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CHAPTER I 

INTRODUCTION 

Income tax allocation may be defined as "procedures 

intended to cause the tax expense shown in the income 

statement (but not the tax liability shown in the balance 

sheet) to bear a more normal relation to the net income 

before tax reported in the income statement." 

Income tax allocation procedures have developed 

because the time of recognition of many items for tax 

purposes differs from their time of recognition for 

financial accounting purposes* In addition, items may 

be charged or credited directly to retained earnings 

which affect the income tax liability* 

The Committee on Accounting Procedure of the Amer

ican Institute of Certified Public Accountants issued an 

opinion in 1944 which stated thati 

Income taxes are an expense that should be al
located, when necessary end practicable, to 
income and other accounts, as other expenses 
are allocated* What the income statement should 
reflect under this head, as under any other head, 
is the expense properly allocable to the income 
included in the income statement for the ye€a?*2 

^ H* A. Finney and Herbert E* Miller, Principles of 
Accotinting? Intermediate (5^ed*| Englewood tliffiB, New 
Jersey3 Prentice-Hall, Inc., 1961), p* 603. 

2 
Committee on Accounting Procedure, Accounting 

Research Bulletin Hoy 45 (New York; American Institute 
of Certified Public Accountants, 1953)» P* 88. 



Further interest in income tax allocation resulted 

from the passage of the Internal Revenue Code of 1934* 

The law approved the use of accelerated depreciation 

methods for tax p\u7poses* Since businessmen could re

duce their tax liability by adopting accelerated methods 

for tax purposes, some kept their financial accounting 

records on a straight line basis while taking advantage 

of the higher charges for tax purposes* 

Bulletin No* 44 (Revised) was issued by tjie American 

Institute in 1958 and dealt with this situation* The 

Bulletin stated in parti 

Studies of published reports and other 
source material have indicated that, where 
material amounts are involved, recognition of 
deferred income taxes in the general accounts 
is needed to obtain an eqxiitable matching of 
costs and revenues and to avoid income distor
tion, even in those cases in which the payment 
of taxes is deferred for a relatively long 
period* This conclusion is borne out by the 
committee*8 studies which indicate that where 
accelerated depreciation methods are used for 
income-tax purposes only, most companies do 
give recognition to the resultant deferment of 
income taxes or, alternatively, recognize the 
loss of future deductibility for income-tax 
purposes of the cost of fixed assets by an 
appropriate credit to an accumulated amorti
zation or depreciation account applicable to 
such assets*3 

Today, this remains the most controversial area of 

income tax allocation* The Securities and Exchange 

5-A 

3 Committee on Accounting Procedure, Accounting Re-
h Bulletin N9>_44 (Revised) (New Yorkl American 

e of Certified Public Accountants, July, 1958), 
* 



Commission has accepted income tax allocation and has 

given indirect approval in Accounting Series Ivelease 

The general principle has found widespread 
acceptance* This development is in line with 
the greater emphasis on the earnings statement 
as opposed to the balance sheet and represents 
one of the approaches to the sharpening of the 
methods of determining net earnings*5 

Nevertheless« there are important segments of the account

ing profession which do not favor income tax allocation* 

The American Accounting Association has stated that 

the differences between taxable income and financial 

accounting income should be disclosed, but it has this 

to say about the method chosen to affect disclosure: 

Disclosure is sometimes accomplished by 
recording the differences as prepayments (given 
an expectation of future tax savings) or accru
als (given the opposing prospect)* However, 
these items do not present the usual character
istics of assets or liabilities; the possible 
future offsets are often subject to unusual \m-
certainties; and treatment on an accrual basis 
is in many cases imduly complicated* Conse
quently, disclosure by accrual may be more 
confusing than enlightening and is therefore 
undesirable.^ 

United States Securities and Exchange Commission, 
Accounting Series Releases* Release No* 83 (Washington: 
U.S. Govemmmnt Printing Office, 1960), p. 61* 

^ Hans J* Shield, "Allocation of Income Taxes," 
Journal of Accountancy. CIII, No* 4 (April, 1957)t P» 53. 

American Accounting Association, Accountinp: and 



Purpose and Organization 

The two piirposes of this thesis are: (1) to demon

strate that a better matching of revenue and expense and 

more meaningful statements of income and financial posi

tion result from adherence to the income tax allocation 

procedures recommended by the American Institute of 

Certified Public Accountants, and (2) to demonstrate the 

need for imiform income tax allocation procedures in 

regulated industries. 

In Chapter II the procedures recommended by the Amer

ican Institute are discussed and illustrated. Chapter III 

includes a discussion of income tax as an expense and the 

concept of permanent deferral. In Chapter IV income tax 

allocation in regulated industries is examined* In 

Chapter V the summary and conclusions are presented* 

Definitions 

Certain terms are used throughout this paper which 

require explanation: 

"American Institute" is used to mean the American 
Institute of Certified Public Accountants, which is the 
official professional organization of certified public 
accountants* 

"Depreciation accounting" is a system of accounting 
which aims to distribute the cost or other basic value of 
tangible capital assets, less salvage (if any), over the 
estimated useful life of the unit (which may be a group 
of assets) in a systematic and rational manner. It is 
a process of allocation, not of valuation. Depreciation 
for the year is the portion of the total charge under 



such a system that is allocated to the year* Although 
the allocation may properly take into account occurrences 
during the year, it is not intended to be a measurement 
of the effect of all such occurrences. 

Generally Accepted Accounting Principles: Ini
tially, accounting postulates are derived from experience 
and reason; after postulates so derived have proved use
ful, they become accepted as principles of accounting* 
When this acceptance is sufficiently widespread, they 
become a part of the "generally accepted accounting 
principles" which constitute for accountants the canons 
of their art*7 

"Defe3?red credits" are credits to be included in 
the determination of net income of subsequent periodSo 
covering a time span in excess of an operating cycle* 

"Accelerated depreciation" is a depreciation pro
cedure by which larger charges are made during the early 
years of the life of a fixed asset than during the later 
years of its life* 

"Straight line depreciation" spreads the total 
depreciation equally over all periods of an asset's 
life* 

Sum of years* digits: This method is difficult to 
reduce to a brief formula; it will be more readily 
understood if it is stated as follows: 

Add the numbers representing the periods 
of life: 

Thus, 1 • 2 -»- 3 - 6 

(for an asset having a 3 year life)* 

Use the sum thus obtained as a denominator* 

Use as numerators the same numbers taken 
in reverse order: 

' Committee on Terminology, Accounting Terminology 
Bulletin No, 1; Review and Resume (New York: American 
Institute of Certified Public Accountants, 1953) PP» 11• 
25* 

® Finney and Miller, p* 48* 



Thus, 3/6, 2/6, 1/6. 

