Corporate taxation part Il

ACCOUNTING FOR INCOME TAX LOSSES AND LOSS CARRYOVERS

A loss for income tax purposes occurs in a year when tax-deductible expenses and Iosses exceed
raxable revenues and gains. An inequitable tax burden would result if companies were taxed during
profitable periods without receiving any tax relief during periads of losses. Therefore, tax laws permit
taxpayers to use a tax loss of one year to offset taxable income of other years. This income-averaging
provision is accomplished through the earryback and carryforward of income tax losses. Under this
provision, a company pays no income taxes for a year in which it incurs a loss for tax purposes. In
addition, it may utilize the loss for tax purposes in either or both of the following ways,

Loss Carryback. A corporation may elect to carry the loss back against taxable income of any or all
of the tmmediately preceding three years, receiving refunds for income taxes paid in those years.®

Lass Carryforward. A corporation may elect to carry the loss forward o any or all of the immediare
seven vears following the year of the loss, using it to offset taxable income and thereby reducing or
eliminating taxes that would otherwise be payable in those years. The following diagram illustrates
these, assuming a tax [oss in 1994,

Tax Loss

!

I | | I | |

1991 1992 1993 1594 1995 1996 2001
L. Loss Carryback | Loss Carryforward >
3 Years Back 7 Years Forward

The decision of how to use a tax loss will depend on such factors as its size, results of the
previous years’ operadons, past and anticipated future tax rates, and other factors in which manage-

'“"The number of years for which losses may be carried back or forward is stipulated by tax laws. These provisions
change from tme to tme. Provisions existing in 1993 were the hasis of vears used in this rext.



ment sees the greatest tax advantage?’ Companies that have suffered substantal losses are often
attractive candidates for takeover because the acquirer may be able to use these losses to reduce its
income taxes. In a sense, companies that have suffered substantial losses may be worth more “dead”
than “alive” because of the economic value related to the tax benefit that may be derived from the
losses by other companies.

The following discussion examines the accounting treatments of loss carrybacks and carryfor-
wards, initially assuming the absence of timing differences between accounting and tax amounts.
After these procedures are examined, implications of loss carrybacks and carryforwards on accounting
for deferred income taxes are examined.

Loss Carryback lllustrated

If a corporation suffers a tax loss in a period following periods of taxable income, a refund of the
prior years’ taxes may be claimed. In such cases, the accounting treatment as stated in the CICA
Handbook is quite clear:

Where a loss for tax purposes gives rise to a recovery of income taxes of the previous period, such
recovery should be reflected in the income statement for the period of the loss either before “income
(loss) before discontinued operations and extraordinary items” or, if it relates to discontinued oper-
ations or an extraordinary item, as a deducton therefrom.”

To illustrate the accounting procedures for tax loss carrybacks, assume that Groh Inc. expe-
rienced the following.

Taxable Income

Year {Loss) Tax Rate Tax Paid
1990 $ 75,000 30% $22,500
1991 50,000 35% 17.500
1992 100,000 30% 30,000
1993 200,000 40% 80,000

In 1994, Groh Irc. incurs a $500,000 tax loss that it elects to carry back. The carryback may
ne applied to any or all of the preceding three years. Assume that management decides to carry it
sack to 1991 and subsequent years in order. Accordingly, Groh would file amended tax returns for
cach of the years 1991, 1992, and 1993, receiving a refund of $127,500 ($17,500 + $30,000 +
$80,000) for taxes paid in those years. For accounting purposes, the $127,500 represents the tax
effect of the loss carryback. Note that the tax rate in effect during the year(s) to which the loss
-arrvback is taken, not the tax rate of the year of the loss, is used to determine the tax effect,

Since the tax loss gives rise to a refund that is both measurable and currently realizable, the
sssociated tax benefit is recognized in 1994, the loss period. The following journal entry is made for
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Income Tax Refund Recelvable 127,500
Refund of Income Taxes Due to
Lass Carryback (Income Tax Expense) 127,500
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