens toc heretical to accept, merely offset it against the reserve
and thus satisfy your conscience,

In the caae of writedowns of property carrying values, I
admit thet the objection muy be raised that there may be no ex-
pectation of the property being currently disposed of with the
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result that the realization of the deferred tax cost may de 80 long
deferred as to meke it unrealistic to oarry it es an asset or as a
reserve offsst. To such objection I answer that to the extent that
the property is depreciable the deferred charge will dbe subject to
partial realization each year and that 4if the property is not de-
precisble and loss realization esle 1s not contemplated the write-
down becomes u mere juggling of balance sheet amounts which should
not enter into the income statement,

The case of income account oredits for unused reserves is
the other end of the problem oreated by the nondeductible oharges
for their establishment, 1f, when the reserve was established, a
deferred tax oost had been set up the remuinder would be related to
the unused reserve and would be charged off as an additional tax
coat of the year in whioh the unused reserve was returned to inoome,
Sueh prooedure would be wholly consistent with the procedure pro-
vided by Bulletin /23 for the aceounting of tax reductions inoident
to deductible expenses excluded from the income acoount dy charge
toc reserves, If there had been no consideration of a tax ocost ad-
Justment when the reserve was established then, as two errors do not
make one right, it would seem reasonable to make a return to income
on & pet basis and credit the remuinder of the reserve tc surplus as
a correcticn of an error of a prior year,

The situations in whioh the income acoount inocludes income
upon vwhich taxes have been paid in the past and in whieh deferred
income is taxed in the year of its resceipt are two ends of the same
problem, Rentul received in advence, under our cxiating tax statutes,
{5 taxed in the year of its receipt and conssquently the related tax

s even more clearly sppropriute of being accounted us s deferred

eharge then in the preceding situetion of a nondeductidle income charge.
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30 treated the deferred charge becomes spplicadle as an additional tax
cost in the year in which the deferred item is brought intoc the inoome
statement,

It shculd be clear that the avoidance of such a procedure
does nothing more than artificially to reduce the stated net income of
the year in which the deferred income is received and artificlally to
increaée that of the year in which it becomes realized,

It probably should be unnecessary to point out that the
procedures suggested, as well as the procedures set forth to meet the
situations considered Dy Bulletin #23, are necessary of adoption only
whers the items involved are significant. The element of sig-
nificance, however, should be determined by ccnsideration of all of the
related faotors and not alone by the amount of tax involved, 4n amount
of tax c¢ost may be a relatively small percentage of the total income
charges and yet the difference between true tax cost and tax payable
may be an important percentaege of thse latter or or.the net income,

The tax coet in one year may not be significant but, as in the case of
ineoreasing ;natallnent saleg, the effect of avoiding the correct pro-
oedure may be ocumulaetive und scon result in significant understatement
and overstatement, respectively, of tax accruals and surplus,

' The general practice of considering the element of income
texes 88 3 finnl deduction in the income statement has led away from
the thought of sllocation of the coast between the several items that
affect income but it iz beginning to be recognized that there are ocir-
cumstances in vhioch suoh an allocation increeses the usefulness of an
income statement and, in particular circumstences, it may be necessary
if =zisleading inferences are to be avoided, it is not infrequent for

an incoue statement to include extraordinary or infreguently recurring

items of income or loss and unless there be an allocation of the tax
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coat the stutement does not set forth falrly the reaults of ordinary
zopcrationa or of the true income or true loss incident 1o the extrsor-
dinary ltems, Consojguently, 1 believe that in all cases in which the
ststement includes such iftems of any appreciable significance usn al-
location of tax cost is desiradle,

There is one othor point I would mention, <hile no ac-
counting will be required where varlations bdetween taxable and stated
inoome before tax cost are due to items nondeductible or nontaxabdble
because of statutery prohivition or exemption, and while it 1s recog-
vlzed thut s reconeilemsnt between taxable and stated income 1is not
usually tc be considered a requirement of proper disolosure, there
will be cases in which variations due to such causes will de of suf-
ficient significence toc reguire a note of explanation., Here also the
guestion of what oconstitutes sufficient significance is one of judgment
to be determined by ths eccountant,

To recapitulute, I believe that where taxable income exceeds
stated income before provision for tax coat due to charges which are
nondeductible because they anticipste realization, or to the deferring
of inccme tuxed on its recelpt, the tax tc be pald for the yeur should
be reduced to s tax cost applicuble tc the stated incore by a deferring
of sn uppropriste amount to be applied as added tax costs of eppropriate
future years. iuch bellef, and the proocedures which I have proposed,
are, I believe, consistent with the procedures proposed by Bulletin 23
to ocare for other problems,

I point out, in oconclusion, that I have not touched upon
problems of sogounting for income taxes that arise in consolliduted
statements, lome of these are most interesting znd I should like to

discuss them but time does not permit,



Resume of variaticns between corporate stated
income before tsx cost and taxable income

Stated income (Due to: Considered by!
greater than ( Inclusicn in (Income exempt by statute
taxable income( Income . tmt., (Income previcusly taxed -

( of nontaxable{( 1 Ipcome taxed when rec'd

{ inaome E but deferred in stmt, Itex 3 herein
( 2 Return to income of unused
( ( reserves the chgs.to coreate
( % winich were nondeductible Item 2 herein
i (Income to be taxed in the .
( ( future By23 Par,.l0
{ (Tax refunds due to £.,¢,Tax Cr. ,
2 ( carryback B #23 Par.b
( Deductible (Percentage depletion & other
( costs exoluded statutory deduotions
( from income (ixpenditures sgainst reserves
( statement ( the chgs. to oreate which
{ were nondeductible B #23 Par.4
(Expenditures deferred for chge.
( against future income B ;j23 Par.4
(Expenditures ohgd.to surplus B 723 Par,}3
(Losses dbrought forward B f23 Par.t
Ltated income (Due to:
less than Nondeductible(itatutory prohibition
taxable income (Frevicusly deducted
income ocharges (1 amortization of deferred

({ oosts deduoted when incurred B ;23 Par.4
(2 Deprecn, of emergency

facllities deduoted but not N
written off or reestablished B ;23 Par.4

P o~

(To be deducted in the future
1 Provision for reserves Ite 1 herein
2 uritedown of asset carrying

value in snticipation of

(
(
i
5
{
(
(
(
{
{
{
(
{

( loss realization Itex 1 herein
(Zxolusion of (lncome deferred in statement
(taxadle (but taxed when received Itex 4 hereiln
(ingome , _ ‘
( (Income credited to surplus B 723 Par, 2
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