Multiply the total depreciation 

(cost less salvage value) 

by the fractions thus produced.^ 

^Finney and Miller, pp. 358» 360, 563* 



CHAPTER II 

THE METHODS BY WHICH INCOME TAX ALLOCATION 

IS ACCOMPLISHED 

In this chapter the four basic areas of income tax 

allocation are examined. Examples from annual reports 

which make use of the treatments recommended by the 

American Institute are presented. Since alternative pro

cedures are permissible in the view of the American 

Institute, where applicable, alternative examples are 

provided* In addition, procedures and computations are 

included which show the ways in which income tax alloca

tion is accomplished* 

The objective of this chapter is to show how income 

tax allocation is used in current annual reports in 

accordance with generally accepted accounting principles 

to produce a better matching of revenue and expense and 

to achieve more meaningful stateraents of financial 

position. In the last part of this chapter, an objec

tion by a leading firm of Certified Public Accountants 

to the American Institute's recommended treatment of 

operating loss carry-forwards is presented* 

The sources of differences between taxable income and 

income determined according to generally accepted account

ing principles may be summarized under the following four 

areas: 
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!• Certain elements that are included in the 
computation of taxable income may be 
charged or credited directly to retained 
earnings on financial statements* 

2* Some items of revenue and expense are 
recognized for accounting purposes but not 
for income tax purposes, and some are 
recognized in computing taxable income but 
not for accounting purposes* 

5« In some cases there are differences between 
the tax rules and accepted accounting pro
cedures as to the timing of various items 
of revenue and expense* 

4* Under the Federal tax law, a net operating 
loss incurred in one year may be offset 
against the tĉ xable income of spt:>oified 
previous and future years* As a result, a 
loss in any given yaar may result in either 
a refund of taxes previously paid or a re
duction of income taxes in future years.^ 

In this chapter, current accounting practice in 

annual reports relative to these four areas is examined* 

The imerican Institute annually publishes Accounting 

Trends and Techni.<jiî ^ which includes the current account ing 

practices of 600 companies surveyed* Two tables, based 

on the results of the survey, covering the area of in

come tax allocation are included in this chapter to 

indicate its importance and extent of use in current 

accounting practice* 

Income lax Allocatioa and l;ire<̂ 1̂  Charges and Credits 

to Hetfaiî ed, B̂ yft̂ î s 

In Accounting Researoh Bulletin No* 43. the American 

1 
*' waiter B* Meigs, Charles E. Johnson, and Thomas F* 

Keller, IntermediateJ^ccounting (New York: McGraw-Hill 
Book Compsny, Inc*, 1963)t p. 770* 



Institute states its position concerning direct credits or 

charges to retained earnings: 

Where an item resulting in a material in
crease in income taxes is credited to surplus, 
the portion of the provision for income taxes 
which is attributable to such item should, under 
the principle of allocation, be charged thereto* 
The comimittee suggests, however, that the pro
vision for income taxes estimated as due be 
shown in the income statement in full and that 
the portion thereof charged to surplus be shown 
on the income statement either (a) as a separate 
deduction from the actual tax or Qb) as a 
separate credit, clearly described* 

Where an item resulting in a material re
duction in income taxes is charged to surplus, 
the principle of allocation may be aivplied in 
the income statement in either of two ways: 
(a) the provision for income taxes may be shown 
as if the item in quĵ stion were not deductible 
(the total amount of tax estimated to be due 
for the year being indicated) or (b) a special 
charge representing the portion of such item 
equal to the tax reduction resulting therefrom 
may be separately shown. In either case the p 
amount charged to surplus is reduced accordingly* 

Table 1 presents a summary of the treatment of extra

ordinary items by the 600 companies surveyed by the 

American Institute* Income tax allocation for extra

ordinary items was reported by 124 companies* Included 

in this total were 72 items shown net of tax, 47 shown in 

full amount and in 5 instances only the tax effect was 

reported* Table 2 provides a breakdown of the materiality 

of these items* 

These tables contain other income tax allocation data 

which will be referred to throughout this chapter* Table 2 

p 
Committee on Accounting Procedure, Accounting; 

Research Bulletin No* 45. pp. 89-90* 
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presents the percentage of materiality of these extra

ordinary items with a division between the income and 

retained earnings statements. It should be noted that 

in the ma^jority of cases, a significant amount, over 10%, 

of income or retained earnings is affected. 

The following example illustrates the current pro

cedure of using an income tax allocation technique to 

adjTxst a charge to retained earnings: 

Sperry Hand Corporation 
1962 

Net Income $ 24,575,816 
Earned Surplus beginning of the year 

Deduct; 
Extraordinary adjustments for 
revaluation of data-processing 
rental equipment and related 
inventories, less applicable 
income tax effect of 146,500,000 
(Note A) U 50,373»5^5 

Dividends s 13.201,0' 

Earned Surplus, end of the year i 207.446.90^ 

Note A: Rapid technological improvements, due 
to intensive research and development in the data-
processing industry, have resulted in extraordinary 
obsolescence. As of March 31i 1962, the Company 
made an extensive review of the future utility of 
its early models of data-processing rental equip
ment and related inventories of spare parts and 
components. As a result of this review, the boo^ 
amounts have been adjusted to reflect estimated 
future net proceeds from rentals and residual sales. 
This adjustment, net of applicable income tax ef
fect, has been recognized by a charge of S50,373f^5 
to earned surplus* 

It is not practicable to determine the exact 
period when such obsolescence occurred.3 

^ American Institute of Certified Public Accountants, 
Accounting Trends and Techniques, p. 189* 
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The purpose of applying the income tax to the credit 

or charge to retained earnings is to properly match the 

tax expense or credit against the income or loss. In 

other words, the tax should follow the income or loss. 

This type of allocation has been well received by the 

accounting profession and has wide acceptance in practice. 

Permanent Differences 

In the case of items of revenue and expense recog

nized for accounting purposes but not for income tax 

purposes, and also certain items recognized in computing 

taxable income but not for accounting purposes, income 

tax allocation does not apply* However, the American 

Institute has this to says "If, because of differences 

between accounting for tax and accounting for financial 

ptirposes, no income tax has been paid or provided as to 

certain significant amounts credited to surplus or to in-

4 
€ome, disclosure should be mads.** 

Timing Differences 

The third case to be examined concerns the difference 

between the tax rules and accepted accounting procedures 

as to the timing of various items of revenue and expense. 

The American Institute set the pattern for accounting 

4 
^ Committee on Accounting Procedure, Accoimting^ 

Research Bullstin He. 4^. p. 92. 
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treatment in paragraph 4 of Chapter 10 of Bulletin 43* 

Financial statements are based on alloca
tions of receipts, payments, accruals, and 
various other items. Kany of the allocations are 
necessarily based on assumptions, but no one sug
gests that allocations based on imperfect criteria 
should be abandoned in respect of expenses other 
than income taxes, or even that the method of 
allocation should always be indicated. Income 
taxes are an expense that should be allocated, 
when necessary and practicable, to income and 
other accounts, as other expenses are allocated. 
What the income statement should reflect under 
this head, as \mder any other head is the expense 
properly allocable to the income included in the 
income statmment for the year* 3 

Maziy writers call this inter-period allocation. Willard 

J. Graham comments on the American Institute's statement 

in the following manner: 

Period income tax is measured by applying 
an appropriate tax rate to the reported net in
come before^tax, adjusted for any permanent 
differences between net income and taxable net 
income. Differences between expense so com
puted and current tax payments result from 
differences in timing of the recognition or net 
income determinants and are temporary only; 
they should be accrued as assets (deferred 
charges to income tax expense) or ^liabilities" 
deferred credits to income tax expense subject 
to elimination by offsetting differences in 
later periods*7 

^ Committee on Accounting Procedure, Accounting He-
search Bulletin No* 43. p* 92* 

"Permanent Differences" include items of revenue or 
expense included in the accounts, but legally excluded 
permanently from consideration for tax purposes, and 
special deductions allowed for tax piurposes but excluded 
from the accounts* Examples are interest received on 
tax exempt bonds, non-deductible contributions to polit
ical campaigns, deductible contributions in excess of 
amount allowable, and percentage depletion* 

7 Willard J* Graham, "Income Tax Allocation", Ac-
QQunting Heview. XXXIV, No. 1 (January, 1959), p* l5T 

file:///mder
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When income per books exceeds the income per tax retiun, 

a deferred income tax liability account is used* When 

income jper tax return exceeds the income per books, a 

deferred income tax expense account is used. The lead

ing example of this situation is the adoption of ac

celerated depreciation for income tax purposes and the use 

of other depreciation methods for financial accoimting 

purposes* 

In such cases, accounting recognition should 
be given to deferred income taxes if the amounts 
thereof are material, except in those rare cases, 
such as are mentioned in paragraph 8, where there 
are special circumstances which may make such 
procedtire Inappropriate*7 

