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FAS 109: Accounting for Income Taxes

FAS 109 Summary

This Statement establishes financial accounting and reporting standards for the effects of
income taxes that result from an enterprise's activities during the current and preceding years. It
requires an asset and liability approach for financial accounting and reporting for income taxes.
This Statement supersedes FASB Statement No. 96, Accounting for Income Taxes, and amends

or supersedes other accounting pronouncements listed in Appendix D,
Objectives of Accounting for Income Taxes

The objectives of accounting for income taxes are to recognize (a) the amount of taxes
payable or refundable for the current year and (b) deferred tax liabilities and assets for the future
tax consequences of events that have been recognized in an enterprise's financial statements or
tax returns.

Basic Principles of Accounting for Income Taxes

The following basic principles are applied in accounting for income taxes at the date of
the financial statements:

a. A current tax liability or asset is recognized for the estimated taxes payable or refundable on
tax returns for the current year.

b. A deferred tax liability or asset is recognized for the estimated future tax effects attributable
to temporary differences and carryforwards.

¢. The measurement of current and deferred tax liabilities and assets is based on provisions of
the enacted tax law; the effects of future changes in tax laws or rates are not anticipated,

d. The measurement of deferred tax assets is reduced, if necessary, by the amount of any tax
benefits that, based on available evidence, are not expected to be realized,

Temporary Differences
The tax consequences of most events recognized in the financial statements for a year are
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included in determining income taxes currently payable. However, tax laws often differ from the
recognition and measurement requirements of financial accounting standards, and differences
can arise between (a) the amount of taxable income and pretax financial income for a year and
(b) the tax bases of assets or liabilities and their reported amounts in financial statements.

APB Opinion No. 11, Accounting for Income Taxes, used the term timing differences for
differences between the years in which transactions affect taxable income and the years in which
they enter into the determination of pretax financial income, Timing differences create
differences (sometimes accumulating over more than one year) between the tax basis of an asset
or liability and its reported amount in financial statements. Other events such as business
combinations may also create differences between the tax basis of an asset or liability and its
reported amount in financial statements. All such differences collectively are referred to as
temporary differences in this Statement.

Deferred Tax Consequences of Temporary Differences

Temporary differences ordinarily become taxable or deductible when the related asset is
recovered or the related liability is settled. A deferred tax liability or asset represents the
increase or decrease in taxes payable or refundable in future years as a result of temporary
differences and carryforwards at the end of the current year.

Deferred Tax Liabilities

A deferred tax liability is recognized for temporary differences that will result in taxable
amounts in future years. For example, a temporary difference is created between the reported
amount and the tax basis of an installment sale receivable if, for tax purposes, some or all of the
gain on the installment sale will be included in the determination of taxable income in future
years. Because amounts received upon recovery of that receivable will be taxable, a deferred tax
liability is recognized in the current year for the related taxes payable in future years.

Deferred Tax Assets

A deferred tax asset is recognized for temporary differences that will result in deductible
amounts in future years and for carryforwards. For example, a temporary difference is created
between the reported amount and the tax basis of a liability for estimated expenses if, for tax
purposes, those estimated expenses are not deductible until a future year. Settlement of that
liability will result in tax deductions in future years, and a deferred tax asset is recognized in the
current year for the reduction in taxes payable in future years. A valuation allowance is
recognized if, based on the weight of available evidence, it is more likely than not that some
portion or all of the deferred tax asset will not be realized.

Measurement of a Deferred Tax Liability or Asset
This Statement establishes procedures to (a) measure deferred tax liabilities and assets

Copyright © [992, Financial Accounting Standards Board Not for redistribution
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using a tax rate convention and (b) assess whether a valuation allowance should be established
for deferred tax assets. Enacted tax laws and rates are considered in determining the applicable
tax rate and in assessing the need for a valuation allowance.

All available evidence, both positive and negative, is considered to determine whether,
based on the weight of that evidence, a valuation allowance is needed for some portion or all of a
deferred tax asset. Judgment must be used in considering the relative impact of negative and
positive evidence. The weight given to the potential effect of negative and positive evidence
should be commensurate with the extent to which it can be objectively verified. The more
negative evidence that exists (a) the more positive evidence is necessary and (b) the more
difficult it is to support a conclusion that a valuation allowance is not needed.

Changes in Tax Laws or Rates

This Statement requires that deferred tax liabilities and assets be adjusted in the period of
enactment for the effect of an enacted change in tax laws or rates. The effect is included in
income from continuing operations.

Effective Date

This Statement is effective for fiscal years beginning after December 15, 1992, Earlier
application is encouraged.

INTRODUCTION

1. This Statement addresses financial accounting and reporting for the effects of income
taxes ! that result from an enterprise's activities during the current and preceding years.

2. FASB Statement No. 96, Accounting for Income Taxes, which was issued in December
1987, superseded APB Opinion No. 11, Accounting for Income Taxes. The effective date of
Statement 96 was delayed to fiscal years that begin after December 15, 1992. In March 1989,
the Board began consideration of requests to amend Statement 96 to (a) change the criteria for
recognition and measurement of deferred tax assets and various other requirements of Statement
96 and (b) reduce complexity. This Statement is the result of that reconsideration.

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING

Scope
3. This Statement establishes standards of financial accounting and reporting for income taxes

Copyright © 1992, Financial Accounting Standards Board Not for redistribution
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that are currently payable and for the tax consequences of:

a. Revenues, expenses, gains, or losses that are included in taxable income of an earlier or
later year than the year in which they are recognized in financial income

b. Other events that create differences between the tax bases of assets and liabilities and their
amounts for financial reporting

c. Operating loss or tax credit carrybacks for refunds of taxes paid in prior years and
carryforwards to reduce taxes payable in future years.

This Statement supersedes Statement 96 and supersedes or amends other accounting
pronouncements listed in Appendix D.

