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The Case for 
Noncomprehensive 
Interperiod Tax 
Allocation
The Controversy Continues
By David P. Donnelly and Eugene J. Laughlin

Editor’s Note: In August 1983, the 
Financial Accounting Standards 
Board issued a discussion memo
randum on accounting for income 
taxes. During subsequent delibera
tions, the Board decided that com
prehensive interperiod tax allocation 
should be required based on an 
asset/liability approach. This article 
presents an opposing view. An ex
posure draft, scheduled for issuance 
in the third quarter 1986, and per
haps already distributed by the pub
lication date of this journal, will un
doubtedly require comprehensive 
interperiod tax allocation. Whether 
the positions taken in the exposure 
draft will be incorporated into a 
Statement of Financial Accounting 
Standards will depend, in part, upon 
the nature of the comments received 
by the Board in response to the 
exposure draft.

In December 1967, the Accounting 
Principles Board (APB) issued 
Opinion No. 11, “Accounting for 
Income Taxes,” and concluded that

a. Interperiod tax allocation is an 
integral part of the determina
tion of income tax expense, and 
income tax expense should in
clude the tax effects of revenue 
and expense transactions in
cluded in the determination of 
pretax accounting income.

b. Interperiod tax allocation pro
cedures should follow the de
ferred method, both in the 
manner in which tax effects are 
initially recognized and in the 
manner in which deferred taxes

are amortized in future periods.
c. The tax effects of operating loss 

carrybacks should be allocated 
to the loss periods. The tax 
effects of operating loss carry
forwards usually should not be 
recognized until the periods of 
realization.1

Although Opinion No. 11 elimi
nated the diversity in reporting in
come taxes, the controversy sur
rounding accounting for those taxes 
continues. Failure to agree on whether 
income tax is an expense or a distri
bution of residual profit has much to 
do with this controversy. Under
standing the nature of tax in relation 
to the nature of accounting is an 
essential first step in determining 
the proper accounting treatment of 
income tax.

Income Tax Laws and 
Accounting Principles

The federal income tax system’s 
legal base is found in the 16th 
Amendment, which provides Con
gress with the power to levy and col
lect taxes on incomes from whatever 
source desired. Broadly, that power 
is directed toward providing funds 
for the operation of the government, 
serving as a means of redirecting the 
economy, and attaining desired 
social goals.

The body of tax laws relies on the 
general rule of taxing all revenue, 
unless specifically exempted, and 
allowing deductions only for speci
fied expenses. The law does not 
attempt to define net income, assets, 
liabilities, and soon. To do so would 
place severe restrictions on the flex

ibility and ease with which change 
can occur as well as increase the 
difficulty of enforcement. Congress 
is a body of change, both in mem
bership and interests, and the tax 
law reflects the complexity and 
changeability of this political body. 
Asa result, tax regulations lack con
tinuity and are subject to frequent 
changes.

Financial accounting, on the other 
hand, is largely dependent upon 
definitions and broad principles 
rather than specification of individ
ual items. The authority inherent in 
financial accounting is not legal, but 
rather it is based on general con
sensus. As a result, change is slower 
and results from an evolutionary 
process. Income calculations for 
financial reporting purposes rely on 
the broad dictum that the data be 
reliable and relevant.

The differences created by the 
specificity of the tax laws and the 
broad dictums and definitions of 
accounting make it virtually impos
sible to resolve the question of 
whether or not income tax is an 
expense by reference to definitions. 
Expense, as such, is left undefined 
in the tax law, but the Financial 
Accounting Standards Board (FASB) 
defines expense as

outflows or other using up of assets 
or incurrences of liabilities (or a 
combination of both) during a 
period from delivering or produc
ing goods, rendering services, or 
carrying out other activities that 
constitute the entity’s ongoing 
major or central operations.2

If the tax can be construed as a 
result of a firm’s normal buying, 
producing, and selling activities, it is 
endogenous to the operations and, 
thus, an expense of operations. If, 
on the other hand, the tax is unilat
erally imposed by a body exoge
nous to the firm and in disregard of 
the firm’s major operations, it is an 
“outflow or other using up of assets 
or incurrences of liabilities” disas
sociated with those “activities that 
constitute the entity’s ongoing or 
central operations.” In such a case, 
it is not an expense within the FASB 
definition cited above from State
ment of Financial Accounting Con
cepts (SFAC) No. 3.

