
Loss of investor confidence

Drop in shareholder value

Significant expense related to financial restatements, and

Distractions for the company. 

Material weaknesses related to ASC 740 are a leading cause of

financial restatements and management disclosures. Mistakes in

this area can be costly and include:  

Tax-related material weaknesses typically stem from a lack of tax

accounting expertise and inadequate oversight procedures.

Having the in-depth knowledge, tax technical understanding and

experience to manage estimates and assumptions related to tax

provisions is critical to getting ASC 740 calculations and

disclosures right.  Read on for a step-by-step practical guide to

complying with accounting for income tax standards.

 If after reading you have questions, please do not hesitate to get in

touch. 

By Davinia J. Lyon, CPA, and Lindsay Haskell, CPA
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A PRACTICAL APPROACH

ASC 740, the financial accounting standard for

computing and reporting income tax provisions,

demands painstaking attention to detail. The guidance

addresses financial accounting and reporting for the

effects of income taxes that result from business

activities in the current and preceding years. As a result

of these efforts, companies recognize current year

taxes due or refundable and manage expected future

tax consequences of deferred assets and liabilities.

 In the following pages, we break ASC 740 down,

highlighting a practical approach to compliance and

answering many questions you may have about what

the standard is, who it applies to and how to prepare

the provision analysis. 

AS THE TAX ENVIRONMENT GROWS
MORE COMPLEX, SO TOO DOES
ACCOUNTING FOR INCOME TAXES
Compliance requires painstaking attention to

detail

INSIGHTS



STEP-BY-STEP GUIDE
1. Identifying Permanent

and Temporary Differences

INSIGHTS

An early step in calculating the income tax

provision is to review financial and other

company information to identify permanent and

temporary differences between book income

and taxable income. Permanent differences arise

from statutory provisions of the tax law that

specify that certain revenues are exempt from

taxation and certain expenses are not allowed as

deductions in determining taxable income.

Municipal bond interest income is an example of

revenue that is exempt from federal taxation.  

Examples of deductions that are not allowed in

determining taxable income are fines, penalties,

and meals and entertainment expenses. Also, tax

credits are an example of tax benefit items that

reduce income tax payable but are not an item

shown on the financial statements. As a result,

tax credits could be considered a permanent

difference. Because permanent differences do

not reverse in the future, the identified items will

have a direct impact on total income tax

expense.

Temporary differences are differences between

the tax basis of an asset or liability and its

reported amount in the financial statements.

Temporary differences occur because the book

and tax treatment of certain transactions are

different - specifically the timing of their

recognition. For example, the amount of

depreciation expense from the purchase of a

fixed asset will be the same over a period of time  

FINES, PENALTIES, AND MEALS AND ENTERTAINMENT EXPENSES
AREN'T ALLOWED IN DETERMINING TAXABLE INCOME.

for both book and tax purposes. The amount of

depreciation in any one year will be different

depending upon the calculation method used

and the life over which the asset is depreciated. 

Temporary differences may also include

attribute carryovers such as net operating loss

carryover and tax credit carryover. These

differences will result in deductible or taxable

amounts in future years when the reported

amount on the financial statement is recovered

and settled. Temporary differences will reverse

in the future and there will be no impact to

total income tax expense for any change in a

temporary difference.

Both permanent and temporary differences are

identified by performing a detailed review of

the trial balance or general ledger of the

company. A review of the company's significant

accounting policies should also be performed.   

The identification of new balance sheet and

income statement accounts and the

determination of the tax method of accounting

for these items and corresponding difference

from book treatment are particularly important.

Additional steps for identifying differences are

to review discrete transactions such as

acquisitions or divestures that occurred during

the year and to review prior year tax returns and

income tax provisions for completeness and

consistency of continuing differences.
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2. Computing Current

Income Tax Payables and

Receivable

INSIGHTS

Once the permanent and temporary

differences have been identified, current

income taxes payable or receivable will need

to be computed for the particular tax year.