4.  The principles and requirements of this Statement are applicable to:

a. Domestic federal (national) income taxes (U.S. federal income taxes for U.S. enterprlses)
and foreign, state, and local (including franchise) taxes based on income

b. An enterprise’s 2 domestic and foreign operations that are consolidated, combined, or
accounted for by the equity method

c. Foreign enterprises in preparing financial statements in accordance with U.S. generally
accepted accounting principles.

5.  This Statement does not address:

a. The basic methods of accounting for the U.S. federal investment tax credit (ITC) and for
foreign, state, and local investment tax credits or grants (The deferral and flow-through
methods as set forth in APB Opinions No. 2 and No. 4, Accounting for the "Investment
Credit,” continue to be acceptable methods to account for the U.S. federal ITC.)

b. Discounting (Paragraph 6 of APB Opinion No. 10, Omnibus Opinion—1966, addresses that
subject.)

c. Accounting for income taxes in interim periods (other than the criteria for recognition of tax
benefits and the effect of enacted changes in tax laws or rates and changes in valuation
allowances. (APB Opinion No. 28, Inferim Financial Reporting, and other accounting
pronouncements address that subject.)

Objectives and Basic Principles

6. One objective of accounting for income taxes is to recognize the amount of taxes payable
or refundable for the current year. A second objective is to recognize deferred tax liabilities
and assets for the future tax consequences of events 3 that have been recognized in an
enterprise’s financial statements or tax returns,

7. Ideally, the second objective might be stated more specifically to recognize the expected
future tax consequences of events that have been recognized in the financial statements or tax
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returns. However, that objective is realistically constrained because (a) the tax payment or
refund that results from a particular tax return is a joint result of all the items included in that
return, (b) taxes that will be paid or refunded in future years are the joint result of events of the
current or prior years and events of future years, and (c) information available about the future is
limited. As a result, attribution of taxes to individual items and events is arbitrary and, except in
the simplest situations, requires estimates and approximations.

8. To implement the objectives in light of those constraints, the following basic principles
(the only exceptions are identified in paragraph 9) are applied in accounting for income taxes at
the date of the financial statements:

a. A current tax liability or asset is recognized for the estimated taxes payable or refundable on
tax returns for the current year.

b. A deferred tax liability or asset is recognized for the estimated future tax effects attributable
to temporary differences and carryforwards.

¢. The measurement of current and deferred tax liabilities and assets is based on provisions of
the enacted tax law; the effects of future changes in tax laws or rates are not anticipated.

d. The measurement of deferred tax assets is reduced, if necessary, by the amount of any tax
benefits that, based on available evidence, are not expected to be realized.

9.  The only exceptions in applying those basic principles are that this Statement:

a. Continues certain exceptions to the requirements for recognition of deferred taxes for the
areas addressed by APB Opinion No. 23, Accounting for Income Taxes—Special Areas, as
amended by this Statement (paragraphs 31-34)

b. Provides special transitional procedures for temporary differences related to deposits in
statutory reserve funds by U.S. steamship enterprises (paragraph 32)

c. Does not amend accounting for leveraged leases as required by FASB Statement No. 13,
Accounting for Leases, and FASB Interpretation No. 21, Accounting for Leases in a
Business Combination (paragraphs 256-258)

d. Prohibits recognition of a deferred tax liability or asset related to goodwill (or the portion
thereof) for which amortization is not deductible for tax purposes (paragraph 30)

e. Does not amend Accounting Research Bulletin No. 51, Consolidated Financial Statements,
for income taxes paid on intercompany profits on assets remaining within the group, and
prohibits recognition of a deferred tax asset for the difference between the tax basis of the
assefs in the buyer's tax jurisdiction and their cost as reported in the consolidated financial
statements

f.  Prohibits recognition of a deferred tax liability or asset for differences related to assets and
liabilities that, under FASB Statement No. 52, Foreign Currency Translation, are
remeasured from the local currency into the functional currency using historical exchange
rates and that result from (1) changes in exchange rates or (2) indexing for tax purposes.

Copyright © 1992, Financial Accounting Standards Board Not for redistribution
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Temporary Differences

10. Income taxes currently payable? for a particular year usually include the tax
consequences of most events that are recognized in the financial statements for that year.
However, because tax laws and financial accounting standards differ in their recognition and
measurement of assets, liabilities, equity, revenues, expenses, gains, and losses, differences arise
between:

a. The amount of taxable income and pretax financial income for a year
b. The tax bases of assets or liabilities and their reported amounts in financial statements.

11.  An assumption inherent in an enterprise's statement of financial position prepared in
accordance with generally accepted accounting principles is that the reported amounts of assets
and liabilities will be recovered and settled, respectively. Based on that assumption, a difference
between the tax basis of an asset or a liability and its reported amount in the statement of
financial position will result in taxable or deductible amounts in some future year(s) when the
reported amounts of assets are recovered and the reported amounts of liabilities are settled.
Examples follow:

a. Revenues or gains that are taxable after they are recognized in financial income. An asset
(for example, a receivable from an installment sale) may be recognized for revenues or gains
that will result in future taxable amounts when the asset is recovered.

b. Expenses or losses that ave deductible after they are recognized in financial income. A
liability (for example, a product warranty liability) may be recognized for expenses or losses
that will result in future tax deductible amounts when the liability is settled.

c. Revenues or gains that are taxable before they are recognized in financial income. A
liability (for example, subscriptions received in advance) may be recognized for an advance
payment for goods or services to be provided in future years. For tax purposes, the advance
payment is included in taxable income upon the receipt of cash. Future sacrifices to provide
goods or services (or future refunds to those who cancel their orders) will result in future tax
deductible amounts when the liability is settled.

d. Expenses or losses that are deductible before they are recognized in financial income. The
cost of an asset (for example, depreciable personal property) may have been deducted for
tax purposes faster than it was depreciated for financial reporting. Amounis received upon
future recovery of the amount of the asset for financial reporting will exceed the remaining
tax basis of the asset, and the excess will be taxable when the asset is recovered.

e. A reduction in the tax basis of depreciable assets because of tax credits.> Amounts received
upon future recovery of the amount of the asset for financial reporting will exceed the
remaining tax basis of the asset, and the excess will be taxable when the asset is recovered.

