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,
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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






The account debited is reported on the balance sheet as a current asset at December 31, 1994. The
account credited is reported on the income statement for 1994 as follows.

Groh Inc.
Partial Income Statement for 1394
{Recognition of Loss Carryback In the Loss Year)

Loss before income taxes 5(500,000)
Less: Refund of income taxes due to loss carryback 127,500
Net loss {372,500

Since the $500,000 tax loss for 1994 exceeds the $350,000 total taxable income from the three
preceding years, the remaining $150,000 loss remains to be carried forward.

Loss Carryforward Nustrated

If a tax loss is not fully absorbed through a carryback, or if it is decided not to carry the loss back,
it can be carried forward for up to seven years. Because loss carryforwards are used to offset future
taxable income, the tax effect of a loss carryforward represents future tax savings. Realization of the
future tax benefit is dependent on future earnings, the prospect of which may be highly uncertain.

An accounting issue, then, is whether the tax effect of a loss carryforward should be recognized
in the loss year when the potendal benefits arise or in future years when the benefits are actually
realized. To resolve this issue, the CICA Handbook has specified the accounting and reporting treat-
ment for loss carryforwards under two conditions. These conditions reflect the degree of uncertainty
(virtua) certainty or not virtual certainty) associated with the earning of taxable income in the future
from which the tax effects of the carryforwards can be realized.

Accounting for Loss Carryforward When Virtual Certainty of Realizing Future Tax Benefits
EXists. Virtual certainty exists when all three of the following conditions exist:

1. The loss results from an identifiable and nonrecurring cause.

2. A record of profitability has been established over a long period by the corporation or a pred-
ecessor business, with any occasional losses being more than offset by income in subsequent
years.

3. There is assurance beyond any reasonable doubt that future taxable income will be sufficient
to offset the loss carryforward and will be earned during the carryforward period prescribed
by the tax laws. In assessing its ability to earn sufficient future taxable income to offset the
loss, a corporation may recognize that it can maximize its taxable income during the loss car-
ryforward period by not claiming certain deductions allowable for tax purposes (e.g., capital
cost allowances). This will result either in a reduction of accumulated deferred income tax
credits or in the recording of deferred income tax debits during the carryforward period =

When these conditions are met, the tax saving on the loss carryforward is recognized in the
year of the loss. An asset (Estimated Future Tax Benefits From Loss Carryforward) is debited and
an income statement item (Reduction of Loss Due to Tax Carryforward Benefits) is credited. The
income statement account is shown in the calculation of “income (loss) before discontinued opera-



tions and extraordinary items” or, if it relates to discontinued operations or an extraordinary item,
as a deduction therefrom.*

To illustrate, assume that Norton Inc. suffers a $200,000 net operating loss in 1994 when the
tax rate is (and is expected to continue at) 40%. Furthermore, assume that management decides the
full amount of the loss is to be carried forward. If realization of the future tax savings is “virtually
certain,” Norton Inc. will recognize the tax carryforward as an asser (future tax benefit) and reduce
the current operating loss by the amount of the tax benefit of the loss carryforward. The tax benefit
of $80,000 ($200,000 X 40%) is recorded in 1994 through this journal entry:

Estimated Future Tax Benefits From Loss Carryforward 80,000
Reduction of Loss Due to Tax Carryforward Benefits 80,000

The lower portion of the income statement for 1994 is as follows.

Operating loss before income tax effect $200,000
Less: Reduction of loss due to tax carryforward benefits 80,000
Net loss $120,000

If, in 1995, Norton Inc. earns $600,000 income before taxes, the following entry is recorded
in 1995, assuming a 40% tax rate:

Income Tax Expense 240,000
Estimated Future Tax Benefits From Loss Carryforward 80,000
Income Taxes Payable 160,000

The lower portion of the 1995 income statement is as follows.

Income before taxes $600,000
Less: Income tax expense ©240,000
Net income §360,000

In situations where a company discovers that virtual certainty no longer exists, any tax benefit
of a loss carryforward previously recorded is written off.**

Accounting for Loss Carryforward When Virtual Certainty of Realizing Future Tax Benefits Does
Not Exist. If the criteria for virtual certainty of realizing future tax benefits are not met, any potential
rax benefit of a loss carryforward is not recognized in the loss year. Instead, it is recognized in future
periods when the tax savings are realized.”” The amounts of any loss carryforwards for tax purposes
not recognized in the loss period, along with the expiration period of the loss carryforwards, are
disclosed in a note to the financial statements.?® From this disclosure the financial statement user
czan determine the amount of income that may be recognized in the future on which no income tax
will be paid.