The computation usually includes the tax

consequences of most events that have been

recognized in the financial statements for that

year and should be computed on a tax

jurisdiction by tax jurisdiction basis.  

The computation is equivalent to preparing

the current year tax return for each

jurisdiction where the company files an

income tax return.  There is no real guidance

provided by ASC 740 for this computation.

Basically, it is just applying local tax law to the

current year results.  

To determine the amount of income taxes

payable or receivable for a particular year in

each jurisdiction, generally use the following

basic formula.   

 INCLUDE THE TAX CONSEQUENCES OF MOST EVENTS THAT HAVE
BEEN RECOGNIZED IN THE FINANCIAL STATEMENTS FOR THAT YEAR.

Book income before tax
     

+/-        Identified permanent differences

  +/-        Identified temporary differences  

=          Taxable income

  X         Enacted current tax rate

  =          Current income tax before credits  

-           Credits  

=          Current income tax expense

  -           Prepayments  

=          Current income tax payable or receivable

The available loss carryovers would be included

in identified temporary differences.

  After current income taxes payable or

receivable is determined, the calculated

amount should be compared to the balance in

the income tax payable or receivable for that

particular tax year.  The total payable or

receivable balance could contain several tax

years. If any difference exists, adjusting entries

should be made to reflect the proper

payable/receivable on the balance sheet,



After calculating the current income tax expense

based on an analysis of current income taxes

payable or receivable, the next step is to

calculate the return to provision adjustment.

Begin by comparing each individual item on the

prior year’s current income tax provision with the

actual final income tax returns subsequently

filed.  

Differences between the income before tax and

permanent differences generally affect the

income statement through adjustments to

current income tax expense. Differences

between temporary items generally result in a

balance sheet reclassification between current

income tax payable/receivable and deferred

income tax asset/liability. The amount of the

adjustment is calculated by multiplying the

identified difference with the enacted tax rate

for the applicable tax jurisdiction.

During this process, it must also be determined

whether any of the differences identified would

be considered an error or a change in estimate.

The difference is considered an error if incorrect

information is used at the time the income tax

provision is calculated or incorrect computations

are included in the calculation. An error, if

material, can result in a restatement of the

financial statements.  An error could also result

in a significant deficiency or material weakness

in internal controls related to financial statement

reporting of income tax.

STEP-BY-STEP GUIDE
3. Analyzing Return to

Provision
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A CHANGE OF ESTIMATE WILL NOT RESULT IN A RESTATEMENT OF
THE FINANCIAL STATEMENTS.

A change of estimate results when better

information becomes available subsequent to

the provision being prepared. This generally

means new information that could not have

been quantified at the time of the provision

calculation. If the information was available but

the requisite work was not done to determine

the correct permanent or temporary difference,

this would likely be considered an error rather

than a change of estimate. A change of estimate

will not result in a restatement of the financial

statements.



Future tax deductible items that have not

been recognized such as an allowance for

bad debts expensed on the books currently

but not deductible for tax purposes until

actually written off, or 

Future book income items that will not be

recognized for tax purposes such as that

portion of deferred revenue that represents

future book income that has already been

recognized for tax purposes when cash was

received

The income tax expense or benefit includes not

only current income taxes, but also a deferred

income tax component. This deferred portion is

calculated by analyzing the change in the

company's total net deferred income tax asset or

liability from the beginning to the end of the

reporting period. Similar to the calculation of

current income tax, the calculation of deferred

taxes should be done on a tax jurisdiction-by-tax

jurisdiction basis. A deferred tax asset is

determined by identifying the cumulative

deductible temporary differences at the end of

the reporting period. These cumulative

differences should represent either:  

STEP-BY-STEP GUIDE
4. Calculating Deferred

Income Tax Expense or

Benefit

INSIGHTS

CUMULATIVE DEDUCTIBLE TEMPORARY DIFFERENCES INCLUDE ANY
LOSS CARRYFORWARD AMOUNTS.