The exception in paragraph 8 will be discussed in detail 

in Chapter IV* 

Of the thirty companies in the Dow-Jones 
Industrial Average, fourteen apparently used the 
straight line method in I960* Of these, six set 
up a reserve for deferred taxes; two stated that 
this reserve was added to the depreciation al
lowance itself and thus could not be identified; 
and six gave no indication that they used the 
accelerated method on their tax returns4^0 

Since the enactment of the Hevenue Code of 
1954 there has probably been as much interest in 
the accounting pj^fession with respect to the 
applicability of the principle of allocation of 
income taxes to situations involving accelerated 

® Finney and Miller, p* 609• 

^ Committee on Accounting Procedure, Accounting Re
search Bulletin No^ 44 (Hevised). pp. 1-A - 2-A* 

10 
'̂'̂  Benjamin Graham, David L* Dodd and Sidney Cottle, 

Pi 160* 
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depreciation as with regard to argr other dif
ferences between accounting income and taxable 
income* 

In all probability most corporations, re-
gardlesr of what they may do for accoimting 
purposes, for financial reasons take advantage of 
one of the several methods of accelerated de
preciation permitted by the Code for federal 
income tax purposes*li 

Where book income exceeds tax return income, a de

ferred income tax liability is credited for the difference 

in income times the tax rate* Income tax expense, there

fore, is computed on book income* The current liability, 

taxes payable, is credited for the amount due the federal 

government and the balance of the expense is credited to 

the deferred income tax liability account. In the op

posite case, in which tax return income exceeds book 

income, a deferred income tax expense is debited for the 

difference between the amount obtained by applying the 

tax rate to book income and the amount of tax actually 

payable. 

To illustrate, assume that a fixed asset is purchased 

for t^l,500,000* The asset has an estimated life of five 

years and no salvage value. The company adopts the sum of 

the years' digits depreciation method for income tax pur

poses and the straight line method for its books* Through

out this report, a 50% tax rate will be assumed for 

illustrative purposes* 

11 
** Halph S. Jones, "Allocation of Income Taxes," 

Journal of Accountancy. CVI, No* 5 (September, 1958)* p* 4% 
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A schedule of depreciation is presented below: 

Books Tax Return 

Year 

1 
2 
3 
4 
5 

Amoimt 

$ 300,000 
500,000 
500,000 
500,000 

&J3. 0755055 

Over-Under* 

Amount for Taxes 

$ 200,000* 
100,000* 

0 
100,000 
200.000 

Amount 
% 500,000 

400 ,000 
500,000 
300,000 
100.00 

$ 1.500.00 

The income tax allocation entries for the five years 

are given in figure 1* It is important to note that in

come tax expense is the same each year. Thus, the differ* 

ence in actual tax payable over the years is eliminated 

and the tax expense is equalized yearly. 

The reduction in income tax which results 
from additional depreciation deductions for 
tax purposes (in excess of depreciation recorded 
in the accounts) should not, in my opinion, be 
considered an immediate saving in expense to be 
reflected in current income. These reductions 
in income tax should be treated as applicable 
to those future years in which the corresponding 
depreciation provision will be recorded in the 
accounts. A tax reduction which is directly re
lated to a corresponding "item of expense" 
(depreciation) should not be reflected as a 
credit to income until the corresponding ex
pense is charged to income. In the interval, 
the account should appear as a deferred credit 
to income tax expense on the liability side of 
the balance sheet, comparable to income received 
in advance*^? 

12 Graham, Accounting Heview. XXXIV, No. 1, p. 15. 
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The Plintkote Company's 1961 Annual Report provides 

an interesting example of this treatment: 

Statements of Consolidated Income 1961 

Income before federal and foreign taxes 
on income $ 21*052.009 
Federal and foreign taxes on income: 

Currently payable: 
United States $ 6,919.884 
Foreign 1,049,366 

Deferred (Note 4): 1^604.01< 

Net Income I il'Ml'^f^ 
Note 4. Depreciation deductions for cer

tain fixed assets are determined for income tax 
purposes on accelerated methods and exceed book 
provisions on the straight line method. Further, 
certain mine development costs are claimed for 
income tax purposes as incurred but for book 
purposes are deferred and amortized on a per-ton-
mined basis. The resulting current tax benefits 
are deferred to subsequent periods when book 
provisions for depreciation and amortization will 
exceed the amounts allowable i§T income tax 
purposes*^^ 

An examination of recent annual reports reveals a 

trend of dividing the income tax charge into current and 

deferred portions. An excellent example of this is pro-
14 vided by the Lear Siegler, Inc. 1962 Annual Reporti 

Earnings before income taxes $ 12*384.015 
federal and foreign income taxes: 

Current S 6,005*009 
Deferred—applicable to 

accelerated depreciation 
for tax purposes "5 

574.000 
.37?.009 

Net earnings » 6*563.OCfe 

^^ The Flintkote Company, 1961 Annual Report, p. 9. 
^^ American Institute of Cdrtified Public Accountants, 

Accounting Trends and Techniques* p. 191• 
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Full disclosure of this nature contributes to more 

meaningful reporting. 

The "timing" area of income tax allocation remains 

controversial* The allocation of tax to later accounting 

periods is continually being debated in articles in cur

rent accounting literature. In the next chapter some of 

the arguments against inter-period allocation are pre

sented along with the applicable rebuttals which the 

author believes sufficiently refute the objections to this 

kind of income tax allocation* 

Of the 600 companies surveyed, 94 reported a defer

ment of income tax in their annual reports, while 16 

reported a reduction of this item. Tables 1 and 2 present 

data relative to deferred income taxes. 

palance Sheet Classification of the Deferred 

Income Tax Account 

The following is taken from a letter Issued by the 

American Institute on April 15* 1959* 

>̂ liestion has been raised with respect to 
the intent of the committee on accounting pro
cedure in using the phrase "a deferred tax 
account" in Accoimting Research Bulletin No* 44 
(revised)* Declining-balance Depreciation, to 
indicate the account to be credited for the 
amount of the deferred income tax* 

The committee used the phrase in its ordi
nary connotation of an account to be shown in 
the balance sheet as a liability or a deferred 
credit* A provision in recognition of the de
ferral of income taxes, being required for the 
proper determination of net income, should not 
at the same time result in a credit to earned 
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surplus or to any other accoimt included in 
the stockholder's equity section of the balance 
sheet•15 

Various classifications are used in annual reports, 

as indicated by the following representative examplesi 

1* As a part of reserves: 

International Paper Company^^ 1963 

Reserves: 
Insurance $ 2,845«200 
Contingencies i 4,886,127 
Deferred Income Taxes 9.159.626 

2* Between long term liabilities and reserves: 

Abbott Laboratories and Subsidiaries '̂  1965 

Term Borrowing by Subsidiaries 
located outside the United 
States payable at various dates 
through 1988 ^ 8,515*000 
Deferred Federal Income Taxes 39007*000 
Reserve Applicable to Inter
national operations 1*600*000 

In many cases deferred income taxes are shown on the 

balance sheet after long term liabilities and before the 

stockholder's equity section. In a substantial number of 

reports the account is not listed under a classification 

label such as long term liabilities or deferred credits 

^^ Letter from the Committee on Accounting Procedure 
to the Members of American Institute of Certified Public 
Accountants, April 15* 1959« 

'̂  International Paper Company, 1963 Annual Report, 
p. 31. 