£ ITC accounted for by the deferral method. Under Opinion 2, ITC is viewed and accounted
for as a reduction of the cost of the related asset (even though, for financial statement
presentation, deferred ITC may be reported as deferred income). Amounts received upon

Copyright © 1992, Financial Accounting Standards Beard Not for redistribution
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future recovery of the reduced cost of the asset for financial reporting will be less than the
tax basis of the asset, and the difference will be tax deductible when the asset is recovered.

8. Anincrease in the tax basis of assets because of indexing whenever the local currency is the
Junctional currency. The tax law for a particular tax jurisdiction might require adjustment
of the tax basis of a depreciable (or other)asset for the effects of inflation. The
inflation-adjusted tax basis of the asset would be used to compute future tax deductions for
depreciation or to compute gain or loss on sale of the asset. Amounts received upon future
recovery of the local currency historical cost of the asset will be less than the remaining tax
basis of the asset, and the difference will be tax deductible when the asset is recovered.

h. Business combinations accounted for by the purchase method. There may be differences
between the assigned values and the tax bases of the assets and liabilities recognized in a
business combination accounted for as a purchase under APB Opinion No. 16, Business
Combinations. Those differences will result in taxable or deductible amounts when the
reported amounts of the assets and liabilities are recovered and settled, respectively.

12.  Examples (a)-(d) in paragraph 11 illustrate revenues, expenses, gains, or losses that are
included in taxable income of an earlier or later year than the year in which they are recognized
in pretax financial income. Those differences between taxable income and pretax financial
income also create differences (sometimes accumulating over more than one year) between the
tax basis of an asset or liability and its reported amount in the financial statements, Examples
(e)-(h) in paragraph 11 illustrate other events that create differences between the tax basis of an
asset or liability and its reported amount in the financial statements. For all eight examples, the
differences result in taxable or deductible amounts when the reported amount of an asset or
liability in the financial statements is recovered or settled, respectively.

13.  This Statement refers collectively to the types of differences illustrated by those eight
examples and to the ones described in paragraph 15 as temporary differences. Temporary
differences that will result in taxable amounts in future years when the related asset or liability is
recovered or settled are often referred to in this Statement as taxable temporary differences
{examples (a), (d), and (e) in paragraph 11 are taxable temporary differences). Likewise,
temporary differences that will result in deductible amounts in future years are often referred to
as deductible temporary differences (examples (b), (c), (f), and (g) in paragraph 11 are
deductible temporary differences). Business combinations accounted for by the purchase
method (example (h)) may give rise to both taxable and deductible temporary differences.

14.  Certain basis differences may not result in taxable or deductibie amounts in future years
when the related asset or liability for financial reporting is recovered or settled and, therefore,
may not be temporary differences for which a deferred tax lability or asset is recognized. One
example under current U.S. tax law is the excess of cash surrender value of life insurance over
premiums paid. That excess is a temporary difference if the cash surrender value is expected to
be recovered by surrendering the policy, but is not a temporary difference if the asset is expected
to be recovered without tax consequence upon the death of the insured (there will be no taxable
amount if the insurance policy is held until the death of the insured).

Copyright © 1992, Financial Accounting Standards Board Not for redistribution
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15. Some temporary differences are deferred taxable income or tax deductions and have
balances only on the income tax balance sheet and therefore cannot be identified with a
particular asset or liability for financial reporting. That occurs, for example, when a long-term
contract is accounted for by the percentage-of-completion method for financial reporting and by
the completed-contract method for tax purposes. The temporary difference (income on the
contract) is deferred income for tax purposes that becomes taxable when the contract is
completed. Another example is organizational costs that are recognized as expenses when
incurred for financial reporting and are deferred and deducted in a later year for tax purposes. In
both instances, there is no related, identifiable asset or liability for financial reporting, but there
is a temporary difference that results from an event that has been recognized in the financial
statements and, based on provisions in the tax law, the temporary difference will result in taxable
or deductible amounts in future years. -

Recognition and Measurement

16.  An enterprise shall recognize a deferred tax liability or asset for all temporary differences6
and operating loss and tax credit carryforwards in accordance with the provisions of paragraph
17. Deferred tax expense or benefit is the change during the year in an enterprise's deferred tax
liabilities and assets.”7 For deferred tax liabilities and assets acquired in a purchase business
combination during the year, it is the change since the combination date. Total income tax
expense or benefit for the year is the sum of deferred tax expense or benefit and income taxes
currently payable or refundable.

Annual Computation of Deferred Tax Liabilities and Assets

17. Deferred taxes shall be determined separately for each tax-paying component (an
individual entity or group of entities that is consolidated for tax purposes) in each tax
jurisdiction. That determination includes the following procedures:

a. Identify (1) the types and amounts of existing temporary differences and (2) the nature and
amount of each type of operating loss and tax credit carryforward and the remaining length
of the carryforward period

b. Measure the total deferred tax liability for taxable temporary differences using the
applicable tax rate (paragraph 18)

c. Measure the total deferred tax asset for deductible temporary differences and operating loss
carryforwards using the applicable tax rate

d. Measure deferred tax assets for each type of tax credit carryforward

e. Reduce deferred tax assets by a valuation allowance if, based on the weight of available
evidence, it is more likely than not (a likelihood of more than 50 percent) that some portion
or all of the deferred tax assets will not be realized. The valuation allowance should be
sufficient to reduce the deferred tax asset to the amount that is more likely than not to be
realized.