 Future book expenses that will not be

recognized for tax purposes such as a future

book depreciation expense that will not be

recognized for tax purposes where tax

depreciation has already been deducted

under an accelerated method, or

 Current book income items that will be

recognized in a future period for tax

purposes such as book income from an

installment sale that can be deferred to a

future period for tax purposes

Also included in cumulative deductible

temporary differences are any loss carryforward

amounts. Once the cumulative deductible

temporary differences are quantified, each is

then multiplied by the enacted tax rate

expected to apply when the temporary

difference reverses. Tax credit carryforwards are

then added to the deferred tax asset amount at

tax-affected rates. The same process is used to

determine a deferred tax liability, with the

exception that the cumulative taxable

temporary differences are identified at the end

of the reporting period. A taxable temporary

difference can be either:



(Continued from previous page)

The quantified cumulative taxable temporary

differences are then multiplied by the enacted

tax rate expected to apply when the temporary

difference reverses to determine the amount of

the deferred tax liability. Once the net deferred

tax asset or liability is determined in each tax

jurisdiction, the change from the beginning

balance must be reviewed to calculate the

amount of deferred income tax expense or

benefit. This change will primarily be caused by

current year book-tax temporary differences that

have been identified earlier in the current

income tax calculation.   

Other possible factors that can affect the

balance are return to provision adjustments

affecting temporary items; purchase accounting

adjustments; a change in tax rates used in the

analysis; and foreign currency translation

adjustments. Not all changes to deferred income

tax assets or liabilities result in deferred income

tax expenses or benefits. Some changes may, for

example, affect goodwill, equity, or other

comprehensive income. To avoid errors in

calculating the ending cumulative differences, it

is advisable to perform a book versus tax basis

comparison of each of the items.

STEP-BY-STEP GUIDE
4. Calculating Deferred

Income Tax Expense or

Benefit
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ROLLING FORWARD THE BEGINNING BALANCES USING CURRENT
YEAR DIFFERENCES WITHOUT PERFORMING THE BOOK VERSUS TAX

BASIS COMPARISON CAN PRODUCE ERRORS.

To ensure completeness, it is recommended

that a full tax basis balance sheet be prepared

and compared to the existing book basis

balance sheet to identify all cumulative

temporary differences. This comparison will

verify the amount of ending cumulative

temporary difference calculated. Just rolling

forward the existing beginning balances using

current year differences without performing

the book versus tax basis comparison can

produce unexpected errors. These errors

might not be identified for several years and

could potentially result in a restatement of

the financial statements once discovered.



 Deductions

Excluded income

Character of income such as capital gain

versus ordinary income

 Choice to not file an income tax return in a

certain tax jurisdiction

Tax treatment of entity such as a partnership

or an S Corporation, and

Method for calculating state apportionment

An uncertain tax position is a tax position taken

on a previously filed income tax return or

included in the current year tax provision that

has a less than a 50% chance of being sustained

upon examination by the taxing authorities. The

uncertain tax position occurs due to the

considerable uncertainty surrounding the

interpretation and application of various tax

laws. Tax positions can include, but are not

limited to:

When determining the amount of uncertain tax

position, it is important to recognize that under

ASC 740, the identification applies only to

uncertain income tax positions. Non-income

"above-the-line" taxes are separately evaluated

under different criteria.

STEP-BY-STEP GUIDE
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Tax Positions
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AN UNCERTAIN TAX POSITION OCCURS DUE TO THE CONSIDERABLE
UNCERTAINTY SURROUNDING THE INTERPRETATION AND

APPLICATION OF VARIOUS TAX LAWS.

There is a two-step process to determining

an uncertain tax position. 

First, a recognition criterion is applied. For

any portion of a tax position to be

recognized, the position must be considered

more-likely-than-not, or greater than 50%, to

be sustained upon examination by a taxing

authority. Detection risk cannot be

considered in this equation. All positions

must be assumed to be known by a taxing

authority.   