^' Abbott Laboratories, 1963 Annual Report, p. 29. 
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but is shown separately. United Stockyards does include 

it \mder other liabilities, however* 

United Stockyards Corporation and Subsidiary 
Companies^® 

1965 

Other Liabilities: 
Contract deposit % 95*333 
Deferred Federal Income Taxes 1.490.000 ^ i r i ' ^ 

The Securities and Exchange Commission in its Ac

counting Release No* 8^ stated that the amount 

equivalent to tax reduction should be treated 
either (1) as a provision for future taxes in 
the income statement with a corresponding credit 
in the balance sheet to a non-equity caption 
such as a deferred tax credit, or (2) as ad
ditional depreciation in the income statement 
with a corresponding addition to the accumulated 
provision for depreciation in the balance sheet* 
In the Commission's view it is improper to 
charge income with an item required for the 
proper determination of net income and concur
rently to credit earned surplus*19 

Operating Loss Carry-Forward and Carry-Back 

The fourth area under examination concerns the carry

back and carry-forward of operating losses* 

To help equalize the tax burdens of corporations 
that have regular earnings and those experi
encing alternate periods of income and losses, 
and also to aid corporations that suffer losses 
during the first years of operation, the Federal 
tax law provides that operating losses may be 

18 
^ United Stockyards Corporation, ^963 Annual Report. 

P« 5.« 
19 '' U.S. Securities and Exchange Commission, Account-

^ g Series Releases. Release No* 85* p* 61. 

file:///mder
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carried back against the income of several 
previous years and forward against income 
earned in specified years following the loss* 
The effect of this provision is to create a 
claim for tax refund or potential future tax 
saving when an operating loss occurs*^ 

The American Institute opinion follows: 

Carry-Back of Losses and Unused 
Excess-Profits Credits 

16* While claims for refund of income 
taxes ordinarily should not be included in the 
accounts prior to approval by the taxing 
authorities, a claim based on the carry-back 
provisions of the Internal Revenue Code pre
sumably has as definite a basis as has the 
computation of income taxes for the year* 
Therefore, amoxints of income taxes paid in 
prior years which are reftmdable to the tax
payer as the result of the carry-back of losses 
or inaused excess-profits credits ordinarily 
should be included in the income statement of 
the year in which the loss occurs or the unused 
excess-profits credit arises* Either of two 
treatments is acceptable: (a) the amount of 
taxes estimated to be actually payable for such 
year may be shown in the income statement, with 
the amount of the tax reduction attributable 
to the amounts carried back indicated either in 
a footnote or parenthetically in the body of 
the income statement; or (b) the income state
ment mey indicate the results of operations 
without inclusion of such reduction, which re
duction should be shown as a final item before 
the amount of net income for the period* 

Carry-Forward of Losses and Unused 
Excess-Profits Credits 

17* Where ta3cpayers are permitted to carry 
forward losses or unused excess-profits credits, 
the committee believes that, as a practical 
matter, in the preparation of annual income 
statements the resulting tax reduction should 
be reflected in the year to which such losses 
or unused credits are carried* Either of two 

20 
Meigs, Johnson and Keller, pp* 778-9• 
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treatments is acceptable: (a) the amount of 
taxes estimated to be actually payable for 
such year may be shown in the income statement, 
with the amount of the tax reduction attribut
able to the amounts carried forward indicated 
either in a footnote or parenthetically in the 
body of the income statement; or (b) the income 
statement may indicate the results of opera
tions without inclusion of such reduction, which 
reduction should be shown as a final item before 
the amount of net income for the period* How
ever, where it is believed that misleading 
inferences would be drawn from such inclusion, 
the tax reduction should be credited to sur
plus* 21 

The following example illustrates item (b) of para

graph 16: 
22 E^l^ Forge & Steel Corporation 

Loss before income tax credits $ 525*504.98 
Income Tax Credits: 

Net refundable taxes on income of 
prior years, arising from carry
back of operating loss-estimated 76.-̂ 431.75 

The entry to record this income tax credit follows: 

Claim for refund of Income Taxes $ 76,481.75 
Refund of Income Taxes due 
to loss S 76,481.75 

Figure 2 illustrates item (b) of paragraph 17* 

Note 1 
In 1962, United States Income taxes of 

$25,850,000 which would otherwise have been 
payable by General Dynamics Corporation were 
eliminated because of the 1961 loss carry 
forward* As of December 51* 1962, the balance 
of the loss carry forward was approximately 
$65*500,000* In 1963* 153*000,000 of this 

^^ Committee on Accoiinting Procedure, Accounting 
Rasearch Bulletin No. 43. pp* 92-93• 

oo 
^^ American Institute of Certified Public Account

ants, Accounting Trends and Techniques, p* 187* 
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General Dynamics Corporation and Subsidiaries 

Statement of Consolidated Income 

For the Tears Ended December 51* 1965 and 1962 

NET SALES 

COST 0? SALES 
Profit from operations 

OTHER EXPENSE (INCOME): 
Interest—net 
Miscellaneous—net 

1965 
$1,415*073*684 

1962 
$1,898,481,708 

1 
1.348.525.790 1.350 

(. 

PROVISION FOR INCOME TAXES: 
General Dynamics Corpora
tion (Before reduction 
resulting from 1961 loss 
carry forward—Note 1) 
Subsidiaries 

Net income before tax 
reduction resulting 
from 1961 loss carry 
forward 

Reduction in income taxes 
of General Dynamics Corp* 
resulting from 1961 loss 
carry forward (Note 1) 

NET INCOME 

SPECIAL CREDIT—Reduction 
in losses previously on 
commercial jet transport 
program as result of cost 
reductions and performance 
achievements realized 

NET INCOME AND SPECIAL 
CREDIT 

4 

6,600,201 
4,257t916)( 
2*342.285 1 

PROFIT BEFORE INCOME TAXES $ 64.205.66 

I 25*624,170 

^6,917,909 

33.000.000 

mm 
S 11,987,005 

2.108.509) 
§73l 

?8t^? . 

S 25,850,000 
5.624 . , 2 ^ 

$ 52,790,059 $ 29*008,645 

^?,850tOOO 

$ ^9*707*059 $ 52*858,645 

$ 82*707*059 $ 52.856.645 

Fig. 2*—Illustration of the carry-forward of a loss 
shown in the income statement 
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amount was applied against the special credit 
and the balance of $32,500,000 was applied 
against earnings. As a result, the United States 
income taxes of 525,624,170 which would otherwise 
have been payable by the Corporation for 1965 
were reduced by $16,917,000.^5 

Arthur Andersen and Company were the auditors and 

gave an unqualified opinion on the 1963 Annual Report. 

The Securities and Exchange Commission 
has followed the policy of requiring the tax 
benefit from loss carry-forwards to be reflected 
in the income statement as a part of net income 
for the year in which the tax reduction occurs 
and the benefit is realized* The Securities 
and Exchange Commission has generally refused 
to allow the tax benefit to be credited to 
earned surplus or to be shown below net income 
as a special credit although there have been a 
few exceptions to this policy* However, the 
Securities and Exchange Commission has accepted 
presentations in which the final amount is de
scribed as "net income including Federal income-
tax reduction resulting from carry forward of 
prior-year operating losses•^^ 

The viewpoint of Arthur Andersen and Company differs 

from the American Institute position* 

We have concluded that the tax reduction is a 
partial recovery of the losses occurring in 
prior years and, therefore, that a proper 
matching of costs and revenues requires that 
the federal income tax reductions from the 
carry-forward of operating losses be related 
to the years in which the losses occurred* 
To accomplish this, the tax benefit from loss 
carry-forwards should be credited directly to 
earned surplus for retroactive application to 

* General Dynamics Corporation, 1963 Annual Report, 
p. 22. 

24 
'-̂  Arthur Andersen and Company, Accounting and Rs-

pprting Problems of the Accoxinting Profession: For 
•Purposes Of Dlscussiof^ (Chicago: Arthur Andersen and 
Company, 1960), p. j>8» 
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the years that gave rise to the loss. '̂  

Arthur Andersen and Company cite the following ex

ample to illustrate the misleading presentation which 

results when a loss carry forward is credited to the 

current year's income. 