Copyright © 1992, Financial Accounting Standards Board Not for redistribution
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I18.  The objective is to measure a deferred tax liability or asset using the enacted tax rate(s)
expected to apply to taxable income in the periods in which the deferred tax liability or asset is
expected to be settled or realized. Under current U.S. federal tax law, if taxable income exceeds
a specified amount, all taxable income is taxed, in substance, at a single flat tax rate. That tax
rate shall be used for measurement of a deferred tax liability or asset by enterprises for which
graduated tax rates are not a significant factor. Enterprises for which graduated tax rates are a
significant factor shall measure a deferred tax liability or asset using the average graduated tax
rate applicable to the amount of estimated annual taxable income in the periods in which the
deferred tax liability or asset is estimated to be settled or realized (paragraph 236). Other
provisions of enacted tax laws should be considered when determining the tax rate to apply to
certain types of temporary differences and carryforwards (for example, the tax law may provide
for different tax rates on ordinary income and capital gains). If there is a phased-in change in tax
rates, determination of the applicable tax rate requires knowledge about when deferred tax
liabilities and assets will be settled and realized.

19.  In the U.S. federal tax jurisdiction, the applicable tax rate is the regular tax rate, and a
deferred tax asset is recognized for alternative minimum tax credit carryforwards in accordance
with the provisions of paragraph 17(d) and (e) of this Statement. If alternative tax systems exist
in jurisdictions other than the U.S. federal jurisdiction, the applicable tax rate is determined in a
manner consistent with the tax law after giving consideration to any interaction (that is, a
mechanism similar to the U.S. alternative minimum tax credit) between the two systems.

20.  All available evidence, both positive and negative, should be considered to determine
whether, based on the weight of that evidence, a valuation allowance is needed. Information
about an enterprise's current financial position and its results of operations for the current and
preceding years ordinarily is readily available. That historical information is supplemented by
all currently available information about future years. Sometimes, however, historical
information may not be available (for example, start-up operations) or it may not be as relevant
(for example, if there has been a significant, recent change in circumstances) and special
attention is required.

21.  Future realization of the tax benefit of an existing deductible temporary difference or
carryforward ultimately depends on the existence of sufficient taxable income of the appropriate
character (for example, ordinary income or capital gain) within the carryback, carryforward
period available under the tax law. The following four possible sources of taxable income may
be available under the tax law to realize a tax benefit for deductible temporary differences and
carryforwards:

a. Future reversals of existing taxable temporary differences

b. Future taxable income exclusive of reversing temporary differences and carryforwards

¢. Taxable income in prior carryback year(s) if carryback is permitted under the tax law

d. Tax-planning strategies (paragraph 22) that would, if necessary, be implemented to, for
Copyright © 1992, Financial Accounting Standards Board Not for redistribution
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example:

(1) Accelerate taxable amounts to utilize expiring carryforwards

(2) Change the character of taxable or deductible amounts from ordinary income or loss to
capital gain or loss

(3) Switch from tax-exempt to taxable investments.

Evidence available about each of those possible sources of taxable income will vary for different
tax jurisdictions and, possibly, from year to year. To the extent evidence about one or more
sources of taxable income is sufficient to support a conclusion that a valuation allowance is not
necessary, other sources need not be considered. Consideration of each source is required,
however, to determine the amount of the valuation allowance that is recognized for deferred tax
assets.

22. In some circumstances, there are actions (including elections for tax purposes) that (a) are
prudent and feasible, (b) an enterprise ordinarily might not take, but would take to prevent an
operating loss or tax credit carryforward from expiring wnused, and (c) would result in
realization of deferred tax assets. This Statement refers to those actions as fax-planning
strategies. An enterprise shall consider tax-planning strategies in determining the amount of
valuation allowance required. Significant expenses to implement a tax-planning strategy or any
significant losses that would be recognized if that strategy were implemented (net of any
recognizable tax benefits associated with those expenses or losses) shall be included in the
valuation allowance. Refer to paragraphs 246-251 for additional guidance.

23. Forming a conclusion that a valuation allowance is not needed is difficult when there is
negative evidence such as cumulative losses in recent years. Other examples of negative
evidence include (but are not limited to) the following:

a. A history of operating loss or tax credit carryforwards expiring unused

b. Losses expected in early future years (by a presently profitable entity)

c. Unsettled circumstances that, if unfavorably resolved, would adversely affect future
operations and profit levels on a continuing basis in future years

d. A carryback, carryforward period that is so brief that it would limit realization of tax
benefits if (1) a significant deductible temporary difference is expected to reverse in a single
year or (2) the enterprise operates in a traditionally cyclical business.

24. Examples (not prerequisites) of positive evidence that might support a conclusion that a
valuation allowance is not needed when there is negative evidence include (but are not limited
to) the following:

a. Existing contracts or firm sales backlog that will produce more than enough taxable income
to realize the deferred tax asset based on existing sales prices and cost structures

b. An excess of appreciated asset value over the tax basis of the entity's net assets in an amount
sufficient to realize the deferred tax asset
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¢. A strong eamings history exclusive of the loss that created the future deductible amount (tax
loss carryforward or deductible temporary difference) coupled with evidence indicating that
the loss (for example, an unusual, infrequent, or extraordinary item) is an aberration rather
than a continuing condition.

25.  An enterprise must use judgment in considering the relative impact of negative and
positive evidence, The weight given to the potential effect of negative and positive evidence
should be commensurate with the extent to which it can be objectively verified. The more
negative evidence that exists (a) the more positive evidence is necessary and (b) the more
difficult it is to support a conclusion that a valuation allowance is not needed for some portion or
all of the deferred tax asset.

A Change in the Valuation Allowance

26.  The effect of a change in the beginning-of-the-year balance of a valuation allowance that
results from a change in circumstances that causes a change in judgment about the realizability
of the related deferred tax asset in future years ordinarily shall be included in income from
continuing operations. The only exceptions are the initial recognition (that is, by elimination of
the valuation allowance) of certain tax benefits that are allocated as required by paragraph 30
and paragraph 36 (items (c) and (e)-(g)). The effect of other changes in the balance of a
valuation allowance are allocated among continuing operations and items other than continuing
operations as required by paragraph 35.