Second, if the tax position meets the

recognition criteria, the amount realized

from the tax position must be measured.

Many tax positions are "binary," meaning they

are either fully sustained at the 100% level or

not sustained at all. When assessed by a tax

authority, a binary tax position will either

result in acceptance of a tax filing position in

full or its rejection.



(Continued from previous page)

Other tax positions, such as a research and

development credit, can be sustained

somewhere between 50% and 100%. In this

case, the amount realized is the largest amount

that has a greater than 50% chance of being

realized upon settlement. Interest and penalty

should also be calculated, including interest

related to improper timing on temporary items,

on any uncertain tax positions identified. 

  If an uncertain tax position is determined, the

effect can be to record a current or noncurrent

payable for the amount of cash that would be

due upon adjustment by a taxing authority. If no

cash would be due upon adjustment by a taxing

authority, the deferred tax balance sheet

account would be adjusted instead. For

example, when a company is in a net operating

loss position, the applicable deferred tax asset

would be reduced instead of recording a liability.

STEP-BY-STEP GUIDE
5. Determining Uncertain

Tax Positions
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UNCERTAIN TAX POSITIONS CAN APPLY TO TEMPORARY AS WELL
AS PERMANENT ITEMS.

Uncertain tax positions can apply to temporary

as well as permanent items. It is also necessary

to reevaluate existing previously identified

uncertain positions to determine if a change in

facts and circumstances has occurred that

would make it necessary to adjust. Positions

that have been settled upon examination, for

example, or positions that will remain

unadjusted due to the statute of limitations

expiring should be reduced to zero with

corresponding income statement or balance

sheet effects.



The company must determine the realizability of

the deferred tax asset calculated in order to

determine the amount of valuation allowance

that a company should record. A valuation

allowance reduces the deferred tax asset to an

amount that is "more likely than not" to be

realized. This can have a direct effect on the

income statement through the amount of

deferred tax expense or benefit recorded. The

effect of any recording or releasing a valuation

allowance occurs discretely in the period that the

determination is made.  

All deferred tax assets should be evaluated to

determine the need for a valuation allowance

based on specific facts and circumstances. The

types of deferred tax assets that should be

evaluated include not only tax attributes with

finite carryforward periods such as net operating

loss or tax credit carryforwards, but also other

deferred tax assets that result from cumulative

book and tax temporary differences. These types

of deferred tax assets may ultimately reverse and

increase the amount of net operating loss

carryforward in a future period. 

  When evaluating the need for a valuation

allowance, all pertinent evidence should be

considered, both positive and negative. Generally

evidence is based on the ability to objectively

verify through current transactions, such as the

ability for a company to carryback net operating

loss to a period with taxable income. The

existence of future taxable temporary

STEP-BY-STEP GUIDE
6. Determining Valuation

Allowance
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AN UNCERTAIN TAX POSITION OCCURS DUE TO THE CONSIDERABLE
UNCERTAINTY SURROUNDING THE INTERPRETATION AND

APPLICATION OF VARIOUS TAX LAWS.

 differences will reverse in the net operating loss

carryforward period. Evidence that cannot be

objectively verified based on future events are

subjective in nature and therefore not weighed

as heavily. Examples of this type of evidence

include future taxable income based on

projections and tax planning strategies that a

company could initiate to avoid the expiration

of a tax attribute, such as a net operating loss

carryforward.

A history of cumulative losses (generally defined

as book loss plus permanent differences for the

current and two prior tax periods) is a

particularly negative item of objective evidence.

A company may be unable to justify not

recording a valuation allowance that reduces or

eliminates a deferred tax asset.  Nevertheless, a

cumulative loss history is not a bright line test;

all evidence must be considered. For example, if

the company can demonstrate that it has

taxable income in a prior period that can

absorb net operating loss when carried back, a

history of cumulative losses would not cause

the company to record a valuation allowance. 