The difference in the nature of 
income tax is also reflected in its 
placement in financial statements. 
On the income statement, income 
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tax is not treated as an operating 
expense or as any other business- 
related expense; it is listed separ
ately at the bottom of the statement 
simply as income tax.

Although it may be impossible to 
resolve the question of whether in
come tax is an expense or a distribu
tion of residual income, there are 
areas in which agreement can be 
reached. First, income tax certainly 
has a nature quite different from 
other expenses, and this difference 
should be considered in determin
ing its proper recording treatment. 
Secondly, while there is disagree
ment as to the amount and manner 
of disclosure of income tax, there is 
agreement that it must be disclosed 
in the financial statements.

Nature of Deferred Tax
Difficulty in establishing the 

amount of income tax arises be
cause items used in determining 
income reflected in the tax return 
differ from those reported in the 
financial statements. These differ
ences are of two types: permanent 
differences and timing differences.

Since permanent differences are 
defined as those that do not affect 
future tax calculations, it is gener
ally agreed that they have no impact 
on the amount of the income tax to 
be disclosed. But in reference to tim
ing differences, APB Opinion No. 11 
states that

The tax effects of those transac
tions which enter into the determi
nation of pretax accounting income 
either earlier or later than they 
become determinants of taxable 
income should be recognized in the 
periods in which the differences 
between pretax accounting income 
and taxable income arise and the 
periods in which the differences 
reverse.3

Proponents of disclosing the tax 
effects of all timing differences sup
port their position by the matching 
principle. However, to apply the 
matching principle requires a rela
tionship between the accounting in
come recorded in the period and the 
income taxes shown. This relation
ship does not exist. Income tax re
sults from earning net taxable in
come, not net accounting income. 
The effect that a timing difference 
has on future taxes cannot be deter
mined without knowing all other 
components of the future period.

The changing nature of tax laws also 
negates the relationship between 
taxable income and accounting in
come. Changes take place in both 
tax rates and items taxed. Although 
changes are certain, the type and 
magnitude of those changes are not. 
Applying the matching principle to 
income tax without regard to its dif
ference from other expenses results 
in an asset or liability, which, as dis
cussed below, does not fit within the 
current definition of those items.

Deferred Taxes as an Asset. Under 
current practice, the deferred income 
tax balance is the amount of timing 
differences times a prior or current 
tax rate. If the account has a debit 
balance, it is classified as a current 
or noncurrent asset. Some account
ants question the propriety of this 
classification. SFAC No. 3 states 
“Assets are probable future eco
nomic benefits obtained or con
trolled by a particular entity as a 
result of past transactions or events.”4 
“Probable” in this context “refers to 
that which can reasonably be ex
pected or believed on the basis of 
available evidence or logic.”5

The only justification 
for an asset 
classification is found 
in the probable effect 
of future cash flows.

Since it is clear that deferred in
come taxes will not be exchanged 
directly for cash or other assets, the 
only justification for an asset classi
fication is found in the probable 
effect on future cash flows. Unlike 
other prepaid items, such as rent or 
insurance that involve rights to ser
vices or use of resources, deferred 
tax conveys no rights. While it is 
argued that the deferral represents a 
reduction in future tax liabilities, 
such an argument ignores the un
certainty of both the timing and the 
amount of the reduction. Proponents 
argue that certainty is not required, 
but rather that it be only a probable 
reduction. But it is interesting to 
note that the Accounting Principles 
Board disregards the notion of prob
able for the tax effects of a loss car
ryforward when it states in Opinion

No. 11 that
. . . the Board has concluded that 
the tax benefits of loss carryfor
wards should not be recognized 
until they are actually realized, 
except in unusual circumstances 
when realization is assured beyond 
any reasonable doubt at the time 
the loss carryforwards arise.6 (em
phasis in the original)

Deferred Taxes as a Liability. When 
the deferred tax account has a credit 
balance, it is classified as a liability. 
SFAC No. 3 defines liabilities as

probable future sacrifices of eco
nomic benefits arising from pres
ent obligations of a particular entity 
to transfer assets or provide ser
vices to other entities in the future 
as a result of past transactions or 
events.7