An Enacted Change in Tax Laws or Rates

27.  Deferred tax liabilities and assets shall be adjusted for the effect of a change in tax laws or
rates. The effect shall be included in income from continuing operations for the period that
includes the enactment date.

A Change in the Tax Status of an Enterprise

28. An enterprise's tax status may change from nontaxable to taxable or from taxable fo
nontaxable. An example is a change from a partnership to a corporation and vice versa. A
deferred tax liability or asset shall be recognized for temporary differences in accordance with
the requirements of this Statement at the date that a nontaxable enterprise becomes a taxable
enterprise. A deferred tax liability or asset shall be eliminated at the date an enterprise ceases to
be a taxable enterprise. In either case, the effect of (a) an election for a voluntary change in tax
status is recognized on the approval date or on the filing date if approval is not necessary and (b)
a change in tax status that results from a change in tax law is recognized on the enactment date.
The effect of recognizing or eliminating the deferred tax liability or asset shall be included in
income from continuing operations.

Regulated Enterprises

29. Regulated enterprises that meet the criteria for application of FASB Statement No. 71,
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Accounting for the Effects of Certain T ypes of Regulation, are not exempt from the requirements
of this Statement. Specifically, this Statement:

a. Prohibits net-of-tax accounting and reporting

b. Requires recognition of a deferred tax liability (1) for tax benefits that are flowed through to
customers when temporary differences originate and (2) for the equity component of the
allowance for funds used during construction

¢. Requires adjustment of a deferred tax lability or asset for an enacted change in tax laws or
rates.

If, as a result of an action by a regulator, it is probable that the future increase or decrease in
taxes payable for items (b) and (c) above will be recovered from or returned to customers
through future rates, an asset or liability is recognized for that probable future revenue or
reduction in future revenue pursuant to paragraphs 9-11 of Statement 71. That asset or liability
also is a temporary difference for which a deferred tax liability or asset shall be recognized.

Business Combinations

30. A deferred tax liability or asset shall be recognized in accordance with the requirements of
this Statement for differences between the assigned values and the tax bases of the assets and
liabilities (except the portion of goodwill for which amortization is not deductible for tax
purposes, unallocated "negative goodwill," leveraged leases, and acquired Opinion 23
differences 8) recognized in a purchase business combination (refer to paragraphs 259-272 for
additional guidance). If a valuation allowance is recognized for the deferred tax asset for an
acquired entity's deductible temporary differences or operating loss or tax credit carryforwards at
the acquisition date, the tax benefits for those items that are first recognized (that is, by
elimination of that valuation allowance) in financial statements after the acquisition date shall be
applied (a) first to reduce to zero any goodwill related to the acquisition, (b) second to reduce to
zero other noncurrent intangible assets related to the acquisition, and (c) third to reduce income
tax expense.

Opinion 23 and U.S. Steamship Enterprise Temporary Differences

31. A deferred tax liability is not recognized for the following types of temporary differences
unless it becomes apparent that those temporary differences will reverse in the foreseeable
future:

a. An excess of the amount for financial reporting over the tax basis of an investment in a
foreign subsidiary or a foreign corporate joint venture as defined in APB Opinion No. 18,
The Equity Method of Accounting for Investments in Common Stock, that is essentially
permanent in duration

b. Undistributed earnings of a domestic subsidiary or a domestic corporate joint venture that is
essentially permanent in duration that arose in fiscal years beginning on or before December
15,1992 9
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c. "Bad debt reserves" for tax purposes of U.S. savings and loan associations (and other
"qualified" thrift lenders) that arose in tax years beginning before December 31, 1987 (that
is, the base-year amount)

d. "Policyholders’ surplus" of stock life insurance companies that arose in fiscal years
beginning on or before December 15, 1992.

The indefinite reversal criterion in Opinion 23 shall not be applied to analogous types of
temporary differences.

32. A deferred tax liability shall be recognized for the following types of taxable temporary
differences:

a. An excess of the amount for financial reporting over the tax basis of an investment in a
domestic subsidiary that arises in fiscal years beginning after December 15, 1992

b. An excess of the amount for financial reporting over the tax basis of an investment in a
50-percent-or-less-owned investee except as provided in paragraph 31(a) and (b) for a
corporate joint venture that is essentially permanent in duration

c. "Bad debt reserves" for tax purposes of U.S. savings and loan associations (and other
"qualified” thrift lenders) that arise in tax years beginning after December 31, 1987 (that is,
amounts in excess of the base-year amount).

The tax effects of temporary differences related to deposits in statutory reserve funds by U.S,
steamship enterprises that arose in fiscal years beginning on or before December 15, 1992 and
that were not previously recognized shall be recognized when those temporary differences
reverse or in their entirety at the beginning of the fiscal year for which this Statement is first
applied.

33.  Whether an excess of the amount for financial reporting over the tax basis of an
investment in a more-than-50-percent-owned domestic subsidiary is a taxable temporary
difference must be assessed. It is not a taxable temporary difference if the tax law provides a
means by which the reported amount of that investment can be recovered tax-free and the
enterprise expects that it will ultimately use that means. For example, under current U.S. federal
tax law:

a. An enterprise may elect to determine taxable gain or loss on the liquidation of an
80-percent-or-more-owned subsidiary by reference to the tax basis of the subsidiary's net
assets rather than by reference to the parent company's tax basis for the stock of that
subsidiary.

b. An enterprise may execute a statutory merger whereby a subsidiary is merged into the parent
company, the minority shareholders receive stock of the parent, the subsidiary's stock is
cancelled, and no taxable gain or loss results if the continuity of ownership, continuity of
business enterprise, and certain other requirements of the tax law are met.
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Some elections for tax purposes are available only if the parent company owns a specified
percentage of the subsidiary’s stock. The parent company sometimes may own less than that
specified percentage, and the price per share to acquire a minority interest may significantly
exceed the per share equivalent of the amount reported as minority interest in the consolidated
financial statements. In those circumstances, the excess of the amount for financial reporting
over the tax basis of the parent's investment in the subsidiary is not a taxable temporary
difference if settlement of the minority interest is expected to occur at the point in time when
settlement would not result in a significant cost. That could occur, for example, toward the end
of the life of the subsidiary, after it has recovered and settled most of its assets and liabilities,
respectively. The fair value of the minority interest ordinarily will approximately equal its
percentage of the subsidiary's net assets if those net assets consist primarily of cash.