Similarly if the company can make a

compelling argument that it could employ a

tax planning strategy that would be both

prudent and feasible and would effectively

create future income that would absorb a net

operating loss carryforward, this also could

outweigh the negative evidence of a

cumulative loss history.



The amount of total income tax expense or benefit shown on the income statement is computed by

combining both the current tax expense or benefit and deferred tax expense or benefit. The current

portion is the amount of tax liability that the company expects to owe in each of its jurisdictions where it

files a tax return plus such items as return to provision adjustments on permanent items and changes to

the tax liability related to uncertain tax positions. The deferred portion is calculated by analyzing changes

to the deferred tax asset or liability and quantifying those changes that affect the income statement.  

In a basic example, assume the company has pretax book income in the current period of $200,000, non-

deductible meals and entertainment expense totaling $10,000, tax depreciation greater that book

depreciation of $50,000, non-deductible increase to the bad debt reserve of $20,000, and net operating

loss carryforward (NOL) of $60,000. The company computes its current tax liability in the US and state

jurisdictions as follows.

STEP-BY-STEP GUIDE
7. Computing Tax Expense

or Benefit

INSIGHTS

COMBINE CURRENT AND DEFERRED TAX EXPENSE OR BENEFIT AND
DEFERRED TAX EXPENSE OR BENEFIT TO ARRIVE AT THE AMOUNT OF TOTAL

INCOME TAX EXPENSE OR BENEFIT SHOWN ON THE INCOME STATEMENT.

Pretax book income                                            $200,000  

Non-deductible meals & entertainment            $10,000   Permanent  Difference    

Tax over book depreciation                                ($50,000)  Temporary Difference  

Non-deductible bad debt expense                     $20,000  Temporary Difference  Taxable 

Income before NOL                                             $ 180,000

  Net operation loss  carryforward                          (60,000)  

Taxable income after NOL                                 $ 120,000  

Tax rate (Federal + State)                                             40%  

Tax                                                                            $ 48,000



(Continued from previous page)

Also assume the non-current tax liability balance related to uncertain tax positions has increased by

$20,000. Total current tax expense would be $68,000 ($48,000 + $20,000).

 U.S. and state deferred tax expense would be computed by analyzing the change in deferred tax

asset/liability as follows.

STEP-BY-STEP GUIDE
7. Computing Tax Expense

or Benefit

INSIGHTS



(Continued from previous page)

The current and non-current portions on the net deferred tax liability would be summarized as follows.

STEP-BY-STEP GUIDE
7. Computing Tax Expense

or Benefit

INSIGHTS



(Continued from previous page)

This analysis demonstrates the net deferred tax liability has increased resulting in a deferred tax

expense related to the change of $36,000.

The total tax expense for the company is $104,000 ($68,000 current income tax expense plus $36,000

deferred income tax expense).

The journal entries to record the current and deferred portions of total income tax expense in this

example are as follows.

STEP-BY-STEP GUIDE
7. Computing Tax Expense

or Benefit

INSIGHTS

Dr.           Income Tax Expense                         $68,000

   Cr.           Current Tax Liability                                                            $48,000

   Cr.           Non-Current Tax Liability                                                   $20,000

Dr.           Income Tax Expense                         $36,000

   Cr.           Current Deferred Tax Asset                                               $16,000

   Cr.           Non-current Deferred Tax Liability                                   $20,000              



TERMS &
DEFINITIONS

INSIGHTS

Organizations are required to establish a tax

reserve for potential liabilities that could result

from uncertain tax positions. The term ASC 740

stands for the Financial Accounting Standards

Board (FASB) Accounting Standards Codification

Topic (ASC) 740, Income Taxes. ASC 740 includes

FASB Interpretation No. 48 (FIN 48) Accounting for

Uncertainty in Income Taxes, an interpretation of

FASB Statement (FAS) No. 109.

.