It is assumed that a company has a carry
forward credit of $1,600,000 at the end of 
1956* and that this credit is all used in the 
years 1957* 1958 and 1959 to eliminate taxable 
income. Thus, in the year I960, the income 
becomes fully taxable. In reporting on the 
financial statements for the three years ended 
December 51* 1959* most public accountants 
would give an unqualified opinion on the net 
income shown below with no charges for taxes 
(and we assume that such opinion and statements 
would be acceptable to the Securities and 
Exchange Commission). Investors buying stock 
during 1957 to 1959 period and relying on the 
net income per share could easily be misled 
unless they were well-informed and read care-
fxilly the footnotes to the financial statements* 
Although the company in I960 actually had bet
ter operating results than for any of the 
previous years, the "generally accepted" prac
tice results in the net income per share drop
ping over 40% from 1959 Bjxd the net income 
being the same as in 1957* when the net income 
before taxes was only one-half as much. V/e 
believe that the net income in each year after 
a proper charge for taxes shown below is more 
informative and more accurately reflects the 
results of operations for each of the years, 
since the carry-forward credit arose in and is 
applicable to years prior to 1957• 

^^ Arthur Andersen and Company, Accounting and 
Reporting Problems of the Profession: For lurposes of 
Discussion, p. 57. 



28 

Income Net Income Per Net Income 
Before "Generally Accepted" After Proper Charge 
Tax Practice For Taxes 

p#r «̂3r 
Amount Share Amount Share 

1957 $400,000 $400,000 (a) $4.00 $200,000 (b) $2*00 

1958 500*000 500,000 (a) 5.00 250*000 (b) 2*50 

1959 700,000 700*000 (a) 7.00 550,000 (b) 5*50 

1960 800,000 400,000 (b) 4*00 400,000 (b) 4*00 

(a) The net income shown is with no tax provi
sion, since the actual tax is eliminated by 
a carry-forward credit. 

(b) The net income shown is after tax provision 
of 50% of income before tax. For the years 
1957-1959, the tax provision in the last 
column would be charged to income and cred
ited to earned surplus, so that the credit 
could be allocated to the prior years in 
which the operating losses arose. 

Although our first preference is to show the 
tax benefit in earned surplus and then restate 
the income of prior periods, our second preference 
is to show the carry-forward credit as a special 
item at the foot of the income statement, after 
arriving at the net income for the period* The 
last line in the income statement can thus be de
scribed as "net income and federal income-tax 
reduction resulting from . . . ," being the total 
of two amounts—the net income and the special 
credit* 

Most companies include the tax benefits from 
carry-forwards in current income for the years in 
which the tax reductions are realized. Because of 
"ttiis general business practice and the insistence 
of the Securities and Exchange Commission on this 
treatment* we have not required that the credit be 
made to earned surplus (to facilitate restatement 
to the years that gave rise to the losses), nor 
have we taken exception in our auditors' opinion 
for the inclusion of the tsoc reduction in current 
income, if there is a forthright disclosure of the 
facts. Generally, we think it highly preferable 
to state the net Income in a clear and unqualified 
manner* However, we believe a departure from this 
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policy is desirable under these conditions and 
that the designation of the final figure as "net 
income including federal income-tax reduction 
resulting from . . . " is an effective means of 
clear disclosure in those cases in which the 
carry-forward tax reduction is included in net 
income* 

We feel strongly that our general position 
with respect to the proper accounting for income-
tax benefits from operating loss carry-forward 
credits is sound, and we will continue to work 
for its adoption in business practice and by the 
accounting profession*26 

The position of Arthur Andersen and Company appears pref

erable to that of the American Institute* A better 

matching of expense and revenue is achieved. Also, a 

projection of future earnings will be more realistic when 

based on adjusted prior statements than if current in

come is credited for the amount of the tax reduction due 

to the loss carry-forward. This procedure seems con

sistent with the goal of a more meaningful income state

ment and the objectives of income tax allocation* 

Tables 1 and 2 include data on loss carry-backs and 

carry-forwards* The 1962 annual reports of the 600 

companies surveyed by the American Institute included 16 

operating loss carry-back and 55 operating loss carry

forward items* 

In a loss year, the accumulated accrued in
come tax is reduced or eliminated; the effect 
upon the accumulated income tax payments depends 
upon the operation of the net operating loss 
carry-back and carry-forward rules. An appro
priate adjustment is called for to keep the 

26 
Arthur Andersen and Company, Accounting and Re

porting Problems of the Accounting PrQfessioiLi_ For 
Purposes of Discussioi^. pp. 58-41* 
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deferred income tax liability in line with these 
two factors.27 

27 
'^^ Carman G. Blough* "Effect of Loss Years Upon De

ferred Income Taxes," Journal of Accountancy. CV, No* 6 
(June, 1958), p. 76. 



CHAPTER III 

INCOME TAX AS AN EXPENSE AND PERMANENT DEFERRAL 

Income Ta:ff; ,:^fn?e 

Net Income, whether as a total figure or as earnings 

per share, is one of the most significant measures of 

business results. The amount available for dividend dis

tribution to the stockholder depends heavily upon "net 

income." Financial services ascribe much importance to 

net income and, therefore, accord it prominent display in 

financial publications. Net income may be defined as 

the results of operations after deducting from 
revenues all related costs and expenses and 
all other charges and losses assigned to the 
period. These deductions do not include divi
dends or comparable withdrawals.! 

"The accountant's problem, therefore, is to determine 

the proper 'net income* (or 'earnings') that fairly pre-

2 sents the 'results of operations.'" 

As we have previously pointed out, the American 

Institute states that: 

Income taxes are an expense that should be 
allocated, when necessary and practicable, 
to income and other accounts, as other 

CoBimittee on Terminology, Accounting Terminology 
Bulletin NSit 2; Proceeds. Revenue. Income. Prof it and 
Earnings Csew York; American Institute of Certified 
Public Accountants, 1955)* P« 35« 

2 
Arthur Andersen and Company, Accoimting for Income 

Taxes: For Purposes of Study and Discussion (Chicago; 
Arthur Andersen and Company, 1961), p. 14. 

31 
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e3q;>enses are allocated. What the income state
ment should reflect under this head, as under 
any other head, is the expense properly allo
cable to the income included in the income 
etatement for the year.5 

1^ 4 Tentative Set of Broad Accounting Principles for 

Business Knterprises. a research study published by the 

American Institute, expense is defined as "the decrease 

in net assets as a result of the use of economic services 

in the creation of revenue or of an imposition of taxes 
4 

by governmental imits." 

According to Professor Moonitz: "To judge by pub

lished financial statements, businessmen and accountants 

insist that income taxes are an expense, to be taken 
5 

into account before arriving at net income for the year."'' 

Willard Graham agrees with the American Institute 

by stating: "The most convincing case for income tax 

allocation rests upon its proper matching of income tax 

expense among periods in relation to the reported net 

income rather than the taxable income." He further 
points out that '• 

* Committee on Accounting Procedure, Accounting^ Re
search Bû l̂ letin No* 43* p* 88* 

Robert T* Sprouse and Maurice Moonitz, Accounting 
Research Study No* 3* A Tentative Se^ of Broad"Account-
ng Principles for feusiness Enterprises Cl̂ ew York: Ajaer-
.can Institute of Certified Public Accountants, 1962), 
p. 9. 

^ Maurice Moonitz, "Income Taxes in Financial State
ments," Accounting Review* XXXII, No. 2 (April, 1957)* 
p* 175. 