“Probable” is used here in the same 
context as used in defining an asset 
and results in the same disagree
ment among accountants as to 
whether deferred taxes meet this 
criterion. “Obligations” is used in a 
broader sense than legal obligations. 
It refers to “that which one is bound 
to do by contract, promise, moral 
responsibility, etc.”8 In discussing 
liabilities, SFAC No. 3 further speci
fies that

A liability has three essential char
acteristics: (a) it embodies a pres
ent duty or responsibility to one or 
more other entities that entails set
tlement by probable future transfer 
of use of assets at a specified or 
determinable date, on occurrence 
of a specified event, or on demand, 
(b) the duty or responsibility obli
gates a particular enterprise, leav
ing it little or no discretion to avoid 
the future sacrifice, and (c) the 
transaction or other event obligat
ing the enterprise has already 
happened.9

The first characteristic necessi
tates a present obligation; but under 
the tax law, taxes are determined on 
a period-by-period basis. Each tax 
year is separate and distinct, and 
taxes are assessed only on the cur
rent period. A taxpayer has no re
sponsibility to the government for 
taxes on transactions not required 
to be included in the entity’s tax 
return for that taxable year. The fact 
that an item is included on the finan
cial statement in a particular period 
does not create the responsibility; 
rather, it is the inclusion of the item 
under the tax law that creates the 
obligation.
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The second characteristic of a lia
bility is that the responsibility obli
gates the enterprise, leaving it little 
or no discretion to avoid the future 
sacrifice. To say that deferred taxes 
has this characteristic is to deny the 
existence of tax planning. The abil
ity of the corporation to avoid future 
sacrifice is reflected in the increase 
in size of the deferred tax account 
on most large corporate financial 
statements. The deferred tax account 
is not so much a measure of respon
sibility to make a future payment as 
it is a measure of planning to avoid 
future obligations on timing differ
ences.

At best, classification 
of deferred taxes as a 
liability may be based 
on the definition of a 
contingency.

The third and final characteristic 
of a liability is that the transaction 
obligating the enterprise has already 
happened. In the sense that the tim
ing difference has been reflected in 
the entity’s statements, the event 
has occurred. Future obligations re
sult only if the timing differences 
occur in the future.

At best, classification of deferred 
taxes as a liability may be based on 
the definition of a contingency. FASB 
Statement of Financial Accounting 
Standards (SFAS) No. 5 specifies 
the essential characteristics of a con
tingency as (1) an existing condition 
(2) involving uncertainty about an 
outcome (3) that should be resolved 
by the occurrence or nonoccurrence 
of some future event.10

As currently determined, much 
confusion exists about what the de
ferred tax account represents. For 
many companies, the account bal
ance continues to increase in size, 
reflecting the impact of recurring 
differences. The account balance 
does not truly represent the future 
cash outlay for income taxes, which 
is what the financial statement user 
perceives it to measure. According 
to the FASB in its Discussion Memo
randum, “Accounting for Income 
Taxes,” under comprehensive allo

cation
the tax effects of timing differences 
that might originate in the future 
. . . are not anticipated and ac
counted for as offsets of the re
versals of present period differ
ences.11

Even though past experience sug
gests that some differences are not 
expected to result in future cash out
lays, these differences are neverthe
less recorded as if they will. This 
decreases representational faithful
ness since the amount purported to 
represent a future cash outlay can
not be expected to materialize.

Asset/Liability View vs. 
Revenue/Expense View

The FASB Concepts Statements 
have initiated a return to the asset/ 
liability (balance sheet) view. Under 
this viewpoint, an expense results 
from using up assets or incurring 
liabilities. While the revenue/expense 
view directly determines the amount 
of the tax to be shown on the income 
statement and the deferral on the 
balance sheet is a residual, the asset/ 
liability view is exactly the opposite. 
The amount of the balance sheet 
deferral is the dominant factor deter
mined directly and the income state
ment is a residual. On a much larger 
scale, it is essentially the same as 
the differences in approach found in 
determining bad debts as a percent
age of sales (revenue/expense view) 
or as a percentage of accounts re
ceivable (asset/liability view).

Under the asset/liability view, the 
argument over whether income taxes 
are an expense or a distribution of 
income is less important. Although

As currently 
determined, much 
confusion exists 
about what the 
deferred tax account 
represents.

both views involve matching, Sprouse 
believes the role of matching has 
changed.