ASC 740 LIABILITY

DEFERRED TAX LIABILITY

CURRENT TAX PROVISION
A current expense or benefit tax provision is a tax

liability or refund that can be expected on the

current year’s tax return. It can also include a prior

year’s return-to-accrual adjustment or any

changes in provision liability for open tax years.

DEFERRED TAX ASSET
A current expense or benefit tax provision is a tax

liability or refund that can be expected on the

current year’s tax return. It can also include a prior

year’s return-to-accrual adjustment or any

changes in provision liability for open tax years.

A Deferred Tax Liability (DTL) is a future liability

that affects future taxable income amounts. The

actual liability may be affected by tax laws and

rate changes in the period the DTL is expected to

be settled or realized. The DTL is calculated

separately for each tax-paying component in each

jurisdiction, and for each individual entity or group

of entities consolidated for tax purposes. A DTL is

either classified as current or non-current based

on the underlying asset or liability.

A deferred expense or benefit is a tax liability

or refund that will eventually be paid or

received. The deferred expense can be

adjusted by any changes in net deferred tax

assets or liabilities relating to the balance at

the beginning of the year versus the balance

at the end of the year. Changes in the

valuation allowance may also adjust the

deferred tax position.

EFFECTIVE TAX RATE

DEFERRED TAX PROVISION 

An effective tax rate (ETR) is the total tax

expense divided by book income. Calculating

the ETR requires rate reconciliation, and

reconciliation between the tax expense or

benefit computed by applying the statutory

federal rate to book income and the actual

expense recorded as income tax expense or

benefit. 

PERMANENT DIFFERENCE
Differences that arise from statutory

provisions under which specified revenues

are exempt from taxation and certain

expenses are not allowed as deductions in

determining taxable income. Among the

expense disallowed under permanent

difference is non-taxable income (tax-

exempt interest); non-deductible expenses

(fines and penalties); limited expenses (meals

and entertainment); and tax credits.

Permanent differences are considered when

measuring taxes payable or refundable

(current tax expense). These differences are

generally found on the income statement,

and impact total tax expense and the

effective tax rate. 



TERMS &
DEFINITIONS
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Also known as the “Return-to-Provision”

adjustment or “Prior Year True-up,” a Return-to-

Accrual (RTA) adjustment results from the

comparison of individual items included in the

prior year provision to the final income tax returns.

These adjustments can relate to permanent items

that generally affect the income statement or

temporary items, such as a reclassification

between balance sheet accounts. 

RETURN-TO-ACCRUAL ADJUSTMENT

UNCERTAIN TAX POSITION

TEMPORARY DIFFERENCE
Temporary differences occur because the book

and tax treatment of certain transactions are

different. It is a difference between the tax basis of

an asset or liability and its reported amount in the

financial statements that will result in taxable or

deductible amounts in future years when the

reported amount of the asset or liability is

recovered or settled, respectively. Temporary

differences show up on the balance sheet, and

can include carryovers, such as net operating

losses and credits. It is expected that temporary

differences will be recovered and settled at their

financial statement amounts. 

ASC 740-10 (formerly FIN 48) addresses and

establishes uniform accounting for “uncertain tax

positions”. Although there may be substantial

authority to take a position on a return for a

particular income or expense item, the possibility

of success may ultimately not be “more likely than

not.” In these situations, the benefit of the position

cannot be taken for financial reporting purposes

until the tax year is closed or the taxpayer

ultimately prevails on the issue with the IRS or

other reporting entity.  

A total tax provision is a book basis expense

resulting from current expenses (benefit) plus

deferred expenses (benefit). It may also include

increases or decreases to uncertain tax

positions. A total tax provision equals the

amount of total tax that will be paid or

refunded in connection with income, expenses,

and events that are captured in this period’s

financial statements. The total tax provision can

increase due to adjustments in the uncertain

tax position relating to new or existing items.

Similarly, the provision can be decreased when

uncertain tax positions are not settled with

cash or other tax attributes.

TOTAL TAX PROVISION
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