6 Graham* Accounting Review. XXXIV, No* 1, p* 15. 
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While the income statement does report the re
sults of past operations, its utility to the 
reader depends primarily upon its validity as 
a basis for appraising the profitability of -
or planning the control of - future operations. 
The failure to give proper recognition to the 
•deferral of credits to income tax expense' 
produces a net income amount that is likely to 
lead the reader to an overestimate of future 
earning power; conversely, the non-recognition 
of deferred charges to income tax expense may 
lead to an underestimate of futxire earning 
power*7 

Weldon Powell in an article in the New York Certified 

Public Accountant states that: 

I think that providing for taxes which may have 
to be paid in the future in respect to certain 
items of income reported this year can be sup
ported on the grounds that overstatement of 
income is bad and that possible future liabil
ities should be estimated and recorded if 
feasible.® 

A review of the releases by the Committee on 
Accounting Procedure and a study of some of the 
applications in published financial statements 
have led the authors to concliide that an impor
tant factor in the development of support for 
income tax allocation is the accountant's con
cern with net income distortion. The accountant 
does not like to see net income made different 
by a procedure adopted only for tax purposes. 
The fairly common case arises when a company 
makes a substantial investment in new equip
ment and depreciates it on an accelerated plan 
for tax purposes only. This reduces signifi
cantly the current income tax payments. If the 
tax expense is reported for accounting purposes 
without tax allocation, the stated net income 
has been made hi^er merely by the adoption of 
a procedure for tax purposes* Such distorted 
net income figures are often widely publicized, 

S 
Weldon Powell, "Accounting Principles and Income 

Tax Allocation," New York Certified Public Accountant. 
XXIX, No* 1 (January, 1959)* P. 25* 
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generally in the form of earnintiS per share 
or per cent of return on investment. That the 
apparently favorable showing is really the re
sult of a tax device is not disclosed* To 
repeat, it is believed that potential distor
tion is a strong motive in this area of 
accounting*° 

In the next chapter, the different treatments ac

corded deferred income taxes by regulated industries are 

examined. The important effects on net income and per 

share earnings as a result of including a charge for de

ferred income taxes are considered* 

Arthiir Andersen and Company voices its policy thus: 

We support income-tax allocation because (1) it 
is consistent with the concept which we advocate 
of the most useful and meaningful income state
ment, (2) it is necessary to meet the basic 
principle of a proper matching of costs and 
revenues on the accrual basis of accounting, 

f5) it is fair to all segments of society, and 4) it requires a proper accounting by manage
ment for the tax credits in order to avoid 
distortion of reported net income*10 

This chapter has included several of the more im

portant reasons in favor of income allocation, as advanced 

by prominent writers in current accounting literature* 

Income taxes are considered an expense and their aJ.loca-

tion results in a better matching of revenue and expense* 

A more realistic income statement, one which will be more 

accurate as a basis for future planning, is obtained when 

income tax allocation procedures are used* 

^ Finney and Miller, pp* 621-622* 

Arthur Andersen and Company, Accounting; for Income 
!̂ ;axes: For Purposes of Study and riscussion. p* 3* 
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Permanent Deferral 

At this point it is proper to consider the contro

versy surrounding permanent deferral. Permanent deferral 

is a concept which is applied to the deferred tax lia

bility arising from the use of accelerated methods for 

income tax purposes and the straight line method for 

financial accounting purposes. This is the most contro

versial aspect of income tax allocation. Many of those 

who have argued against inter-period income tax allocation 

have used the permanent deferral idea as one of their 

major objections. 

Several writers have argued that if a company re

places assets as they wear out or if it follows a policy 

of expansion, the lower taxes, as a result of the use of 

accelerated depreciation methods for income tax purposes, 

11 will never have to be repaid. Many examples of both 

stable and expanding companies have been included in ac

counting literature to show that the deferral of taxes is 

pei^anent * 

For inclusion in this report, the author has chosen 

an example taken from a 1965 accounting text, of a stable 

company which purchases about the same amount of depre

ciable assets each period* 

11 
See Sidney Davidson, "Accelerated Depreciation amd 

the Allocation of Income Taxes," Accounting Review. 
XXXIII, No* 2 (April, 1958), pp. 173-180 and Dale S. 
Harwood Jr*, "Yet More on Tax Allocation," Accounting Re
view* XXXVI, No* 4 (October, 1961), pp. 619-6;^5. 
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Suppose that Static Company acquires each year 
$3*000 in depreciable assets havinc a service 
life of three years and no salvage value. 
Static Company has been reportini?; income for 
both tax and book purposes using straight line 
depreciation, but in Year 1 the company adopts 
the sum of the years' digits method"of" depre
ciation in computing taxable income, continuing 
to use the straight-line method in its books. 
The differences between depreciation per books 
and per tax return (and thu?̂  between taxable 
and accounting; income) are summarized in 
Figure 3* 

Note the relation between tax depreciation and 
accounting depreciation over the five-year period. 
Static Company gains a tax benefit in Years 1 
and 2 which ±s never offset in future years so 
long as the company continues to replace its 
depreciable assets at a steady rate*!^ 

Since this deferral is permanent some accountants feel 

that it is improper to allocate an expense which "will 

never have to be paid." In addition, the government has 

not recognized these deferred taxes; therefore, no legal 

liability exists. For tlie^:e reasons, those who argue 

against income tax allocation would not recogni^^e a de

ferred tax liability. Borne would explain the reasons 

and the amounts by which incorif taxes had been made lower 

by a footnote to the financial statements. The amount of 

Income tax expense that these accountants would show 

would be the amount of the actual taxes payable to the 

federal government for the accounting period. 

Professor Graham effectively counters this objection 

to income tax allocation. He states that the amoimt of 

12 
Meigs, Johnson and Keller, p. 782* 
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deferred taxes in the cr-se of a stcble company stays 

the same because of continued elements of additions while 

at the same time, older elements are maturing and form a 

part of actual taxes paid. Thus, "it is clear that 

specific segments of this liability do mature, and that 

it is only offsetting additions to the liability that 

avoid a net decrease in the total liability."^^ 

The situation is analogous to accounts 
payable and other interest free liabilities. 
For a company as a whole, current liabilities 
are permanent in nature and increase as a 
company expands; for example, there will always 
be accounts payable in existence on the posi
tion statement at any given date. When we look 
at individual accoimts, however, we see a con
tinuing turnover of the debt as one series of 
invoices is paid and enother series of obliga
tions arises to take its place.^^ 

Graham also points out that any number of situations, 

such as a change in tax regulations, may occur which 

would make part or all of the "permanently" deferred 

taxes due*^ Jaedicke and Nelson reach this conclusion: 

So long as income taxes are treated as expenses, 
the differential tax resulting from using dif
ferent accounting methods for reporting and tax 
puri^oses should be 'allocated* so as to show the 
new source of funds arising from this practice* 
This should be done regardless of whether or not 
the liability will ever have to be repaid. Such 
a procedure will be helpful in assessing the 

^ Villard J. Graham, "Allocation of Income Taxes," 
Journal of Accountancy. CVII, No. 1 (January, 1959)* p* 65* 

14 
Meigs, Johnson and Keller, p* 784* 

15 
-̂  Graham, Jovirnal of Accountancy* CVII, No. 1, p. 65. 
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effects on working capital of good operations 
and wise income tax management.^6 

In the opinion of the author, these f::ctors effec

tively counter the objections raised against inter-period 

income tax allocation because of the concept of permanent 

deferral. A better matching of revenue and expense does 

result in this situation from the use of income tax 

allocation procedures. 

^^ Robert K. Jaedicke and Carl L. Nelson, "The 
Allocation of Income Taxes: A Defense,'* Accounting 
Review. XXXV, No. 2 (April, 1960)* p. 281. 