34, A deferred tax asset shall be recognized for an excess of the tax basis over the amount for
financial reporting of an investment in a subsidiary or corporate joint venture that is essentially
permanent in duration only if it is apparent that the temporary difference will reverse in the
foreseeable future. The need for a valuation allowance for that deferred tax asset and other
deferred tax assets related to Opinion 23 temporary differences (for example, a deferred tax asset
for foreign tax credit carryforwards or for a savings and loan association's bad-debt reserve for
financial reporting) shall be assessed. Paragraph 21 identifies four sources of taxable income to
be considered in determining the need for and amount of a valuation allowance for those and
other deferred tax assets, One source is fiture reversals of temporary differences. Future
reversals of taxable differences for which a deferred tax liability has not been recognized based
on the exceptions cited in paragraph 31, however, shall not be considered. Another source is
future taxable income exclusive of reversing temporary differences and carryforwards. Future
distributions of future earnings of a subsidiary or corporate joint venture, however, shall not be
considered except to the extent that a deferred tax liability has been recognized for existing
undistributed earnings or earnings have been remitted in the past.

Intraperiod Tax Allocation

35. Income tax expense or benefit for the year shall be allocated among continuing operations,
discontinued operations, extraordinary items, and items charged or credited directly to
shareholders' equity (paragraph 36). The amount allocated to continuing operations is the tax
effect of the pretax income or loss from continuing operations that occurred during the year, plus
or minus income tax effects of (a) changes in circumstances that canse a change in judgment
about the realization of deferred tax assets in future years (paragraph 26), (b) changes in tax laws
or rates (paragraph 27), (c) changes in tax status (paragraph 28), and (d) tax-deductible dividends
paid to shareholders (except as set forth in paragraph 36 for dividends paid on unallocated shares
held by an employee stock ownership plan [ESOP] or any other stock compensation
arrangement). The remainder is allocated to items other than continuing operations in
accordance with the provisions of paragraph 38.

36. The tax effects of the following items occurring during the year are charged or credited
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directly to related components of shareholders' equity:

a. Adjustments of the opening balance of retained earnings for certain changes in accounting
principles or a correction of an error

b. Gains and losses included in comprehensive income but excluded from net income (for
example, translation adjustments under Statement 52 and changes in the carrying amount of
marketable securities under FASB Statement No. 12, Accounting for Certain Marketable
Securities)

c. An increase or decrease in contributed capital (for example, deductible expenditures
reported as a reduction of the proceeds from issuing capital stock)

d. An increase in the tax basis of assets acquired in a taxable business combination accounted
for as a pooling of interests and for which a tax benefit is recognized at the date of the
business combination

e. [Expenses for employee stock options recognized differently for financial reporting and tax
purposes (refer to paragraph 17 of APB Opinion No. 25, Accounting for Stock Issued to
Employees)

f. Dividends that are paid on unallocated shares held by an ESOP and that are charged to
retained earnings

g. Deductible temporary differences and carryforwards that existed at the date of a quasi
reorganization (except as set forth in paragraph 39).

37. The tax benefit of an operating loss carryforward or carryback (other than those
carryforwards referred to at the end of this paragraph) shall be reported in the same manner as
the source of the income or loss in the current year and not in the same manner as (a) the source
of the operating loss carryforward or taxes paid in a prior year or (b) the source of expected
future income that will result in realization of a deferred tax asset for an operating loss
carryforward from the current year. The only exceptions are as follows:

a. Tax effects of deductible temporary differences and carryforwards that existed at the date of
a purchase business combination and for which a tax benefit is initially recognized in
subsequent years in accordance with the provisions of paragraph 30

b. Tax effects of deductible temporary differences and carryforwards that are allocated to
shareholders' equity in accordance with the provisions of paragraph 36 (items (¢) and

(e)-(g))-

38. If there is only one item other than continuing operations, the portion of income tax
expense or benefit for the year that remains after the allocation to continuing operations is
allocated to that item. If there are two or more items other than continuing operations, the
amount that remains after the allocation to continuing operations shall be allocated among those
other items in proportion to their individual effects on income tax expense or benefit for the year.
When there are two or more items other than continuing operations, the sum of the separately
calculated, individual effects of each item sometimes may not equal the amount of income tax
expense or benefit for the year that remains after the allocation to continuing operations. In

Copyright © 1992, Financial Accounting Standards Board Nat for redistribution

Page 18



those circumstances, the procedures to allocate the remaining amount to items other than
continuing operations are as follows:

a. Determine the effect on income tax expense or benefit for the year of the total net loss for all
net loss items
Apportion the tax benefit determined in (a) ratably to each net loss item

¢. Determine the amount that remains, that is, the difference between (1) the amount to be
allocated to all items other than continuing operations and (2) the amount allocated to all net
loss items

d. Apportion the tax expense determined in (c) ratably to each net gain item.

Refer to paragraphs 273-276 for additional guidance.

Certain Quasi Reorganizations

39, The tax benefits of deductible temporary differences and carryforwards as of the date of a
quasi reorganization as defined and contemplated in ARB No. 43, Chapter 7, "Capital
Accounts,” ordinarily are reported as a direct addition to contributed capital if the tax benefits
are recognized in subsequent years. The only exception is for enterprises that have previously
both adopted Statement 96 and effected a quasi reorganization that involves only the elimination
of a deficit in retained earnings by a concurrent reduction in contributed capital prior to adopting
this Statement. For those enterprises, subsequent recognition of the tax benefit of prior
deductible temporary differences and carryforwards is included in income and reported as
required by paragraph 37 (without regard to the referenced exceptions) and then reclassified
from retained earnings to contributed capital. Those enterprises should disclose (a) the date of
the quasi reorganization, (b) the manner of reporting the tax benefits and that it differs from
present accounting requirements for other enterprises and (c) the effect of those tax benefits on
income from continuing operations, income before extraordinary items, and on net income (and
on related per share amounts).

