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	Abstract (Document Summary)

	A case study is presented that represents the opinion of the Ohio Society of Certified Public Accountants' (OSCPA) Accounting & Auditing Committee as the best adoption of Statement of Financial Accounting Standards (SFAS) 109. SFAS 109, Accounting for Income Taxes, supersedes previous models for accounting for income taxes. The primary change resulting from the issuance of SFAS 109 is that assumptions about economic events, precluded by SFAS 96, are considered in the SFAS 109 measurements. The asset and liability approach used by SFAS 109 recognizes only deferred tax benefits expected to be realized. The measurement criteria of the Statement specify that a deferred tax asset should be recognized if realization is more likely than not. 
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The case study program of the Accounting & Auditing Committee was implemented in 1994 to address, by example, A&A topics of current concern to the OSCPA membership. Company names are changed for presentation of the results of any study. If you have an accounting and auditing issue which you would be interested in sending to the Committee for a future review, please contact Laura Hay at the OSCPA offices (800/686-2727 or 614/764-2727).

The case study presented here represents the opinion of Committee members as the best solution to the specific situation addressed. The results of the study are provided as an example only; for any similar application of the Standard discussed, it is necessary to make an independent determination of how the Standard will apply to the specific circumstances of that situation.

Statement of Financial Accounting Standards No. 109, Accounting for Income Taxes, was issued in February 1992 and supersedes previous models for accounting for income taxes: SFAS 96 and APB 11. SFAS 109 applies to all types of businesses which previously adopted SFAS 96 or APB 11. Although many companies are entering their second year of SFAS 109 accounting, conversations conducted by the OSCPA Accounting & Auditing Committee with practitioners across the state identified the initial adoption of SFAS 109 as a subject which is still a key concern to much of the OSCPA membership.

SFAS 109 is the result of years of work by the Financial Accounting Standards Board, attempting to improve the method of accounting for income taxes provided in APB 11. The most controversial topic has been the measurement of deferred income taxes. SFAS 109, similar to SFAS 96, utilizes an asset and liability approach for calculating deferred income taxes. The primary emphasis of APB 11 was the calculation of the appropriate income tax expense; deferred taxes on the balance sheet resulted from the accumulation of annual adjustments. Statements 109 and 96 require the measurement of assets that will be realized and liabilities that will be settled in calculating deferred income taxes. The primary change resulting from the issuance of SFAS 109 is that assumptions about future economic events, precluded by SFAS 96, are considered in the SFAS 109 measurements.

The case subject selected for SFAS 109 implementation was Abby & Alli, Inc., a manufacturer which operates as a C-corporation. Prior to 1993, the company's management calculated income taxes under APB 11. Management is adopting SFAS 109 for the year ended December 31, 1993.

In adopting SFAS 109, an organization may retroactively restate any number of consecutive financial statements for prior periods or may recognize the change as a cumulative effect adjustment to income at the beginning of the year of adoption. While planning for the implementation, management must determine (1) their ability or desire to reconstruct information from prior periods and (2) the procedures which must be developed to track the information necessary for continued accounting under SFAS 109. After examining the history of their deferred tax items, the management at Abby & Alli decided to apply the Statement prospectively and recognize the cumulative effect of the accounting change at 1/1/93.

A description of Exhibits presented in this study appears on page 31. References between Exhibits are provided in the Exhibits as bracketed Roman numerals. The key steps necessary to implement SFAS 109, including the calculation of the current income tax provision and the cumulative effect of the accounting change, are summarized in Exhibit I.

Abby & Alli, Inc. calculated current and noncurrent deferred income taxes under APB 11 at 12/31/92. Current deferred income taxes at 12/31/92 are at Abby & Alli's effective tax rate for 1992, which was 15%. Noncurrent deferred taxes are at a cumulative rate of 40% (a combination of rates from a maximum of 46% to more recent 34% rates.)

Exhibit II illustrates the calculation of deferred income taxes at 1/1/93 under SFAS 109 and the cumulative adjustment from implementing the Standard. (Exhibit II omitted) On this worksheet, the temporary differences between financial statement and tax balance sheet items are calculated and classified as either assets or liabilities, and as current or noncurrent. Temporary differences were the only components of Abby & Alli's 1/1/93 deferred tax liability; however, examples of line items for other typical deferred tax items (such as NOL carryforwards) are presented on the schedule.

SFAS 109 requires that the tax rate used to calculate deferred income taxes be the rate likely to be in effect at the time of reversals. Management estimates that the likely tax rate at reversal for their deferred tax items will be 25%. In cases where future tax rates during the period of reversals are difficult to estimate, "scheduling" will be necessary. Scheduling is essentially projecting and tracking over the years what future tax returns will look like for the periods in which deferred tax items will reverse. This strategy can assist in providing estimates for tax rates and valuations (which are discussed later in the article) and in planning to ensure that deferred tax assets are realized.