Under the asset/liability view, reve
nues and expenses are matched as 
a consequence of recognizing 
changes in assets and liabilities in 

the period in which those changes 
take place . . . Under the revenue/ 
expense view, however, what con
stitutes “proper matching” and 
“nondistortion” is very much in the 
eyes of the beholder.12

Partial Allocation
As stated earlier, the nature of 

interperiod tax allocation is such 
that it is not clear if deferred taxes 
meets the definition of assets or that 
of liabilities. Criticism of the classi
fication of deferred taxes concerns 
the probable future effects of the 
allocations. Under a partial alloca
tion approach, only the effects of 
nonrecurring timing differences are 
recorded, thus increasing the likeli
hood that differences will reverse in 
the future and cash flows will be as 
expected. Nevertheless, to make the 
approach more operational while at 
the same time increase the probabil
ity of expected future cash flows, the 
partial allocation method should be 
modified to include only material 
nonrecurring timing differences that 
reverse in a relatively short period of 
time, for instance, three to five years.

A further problem of definition
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concerns the enterprise’s ability to 
avoid the future sacrifice in the case 
of a liability. This criticism is largely 
nullified by eliminating recurring 
timing differences and by the short 
horizon period of the nonrecurring 
differences.

Finally, the debate rests on whether 
or not the deferred tax amount repre
sents a present responsibility to the

The nature of 
interperiod tax allocation 
is such that it is not clear 
if deferred taxes meet 
the definition of assets 
or that of liabilities.

government. As stated earlier, the 
nature of the tax law is such that a 
strict interpretation would suggest 
that such a responsibility does not 
exist. Although the nonrecurring tax 
allocations are not legal liabilities, 
they are almost certain to be paid in 
the near future. As stated by Sands

. . . accountants have long since 
recognized that they can not rely 
entirely on legal concepts in the 
measurement of economic phe
nomena ... There could be no ob
jection to distinguishing between 
legal and economic liabilities by 
describing the non-legal type by

David P. Donnelly, CPA, Ph.D., is 
assistant professor of accounting at 
Kansas State University. He holds a 
Ph.D. from the University of Illinois. 
He is a member of the AAA.

some other name ... as long as it 
was generally understood what the 
term meant.13

This broader interpretation of lia
bilities appears to be held by the 
majority of practitioners and stan
dard setters. Deferred tax does meet 
a broader interpretation of liabilities 
and may properly be presented in 
the financial statement under a par
tial allocation method. This is the 
approach the authors prefer.

Summary and Conclusion
SFAC No. 1 states that
The primary objective of financial 
reporting is to provide information 
to help investors, creditors, and 
others assess the amounts, timing, 
and uncertainty of prospective cash 
inflows to the related enterprise.14

For most companies, income tax 
represents a major cash outflow that 
needs to be disclosed. Deferred tax, 
unlike the current amount of income 
tax payable, represents an uncertain 
but potential effect on future cash 
flows. The question centers on the 
degree to which the uncertainty sur
rounding deferred tax affects its in
formational value.

Under current practice, deferred 
tax is recorded using comprehen
sive interperiod tax allocation. This 
approach is based upon the revenue/ 
expense view under which the tax 
effects of all timing differences oc
curring in prior and current periods

Eugene J. Laughlin, CPA, Ph.D., is 
professor of accounting at Kansas 
State University. He is a member of 
the Financial Managers Association, 
AAA, and NAA.

are recorded. This view, however, 
fails to consider the difference in 
nature between income tax and other 
expenses and results in recording 
assets and liabilities which do not 
meet the definitions of either classi
fication. It has resulted in recording 
an amount for deferred tax that does 
not represent future cash flows. 
Finally, it has resulted in misunder
standing and confusion in practice.

This paper suggests that partial 
interperiod tax al location be adopted. 
This approach is justified from an 
asset/liability point of view. By re
cording only nonrecurring timing 
differences, much of the uncertainty 
surrounding the deferred tax amount 
is eliminated, and the resulting 
amount represents assets or liabili
ties as currently defined. Further
more, the deferred tax amount under 
this method represents expected 
future cash flows and thus increases 
the understanding of users as well 
as meets the objectives of financial 
statements. If the profession is seri
ous about using the recent concepts 
statements as a framework for ac
counting pronouncements, then a 
change from comprehensive to par
tial interperiod tax allocation is a 
logical step. Ω
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