Separate Financial Statements of a Subsidiary

40. The consolidated amount of current and deferred tax expense for a group that files a
consolidated tax return shall be allocated among the members of the group when those members
issue separate financial statements. This Statement does not require a single allocation method.
The method adopted, however, shall be systematic, rational, and consistent with the broad
principles established by this Statement. A method that allocates current and deferred taxes to
members of the group by applying this Statement to each member as if it were a separate
taxpayer 10 meets those criteria. Examples of methods that are not consistent with the broad
principles established by this Statement include:

a. A method that allocates only current taxes payable to a member of the group that has taxable
temporary differences
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b. A method that allocates deferred taxes to a member of the group using a method
fundamentally different from the asset and liability method described in this Statement (for
example, the Opinion 11 deferred method)

¢. A method that allocates no current or deferred tax expense to a member of the group that has
taxable income because the consolidated group has no current or deferred tax expense.

Certain disclosures are also required (paragraph 49).

Financial Statement Presentation

41. In a classified statement of financial position, an enterprise shall separate deferred tax
liabilities and assets into a current amount and a noncurrent amount, Deferred tax liabilities and
assets shall be classified as current or noncurrent based on the classification of the related asset
or liability for financial reporting. A deferred tax liability or asset that is not related to an asset
or liability for financial reporting (paragraph 15), including deferred tax assets related to
carryforwards, shall be classified according to the expected reversal date of the temporary
difference pursuant to FASB Statement No. 37, Balance Sheet Classification of Deferred Income
Taxes. The valuation allowance for a particular tax jurisdiction shall be allocated between
current and noncurrent deferred tax assets for that tax jurisdiction on a pro rata basis.

42, For a particular tax-paying component of an enterprise and within a particular tax
Jjurisdiction, (a) all current deferred tax liabilities and assets shall be offset and presented as a
single amount and (b) all noncurrent deferred tax liabilities and assets shall be offset and
presented as a single amount. However, an enterprise shall not offset deferred tax liabilities and
assets attributable to different tax-paying components of the enterprise or to different tax
jurisdictions.

Financial Statement Disclosure

43. The components of the net deferred tax liability or asset recognized in an enterprise's
statement of financial position shall be disclosed as follows:

a. The total of all deferred tax liabilities measured in procedure (b) of paragraph 17

b. The total of all deferred tax assets measured in procedures (c) and (d) of paragraph 17

¢. The total valuation allowance recognized for deferred tax assets determined in procedure ()
of paragraph 17.

The net change during the year in the total valuation allowance also shall be disciosed. A public
enterprise shall disclose the approximate tax effect of each type of temporary difference and
carryforward that gives rise to a significant portion of deferred tax liabilities and deferred tax
assets (before allocation of valuation allowances). A monpublic enterprise shall disclose the
types of significant temporary differences and carryforwards but may omit disclosure of the tax
effects of each type. A public enterprise that is not subject to income taxes because its income is
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taxed directly to its owners shall disclose that fact and the net difference between the tax bases
and the reported amounts of the enterprise's assets and liabilities.

44, The following information shall be disclosed whenever a deferred tax liability is not
recognized because of the exceptions to comprehensive recognition of deferred taxes for any of
the areas addressed by Opinion 23 (as amended by this Statement) or for deposits in statutory
reserve funds by U.S. steamship enterprises:

a. A description of the types of temporary differences for which a deferred tax liability has not
been recognized and the types of events that would cause those temporary differences to
become taxable

b. The cumulative amount of each type of temporary difference

c. The amount of the unrecognized deferred tax liability for temporary differences related to
investments in foreign subsidiaries and foreign corporate joint ventures that are essentially
permanent in duration if determination of that liability is practicable or a statement that
determination is not practicable

d. The amount of the deferred tax liability for temporary differences other than those in (c)
above (that is, undistributed domestic earnings, the bad-debt reserve for tax purposes of a
U.S. savings and loan association or other qualified thrift lender, the policyholders' surplus
of a life insurance enterprise, and the statutory reserve funds of a U.S. steamship enterprise)
that is not recognized in accordance with the provisions of paragraphs 31 and 32,

45. The significant components of income tax expense attributable to continuing operations
for each year presented shall be disclosed in the financial statements or notes thereto. Those
components would include, for example:

Current tax expense or benefit

Deferred tax expense or benefit (exclusive of the effects of other components listed below)

Investment tax credits

Government grants (to the extent recognized as a reduction of income tax expense)

The benefits of operating loss carryforwards

Tax expense that results from allocating certain tax benefits either directly to contributed

capital or to reduce goodwill or other noncurrent intangible assets of an acquired entity

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

h. Adjustments of the beginning-of-the-year balance of a valuation allowance because of a

change in circumstances that causes a change in judgment about the realizability of the

related deferred tax asset in future years.

e e o

46. The amount of income tax expense or benefit allocated to continuing operations and the
amounts separately allocated to other items (in accordance with the provisions of paragraphs
35-39) shall be disclosed for each year for which those items are presented.

Copyright © 1992, Financial Accounting Standards Board Nat for redistribution

Page 21



47. A public enterprise shall disclose a reconciliation using percentages or dollar amounts of
() the reported amount of income tax expense attributable to continuing operations for the year
to (b) the amount of income tax expense that would result from applying domestic federal
statutory tax rates to pretax income from continuing operations. The "statutory” tax rates shall
be the regular tax rates if there are alternative tax systems. The estimated amount and the nature
of each significant reconciling item shall be disclosed. A nonpublic enterprise shall disclose the
nature of significant reconciling items but may omit a numerical reconciliation. If not otherwise
evident from the disclosures required by this paragraph and paragraphs 43-46, all enterprises
shall disclose the nature and effect of any other significant matters affecting comparability of
information for all periods presented.