The cumulative effect of the adoption of SFAS 109 is calculated as the difference between deferred income taxes under SFAS 109 and APB 11 at 1/1/93. The adjustment for the cumulative effect of the change in accounting principle is recorded in the financial records of Abby & Alli as of 1/1/93 and is reflected in the Statement of Operations and Retained Earnings, as shown in Exhibit VI. The deferred tax liability for 12/31/92, as shown in the Balance Sheet in Exhibit V, does not need to be restated, since the company is using the prospective approach for accounting for the change.

Exhibit III reconciles net income as recorded in the company's financial statements to net income as reported in the company's 1993 tax return. This schedule presents both temporary and permanent differences in book and tax income originating during the 1993 year. These reconciling items are not used in the calculation of deferred income taxes under the SFAS 109 asset and liability approach, but discussion of the nature of the reconciling items is included in the footnote disclosure, such as the example presented in Exhibit VII. The calculations in Exhibit III are used to determine the current portion of the 1993 income tax provision, as disclosed in the Statement of Operations and Retained Earnings in Exhibit VI.

Deferred income taxes under SFAS 109 for 12/31/93 are calculated in Exhibit IV, just as illustrated for 1/1/93 in Exhibit II. (Exhibit IV omitted) In addition to temporary differences in the balance sheet items, the company incurred a $4,400 capital loss during 1993, of which management estimates $800 should be recovered in the next year. After the first year's recovery, the company's management expects to recover only an additional $800 of this loss in subsequent years. They estimate that there is a less than 50% chance that the remainder will ever be recovered.

The asset and liability approach utilized by SFAS 109 recognizes only deferred tax benefits expected to be realized. The measurement criteria of the Statement specify that a deferred tax asset should be recognized if realization is "more likely than not." If it is more likely than not that only a portion of the asset will be realized, according to SFAS 109, the asset should be recognized and then reduced by a valuation allowance. The Statement provides examples of positive and negative evidence which should be considered in estimating a valuation allowance. In Exhibit IV, the entire capital loss is included as a deferred tax item, with current and noncurrent portions, and management estimates that the likely tax rate at reversal will again be 25%. A valuation allowance is then provided for the estimated tax benefit of the capital losses which will not be recovered, at the same 25% tax rate.

The deferred tax liability as recorded in the financial records of Abby & Alli at 1/1/93 is adjusted to the deferred tax liability calculated at 12/31/93 in Exhibit IV. The difference between the beginning and ending deferred tax liabilities is recorded as a deferred income tax provision, as disclosed in the Statement of Operations and Retained Earnings in Exhibit VI.

Exhibits V and VI illustrate the financial statement presentation for Abby & Alli for the years ended December 31, 1993 and 1992, including the adoption of SFAS 109 during 1993. (Exhibits V and VI omitted) Deferred income tax assets and liabilities, and the current and noncurrent portions of each, must be segregated on the Balance Sheet, and the Statement of Operations and Retained Earnings must disclose both the current and deferred portions of income tax expense. Exhibit VII provides a sample footnote disclosure for Abby & Alli's adoption of SFAS 109.

This example of the implementation of SFAS 109 for a client previously utilizing APB 11 is relatively straightforward. There are a number of additional changes to tax practices presented by SFAS 109 which should be considered for a company's specific circumstances. Some additional key items which should be considered under SFAS 109 include the following:

* The effects on deferred tax items of changes in tax laws or rates.

* Tax status changes.

* The deferred tax effects of business combinations.

* Tax allocation methods for consolidated returns.

* The tax effects of ESOPs.

* The effects of NOL carryforwards.

* The company's overall tax planning strategies under the provisions of the new statement.

Summary of Exhibits

Exhibit I

Summary of steps to determine deferred income taxes under SFAS 109.

Exhibit II

Schedule to determine deferred income taxes under SFAS 109 and the cumulative effect adjustment for the change in accounting principle as of 1/1/93, the beginning of the year of adoption. 

Exhibit III

Current income tax provision for the year ended 12/31/93.

Exhibit IV

Schedule to determine deferred income taxes under SFAS 109 as of 12/31/93, the end of the year of adoption.

Exhibit V

Comparative Balance Sheets at 12/31/93 and 12/31/92.

Exhibit VI

Comparative Statements of Operations for the years ended 12/31/93 and 12/31/92.

Exhibit VII

Sample footnote disclosure related to the financial statement presentations in Exhibits V and VI.