CHAPTER IV 

INCOME TAX ALLOCATION AND REGULATED INDUSTRIES 

By virtue of the fact that an industry such as a 

utility is allowed to operate in a semi-monopoly situa

tion, it is subject to government regulation. If a 

utility sells its product in more than one state it be

comes subject to federal regulation in addition to state 

regulation. Thus a utility operating in two states may 

be controlled by both a state public utility commission 

and the Federal Power Commission* 

These regulatory commissions prescribe the methods 

by which the utilities may keep their accounts and de

termine the amount of profit which the utilities may 

earn* The rates which the utility may charge are set by 

the regulat03?y comgissions. The cost of service forms 

the basis for rate determination. This cost of service 

includes production cost plus a normal return on Invested 

capital* As a general rule, the various commissions have 

held cost of service to include operating expenses* de

preciation of plant assets, taxes, and a return on the 

investment* A normal return on investment includes in

terest on the investment, compensation for the risk 

inherent in the enterprise, and a reward for managerial 

efficiency*^ 

Thomas F* Keller, Accoimtlng for Corporate Income 

40 
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Two principal methods have been adopted as a basis 

for determination of what amounts of income taxes are 

properly included in the cost of service. These methods 

are: (1) the flow-through method and, (2) the normali

zation or deferred taxes method. 

The Flow-Through Method 

The flow-through method includes only the actual 

income tax liability as the income tax expense for the 

period* "By this procedure the cost of service is re

duced, through the reduction in taxes which results from 

2 

using accelerated depreciation for tax purposes*" This 

results from the fact that public utility commissions 

have usually required that depreciation for financial 

accounting be recorded on a straight line basis. 

The Normalization Method 

The normalization method includes an amount for in

come tax expense which is based on straight line deprs-

ciationt resulting in a smaller depreciation charge and a 

larger net Income, and thus income tax expense is higher 

under this method* The Florida Railroad and Public 

Taxes ("Michigan Business Studies," Vol. XV, No. 2: Ann 
Arbor, Michigan: Bureau of Business Research, School of 
Business Aciministration, University of Michigan, 1961) 
p. 71. 

2 
Keller, Accouttting for Corporate Income Taxes* 

Vol. XV, No* 2* "îl. 
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Utilities Commission summarized the advantages of normali

zation of the tax in this manner: 

It appears that the use of accelerated deprecia
tion will not create additional income, will not 
materially change total new financing require
ments of the utilities, but will result only in 
shifting some part of such taxes and new financ
ing from the early years to the later yesrs of 
the useful life of the new permanent additions 
and replacements. This undoubtedly will be of 
benefit to the utilities, and by normalizing 
taxes and depreciation in their books of account 
will not be detrimental to present or future 
ratepayers but* in fact, should be beneficial to 
the public generally in that the same will tend 
to assure the necessary expansion and growth to 
meet all needs•3 

Proponents of income tax allocation for utilities 

have argued that by equalizing income tax expense over 

the life of the asset you are being fair to both the pres

ent and future generations of ratepayers* If income tax 

expense is not allocated, present generations benefit 

from current high depreciation charges and future genera

tions would have to pay higher rates because of lower 

depreciation expense deductions as assets wear out. Thus 

an inequity of rates will exist between present and fu

ture generations of ratepayers if income tax allocation 

is not used* 

American Institute Position 

^Xorl^a itailroad and Public Utilities Commission 
He Gulf Power Company. 10 Pur M 275 C1956) quoted by 
Keller* Accounting f^r Corporate Income Taxes, vol. XV, 
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The American Institute has come out in favor of in

come tax allocation for both financial accounting and 

rate making purposes for utilities, but with certain 

qualifications• 

8* Many regulatory authorities permit recog
nition of deferred income taxes for accounting 
and/or rate-making purposes, whereas some do not. 
The committee believes that they should permit 
the recognition of deferred income taxes for both 
purposes. However, where charges for deferred 
taxes are not allowed for rate making purposes, 
aceountin : recognition need not be given to the 
deferment of taxes if it may reasonably be ex
pected that increased future income taxes, 
resulting from the earlier deduction of declin
ing-balance depreciation for income tax purposes 
only, will be allowed in future rate determina
tion* 
9* In those rare situations in which account
ing for deferred income taxes is not appropriate 
full disclosure should be made of the amount of 
deferred income taxes arising out of the dif
ferences between the financial statements and 
the tax returns when the declining-balance 
method IB adopted for income-tax piirposes but 
other appropriate methods are used for finan
cial accounting purposes.^ 

Willard Graham assented to Bulletin 44 (Revised), 

but objected to paragraphs 8 and 9 because i 

Accepted accounting principles should be applied 
uniformily to all corporations, including regu
lated companies. He does not believe that rate-
making rules which are in conflict with these 
accepted principles constitute a sound basis for 
sanctioning a departure from these accepted 
principles in financial reporting. Furthermore, 
he disagrees with the validity of the assumption 
which* by implication, forms the basis for this 
exception; he does not believe that public util
ity rates will always be adjusted automatically 
to compensate f\illy, or even substantially, for 

Committee on Accounting Procedure, Accounting Re
search Bulletin No* 44 (Revised), p. 5-A. 
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increases in future income taxes; he believes 
that this assumption is not in accord with the 
known realities of rate regulation and is not, 
therefore, a proper basis for the anticipation 
of future revenues.5 

Professor Graham presents a strong arg\iment. Many of the 

accountants, who have appeared before regulatory com

missions, have sought to defend income tax allocation as 

a "generally accepted accounting principle." When the 

American Institute states that deferred taxes will not be 

required, if not allowed for rate making purposes, they 

are in effect lending support to non-recognition of de

ferred income taxes. Not only is the American Institute 

sanctioning a departure from "generally accepted account

ing principles," but they are making the inference that 

the arguments supporting income tax allocation may not be 

strong enough to allow it to stand as a principle without 

qualification* 

In November 1962, the American Institute issued an 

Interpretive Opinion relative to the new Depreciation 

Guidelines and Rules issued by the United states Treasury 

Department, Internal Revenue Service as ivevenue Procedure 

62-21 * effective July 12, 1962. 

In paragraph 5 of the Interpretive Opinion* income 

tax allocation was recommended and Bulletin 44 was reaf

firmed* Paragraphs 5 and 7 follow: 

*5 With the exceptions such as those discussed 

5 Ibid*, p. 4-A. 
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in paragraph 6 and 7* net income for the period 
should not be increased as the result of the 
adoption of Guideline lives for income tax pinr-
posea only* Accordingly, where guideline lives 
shorter than the lives used for financial ac
counting purposes are adopted for income tax 
purposes, and there is an excess of tax-return 
depreciation over book depreciation, provision 
for deferred income taxes should be made with 
respect to the part of the excess that is at
tributable to the adoption of guideline lives, 
in the same manner as provided by Accounting 
%e8^ch Bulletin NQ. 44 (Revised). "Declifi^g-
Balance i/epreciation." for liberalized deprecia
tion imder the Internal Revenue Code of 1954. 

^7 It may develop that some regulatory author
ities having j^irisdiction over regulated 
businesses will prescribe the manner in which 
the tax effect of the adoption of guideline lives 
for income-tax purposes only is to be dealt 
with for rate making purposes* Where this is 
done, the principles set forth in paragraphs 8 
and 9 of Accovinting Research Bitlletin 44 (Re
vised) are applicable. 