48.  An enterprise shall disclose (a) the amounts and expiration dates of operating loss and tax
credit carryforwards for tax purposes and (b) any portion of the valuation allowance for deferred
tax assets for which subsequently recognized tax benefits will be allocated to reduce goodwill or
other noncurrent intangible assets of an acquired entity or directly to contributed capital
{paragraphs 30 and 36).

49.  An entity that is a member of a group that files a consolidated tax return shall disclose in
its separately issued financial statements:

a. The aggregate amount of current and deferred tax expense for each statement of earnings
presented and the amount of any tax-related balances due to or from affiliates as of the date
of each statement of financial position presented

b. The principal provisions of the method by which the consolidated amount of current and
deferred tax expense is allocated to members of the group and the nature and effect of any
changes in that method (and in determining related balances to or from affiliates) during the
years for which the disclosures in (a) above are presented.

Effective Date and Transition

50. This Statement shall be effective for fiscal years beginning after December 15, 1992.
Earlier application is encouraged. Financial statements for any number of consecutive fiscal
years before the effective date may be restated to conform to the provisions of this Statement.
Initial application of this Statement shall be as of the beginning of an enterprise's fiscal year (that
is, if the Statement is adopted prior to the effective date and during an interim period other than
the first interim period, all prior interim periods of that fiscal year shall be restated). Application
of the requirements for recognition of a deferred tax liability or asset for a restated interim or
annual period shall be based on the facts and circumstances as they existed at that prior date and
without the benefit of hindsight.

51. The effect of initially applying this Statement shall be reported as the effect of a change in
accounting principle in a manner similar to the cumulative effect of a change in accounting
principle (APB Opinion No. 20, Accounting Changes, paragraph 20) except for initially
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recognized tax benefits of the type required by this Statement to be excluded from
comprehensive income. If the earliest year restated is not presented in the financial statements,
the beginning balance of retained eamings and, if necessary, any other components of
shareholders' equity for the earliest year presented shall be adjusted for the effect of the
restatement as of that date. Paragraph 30 addresses the manner of reporting acquired tax benefits
initially recognized subsequent to a business combination and paragraph 36 identifies five items
{{c)-(g)) for which tax benefits are excluded from comprehensive income and allocated directly
to contributed capital or retained eamings. Pro forma effects of retroactive application (Opinion
20, paragraph 21) are not required if statements of earnings presented for prior years are not
restated.

52. When initially presented, the financial statements for the year this Statement is first
adopted shall disclose:

a. The effect, if any, of adopting this Statement on pretax income from continuing operations
{for example, the effect of adjustments for prior purchase business combinations and for
regulated enterprises) for the year of adoption if restated financial statements for the prior
year are not presented

b. The effect of any restatement on income from continuing operations, income before
extraordinary items, and net income (and on related per share amounts) for each year for
which restated financial statements are presented.

Prior Business Combinations

53, If financial statements for prior years are restated, all purchase business combinations that
were consummated in those prior years shall be remeasured in accordance with the requirements
of this Statement.

54. For a purchase business combination consummated prior to the beginning of the year for
which this Statement is first applied, any balance remaining as of that date for goodwill or
negative goodwill shall not be adjusted to equal the amount it would be if financial statements
for the year of the combination and subsequent years were restated. However, except for
leveraged leases and except as provided in paragraph 55, (a) remaining balances as of the date of
initially applying this Statement for assets and liabilities acquired in that combination shall be
adjusted from their net-of-tax amounts to their pretax amounts and (b) any differences between
those adjusted remaining balances and their tax bases are temporary differences. A deferred tax
liability or asset shall be recognized for those temporary differences pursuant to the requirements
of this Statement as of the beginning of the year for which this Statement is first applied.

55. If, for a particular business combination, determination of the adjustment for any or all of
the assets and liabilities referred to in paragraph 54 is impracticable, either because the necessary
information is no longer available or because the cost to develop that information is excessive,
none of the remaining balances of any assets and liabilities acquired in that combination shall be
adjusted to pretax amounts, that is, all remaining amounts that were originally assigned on a
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net-of-tax basis pursuant to paragraph 89 of Opinion 16 shall not be adjusted. Any differences
between those unadjusted remaining balances and their tax bases are temporary differences, and
a deferred tax liability or asset shall be recognized for those temporary differences pursuant to
the requirements of this Statement as of the beginning of the year for which this Statement is first
applied.

56. The net effect of the adjustments required by paragraphs 54 and 55 shall be included in the
effect of initially applying this Statement and reported in accordance with the provisions of
paragraph 51.

Assets of Regulated Enterprises Reported on a Net-of-Tax or After-Tax Basis

57. Some regulated enterprises that apply Statement 71 have accounted for certain
components of construction in progress on either a net-of-tax or after-tax basis, or both. Upon
initial application of this Statement, those enterprises shall make appropriate adjustments
required by this Statement to account for the net-of-tax and after-tax components of construction
in progress as if the requirements of this Statement were applied to that construction in progress
in all prior years. Except as provided in paragraph 58, the reported amount of plant in service at
the beginning of the year for which this Statement is first applied shall be similarly adjusted.

58. If determination of the adjustment to plant in service referred to in paragraph 57 is
impracticable, either because the necessary information is no longer available or because the cost
to develop that information is excessive, any difference between the reported amount and the tax
basis of that plant in service is a temporary difference, and a deferred tax liability shall be
recognized for that temporary difference. If, as a result of an action by a regulator, it is probable
that amounts required for settlement of that deferred tax liability will be recovered from
customers through future rates, an asset and the related deferred tax liability for that additional
temporary difference shall be recognized for that probable future revenue.,

59.  The net effect of the adjustments required by paragraphs 57 and 58 shall be included in the
effect of initially applying this Statement and reported in accordance with the provisions of
paragraph 51.
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