Exhibit I

Key Steps for the Adoption of SFAS 109

The key steps to determine and disclose the cumulative effect of the change to SFAS 109 and the typical year-end disclosures required are summarized as follows:

1. Prepare a balance sheet for financial statement purposes as of the last day of the year prior to conversion, and as of the last day of the year of conversion Exhibits II and IV.

2. Prepare the related tax basis balance sheet as of the same dates in Step 1--Exhibits II and IV.

3. Determine the differences in financial statement and tax basis balance sheets. Separate those differences and classify as (a) deductible or taxable and (b) current or noncurrent--Exhibits II and IV.

4. Determine any other non-balance sheet cumulative book vs. tax differences (e.g., NOL carryovers, contribution carryovers, capital loss carryovers, tax credits, etc.)--Exhibits II and IV.

5. Total the book vs. tax differences in each classification determined in Steps 3 and 4. Apply the expected tax rate at reversal to the sum of each type of difference. Add any tax credits to the deductible differences and to the current or noncurrent differences based upon the expected usage dates of those credits Exhibits II and IV.

6. Compare the total current and noncurrent deferred tax totals to:

(a) previously recorded deferred tax totals under APB 11, and calculate the difference, which represents the cumulative effect adjustment as of the beginning of the year--Exhibit II;

(b) previously recorded deferred taxes under SFAS 109 to determine the deferred income tax provision or credit for the current year--Exhibit IV;

7. Record the cumulative effect adjustment calculated in Step 6(a) as of the beginning of the year of adoption.

8. Record the deferred tax provision and asset or liability based on the calculations from the worksheet in Step 6(b).

9. Determine the current portion of the tax provision based on taxable income for tax return purposes--Exhibit III.

10. Record the current tax liability and provision based upon the calculations from Step 9.

Note: In subsequent years, the calculations for the year-end provision only will again be performed as summarized above (deleting the steps for calculating the cumulative effect adjustment as of the beginning of the year).

Exhibit III

Abby & Alli, Inc. Calculation of Current Provision for Year Ended 12-31-93

Net Income per Books Before Income Taxes--$60,000

Capital Loss > Capital Gains--4,400

Travel and Entertainment--4,300

code Sec 263(A) Costs-Current Year--2,100

Bad Debt Reserve Increase--1,000

Accrued Shareholder Payroll-Current Year--700

Tax-Exempt Interest Income--(300)

Tax > Book Depreciation--(400)

Accrued Shareholder Payroll-Prior Year--(600)

Code Sec. 263(A)Costs--Prior Year--(1,600)

Gain on Installment Sale--(4,000)

Taxable Income--$65,600

Tax Provision:

$500,000 at 15%--$7,500

$15,600 at 25%--3,900

Current Tax Provision--$11,400 [VI]

Exhibit VII

Abby & Alli, Inc. Sample Footnote Disclosure

6. Income Taxes

Effective January 1, 1993, the Company adopted Statement of Financial Accounting Standards No .109 Accounting for Income Taxes, which requires an asset and liability approach to financial accounting and reporting for income taxes. Deferred income tax assets and liabilities are computed annually for differences between the financial statement and tax bases of assets and liabilities that will result in taxable or deductible amounts in the future based on enacted tax laws and rates applicable to the periods in which the differences are expected to affect taxable income. Valuation allowances are established when necessary to reduce deferred tax assets to the amount expected to be realized. Income tax expense is the tax payable or refundable for the period plus or minus the change during the period in deferred income tax assets and liabilities. Income taxes were recorded in accordance with APB No. 11 for all years prior to January 1, 1993. The cumulative effect of the change in accounting for income taxes for prior years is included in the Statement of Operations and Retained Earnings for the year ended December 31, 1993.

Deferred income taxes relate to temporary differences which result from the use of different methods of computing depreciation for financial statement and income tax purposes, as explained in Note 1, inventory valuation methods, different methods of recognizing gains on installment sales, and the current expensing, for financial statement purposes, of business expenses incurred with respect to certain related parties which, for income tax purposes, are deductible only in the year in which they are actually paid.

Total deferred tax assets were $2,800 [IV] and total deferred tax liabilities were $3,850 [IV] at December 31, 1993. The deferred tax asset associated with the capital loss amounted to $1,100. Since this difference is a capital loss which occurred in 1993 and, for tax purposes, may only be used to offset future capital gains within the next five years, and due to the unlikelihood of the Company realizing future capital gains to offset all of this difference, the Company has provided a valuation allowance of $700 [IV] against this deferred tax asset.

The unusual relationship between the Company's income tax provision based on the statutory federal income tax rate applied to pretax accounting income, and the net income tax provision is a result, generally, of permanent differences between pretax accounting income and federal taxable income. These permanent differences relate primarily to payments for meals and entertainment expense and tax-exempt income.*

* Note that public entities must reconcile and disclose individual amounts.