Using the information from the Norton Inc. example, but now assuming the criteria for virtual
certainty are not met, no entry is made regarding income taxes in 1994. For 1994, the company
amply reports a net operating loss of $200,000 on its income statement. An accompanying note



would state that the loss can be carried forward for seven years for tax purposes. If Norton Inc. then
experiences a $600,000 pretax income in 1995, the following entry is recorded:

Income Tax Expense 240,000
Tax Reduction Due to Loss Carryforward 80,000
Income Taxes Payable 160,000

The lower portion of the 1995 income statement is as follows.?

Income before income taxes $600,000
Income taxes $240,000

Less: Tax reduction due to loss carryforward 80,000 160,000
Net income 440,000

Accounting treatments similar to those illustrated above would occur beyond 1995 if the 1995
income was not sufficient to absorb the entire amount of the loss carryforward.

LOSS CARRYBACKS AND CARRYFORWARDS INTEGRATED
WITH INTERPERIOD INCOME TAX ALLOCATION
Interperiod tax allocation for timing differences should continue to be employed by a corporation
through loss and loss carryback or carryforward periods. Accounting for these situations can be
very complex. The following examples are designed to introduce the basic concepts, but they are
limited as to the variety of possible circumstances.

Example 1. Assume that Brooke Corp. began operations in 1993. For that year, the following sched-
ule reflects pertinent information regarding its operations, given a 40% tax rate.

Brooke Corp.

Data for 1993
Accounting income (including $12,000 depreciation expense) o 450,000
Timing difference: :

CCA in excess of depreciation 10,000
Taxable income $40,000
Taxes payable (40%) 16,000
Journal entry:

Income Tax Expense 20,000

Income Tax Payable 16,000
Deferred Income Taxes 4,000

In 1994, the company incurs an accounting loss of $62,000, including depreciation of $12,000.
Although $20,000 CCA could be taken in 1994, management chooses not to take any CCA during
that year. Because of this decision, the tax loss for 1994 is $50,000 and a timing difference for



depreciation expense exceeding CCA by $12,000 results. (Note that not taking CCA this year means
it could still be taken in future vears.)

Assuming that Brooke Corp. decides to carry back the 1994 loss and recover the §16,000 taxes
paid in 1993, the following entry is made:

income Tax Refund Receivable 16,000
Refund of Income Taxes Due to Loss Carryback 16,000

An additional element entering into this situation is that the company may refile prior years’
tax returns amending (changing) the amount taken for CCA. This would occur if such an action was
advantageous to the company. While a refiling associated with a loss carryback cannot result in the
company obtaining a refund in excess of the taxes paid in prior years, it may be advantageous in
terms of reinstating CCA taken previously to undepreciated capital cost, which could then be taken
in future years to reduce taxable income. Reducing the CCA taken in previous tax returns would,
however, necessitate adjusting the Deferred Income Taxes credit build-up from the excess CCA over
depreciation in the prior years.

To illustrate, assume that Brooke Corp. does refile its 1993 tax return, on which it reduces
the CCA taken by $10,000 (the full timing difference in 1993), The amended return shows taxable
income of $50,000. However, the full $50,000 tax loss in 1994 totally offsets this raxable income,
and no additional tax is payable for 1993, Therefore, the $16,000 tax paid is still refunded and the
full loss would be carried back. After refiling, the $§10,000 CCA could be taken in future years. This,
however, means that the Deferred Income Taxes credit recorded in 1993 is no longer applicable (the
depreciation expense and CCA for 1993 are the same after refiling). Consequently, the deferred taxes
have to be adjusted. In this regard, the CICA Handbook states:

Where the recomputation of taxable income for the previous period results in an adjustment to
accumulated deferred income taxes, such adjustment should be reflected in the income statement
for the period of the loss.**

Therefore, the following entry is made:

Deferred Income Taxes 4,000
Deferred Income Tax Recoverable in the Future 4,000

The credited account is shown in the income statement as a deferred tax recoverable item, as illus-
rrated on page 966. The Deferred Income Taxes account now has a zero balance.

The fact that depreciation expense of $12,000 is included in the 1994 income determination
sut no CCA was taken in calculating the tax loss for the year means that there is a timing difference
n the loss year. The accounting loss is greater than the rax loss because the former includes an
-xpense not included in the latter. Accounting for this difference depends on expectations as to
«hether the timing difference will reverse—that the company will eventually have taxable income.
Note that the period for reversal of a timing difference is not limited, as is the case for a loss
arrvforward.) When there is “reasonable assurance” that the timing difference will reverse, then the
v effect of the difference is recorded in the year of the loss.*® Such an entry for Brooke Corp. in
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Deferred Income Taxes 4,800
Deferred Income Tax Recoverable in the Future 4,800
{Timing difference of $12,000 x tax rate of 40%)









10



11



12