Mr. Spacek conciû s in the Interpretive 
QpjLnion. but dissents with respect to the 
inclusion of paragraph 7 thereof, since it in
corporates by reference paragraph 8 of Account
ing-Research Bulletin 44 (Revised), with which 
he does not agree* Paragraph 8 of A.H.B. ^ 
states that regulated companies need not provide 
for the income taxes which, under the tax laws, 
are deferred but not eliminated 'if it may 
reasonably be expected that increased future 
income taxes . • • will be allowed in future 
rate determinations.' Thus, the independent 
public accountants, in expressing opinions on 
the financial statements of regulated companies, 
are placed in the position of having to predict 
not only the future action of Congress and the 
State legislatures, but of the regulatory com
mie sioxis and courts as well* Where provisions 
for deferred income taxes are omitted as a re-
suilt of the expectation that the increased future 
income taxes will be allowed because of present 
regulatory practices, such practices are not 
sufficient evidence to support unqualified 
opinions by independent public accountants, par
ticularly in view of the decision on September 27* 
1962, of the second highest court of the land 
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(United States Court of Appeals for the Listrict 
of Columbia, No* 16,479 in Panhandle Eastern 
Pipe Line Company v* Federal lower Commission), 
which stated in pert as follows: 

We cannot change the plain pur ose of these 
statutory sections merely because the Commission 
thinks they have h-id a 'basically dynamic and 
fluid effect.' Congress has not provided that, 
with respect to utilities, rate payers are en
titled to share in the temporary benefits 
resulting from the use of liberalized deprecia
tion in computing income taxes. Such a provi
sion, which would put utilities and unregulated 
companies in different categories, may be with
in the competence of Congress, but neither the 
Commission nor this coiirt is autLorized to 
legislate in that fashion. Moreover, if it 
should hereafter provide that utilities must 
share with their ratepayers the temporary reduc
tion of income taxes produced by liberalized 
depreciation during the early years of useful 
life. Congress probably would also provide that 
ratepayers should proportionately bear the 
higher income taxes during the later years of 
the anticipated life of the facilities, when 
the depreciation deduction for tax purposes is 
relatively small.^ 

In the latter part of this chapter, illustrations 

from the annual reports of two railroads are presented. 

Railroads are subject to control by the Interstate Com

merce Commission which does not permit deferred income 

taxes for rate making purposes or their inclusion in the 

accounts. Both railroads prepared their annual reports 

in accordance with the requirements of the Interstate 

Commerce Commission and gave the amount that deferred 

taxes would be, if recorded, in footnotes to the financial 

Accounting Principles Board, Interpretive Opinion 
No* 1: New Depreciation Guide Lines and Rules cSew 
York:American Institute of Certified Public Account-
ants, November, 1962), pp. 2-5* 
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statements* In each case the auditors qualified their 

opinion because deferred taxes were not recorded in the 

accounts. Apparently accountants do not feel that they 

can reasonably predict that increased future income taxes 

will be allowed for rate making purposes. 

Arthur Andersen and Company expresses this view: 

We do not believe it 'may reasonably be 
expected* that a future regulatory commission 
will allow a cost simply because it is allowed 
by a present commission. It is well known, 
both from actual practice and in legal doctrine, 
that a present commission cannot bind a future 
commission in the area of rate determinations. 
Furthermore, there is a close analogy in the 
refusal of regulatory bodies (and courts), in 
the later years of the service life of property, 
to allow increased depreciation rates to com
pensate for deficient depreciation reserves 
with respect to such property resulting from 
the commission's express refusal to allow 
adequate depreciation rates in earlier years. 
The same position may well be taken in future 
years with respect to the allowance of the 
increased taxes not provided for in the earlier 
years when the benefit was allowed to flow 
through the income statement. 

There is the further question in some 
cases as to whether, even though the increased 
future income taxes are allowed in futore 
rates, the utilities could realize the increases 
allowed through revenues collected from cus
tomers. 7 

iiegulatory Commission Policy 

There has not been any common policy on income tax 

allocation among the various state and federal regulatory 

commissions* The rulings in several cases have been the 

7 
' Arthur Andersen & Company, Accounting for Income 

Taxes: For Purposes of Study and XJiscussion. p* 5oT 
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result of a court decision, where the merits of income 

tax allocation were debated. In a few cases a state 

Supreme Court has ruled on the issue of proper rate 

treatment for deferred Income taxes*® Table 5 summarizes 

the rate treatment by the various state and federal 

regulatory commissions as of February 15, I960* 

Some states accepted "flow-through" immediately in 

1954, and additional states ordered "flow-through" each 

succeeding year. Other states ordered "normalization" 

and some never made a clear cut decision. By 1962, four

teen states "flowed-through," 54 clearly "normalized," 

and 5 ^ad no definite policy (Alaska excluded).^ 

Deferred income taires have already reached sub

stantial levels for utilities* 

The amounts which utilities have accounted for 
as deferred income taxes arising from rapid 
depreciation have begun to approach astronomical 
levels* The Federal lower Commission reports 
such amotmts at December 51* 1961 for electric 
utilities at 1461*748,000 and for natural gas 
pipeline companies 1225*845,000* These amounts 
are increasing rapidly as growth of plant 
continues* Studies have shown that deferred 
taxes may accumulate to a level approximately 
25 percent of total debt and equity capital when 
plant investment becomes relatively stable*^^ 

Arthur Andersen and Company, The Alton Water Company 
Deferred Tax Cas^ (Chicago: Arthur Andersen and Company, 
1960)* p* 4. 

^ Russell W. Fenske, "Effect of Flow Through and 
Normalization on î lectric Utilities," Public Utilities 
Fortnightly. LXXIII, No* 11 (May 21, 1964;, p. 45. 

^0 Melwood W. Van Scoyoc, "Tax Allocation - Where It 
has Led Us*" N.A.A. Bulletin. XLIV, No* 12 (August, 1965)* 
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SUMMARY OF REGULATORY TREATMENT OF DEWsi^BREJ) 
FEDERAL INCOME TAXES BY FEDERAL AND STATE 

COMMISSIONS AS OF FEBRUARY 15* I960* 

I. Twenty-nine Commissions recognize Accrual 
or "Normalization" accounting—full cost 

Line of federal income taxes recognized as an 
Number operating expense* 

Federal Commissions (5)— 
1 Civil Aeronautics Board 
2 Federal Power Commission 
5 Securities and Exchange Commission 

(tentative) 
State Commissions (26)— 

4 Alabama 
5 Arkansas 
6 Colorado 
7 Florida 
8 Georgia 
9 Hawaii 
10 Illinois 
11 Indiana 
12 Kansas 
15 Kentucky 
14 Louisiana 
15 Maryland 
16 Massachusetts 
17 Michigan 
18 Mixinesota 
19 Nebraska 
20 Nevada 
21 New Mexico (State Corporation Commission, 

telephone utilities) 
22 Ohio 
25 Oklahoma 
24 South Carolina 
25 Tennessee 
26 Vermont (other than gas and electric 

utilities) 
27 Virginia 
28 Wisconsin 
29 Wyoming 

^KAS T.cHNnu.̂ B.cAU cuuu.aB 
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TABLE 5—Continued 

II. Thirteen Commissions recognize flow-through 
accounting—Portion of federal income taxes 

I'lne currently payable recognized as an operat-
Number ing expense—no recognition to portion 

payable in future years. 

Federal Commission (1)— 
1 Interstate Commerce Commission 

State Commissions (12)— 
2 Arizona 
5 Maine 
4 Missouri 
5 New Hampshire 
6 New Jersey 
7 New Mexico (Public Service Commission, 

gas, electric and water 
utilities) 

8 New York (Modified theory) 
9 North Dakota 
10 Pennsylvania 
11 Vermont (gas and electric utilities) 
12 Washington 
15 West Virginia 

III. Two of above Commissions recognize flow-
through accounting with modifications. 

1 New York (Commission requires flow-through 
but divides the benefit by 
recognition in the rate of return) 

2 Vermont (Accounting order of normalization 
for all utilities subject to its 
jurisdiction has been modified to 
flow-through for electric and 
gas utilities) 

*Data taken from: The Alton Water Company Deferred 
Tax Case (Chicago: Arthur Andersen and Company), pp. 155-

An example of the diversity of accounting treatment 

required by the various state regulatory commissions is 

found in the 1963 Annual Report of the Union Electric 

Company* This note appears at the bottom of the compcoiy's 

consolidated income statement: 
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The Company and its subsidiaries are claim
ing accelerated depreciation for federal income 
tax purposes on property additions made since 
December 51* 1954. The resulting reductions in 
federal income taxes have been accounted for 
since January 1, 1958, as deferred income taxes 
with respect to properties in Illinois and as 
reductions in the provisions for income taxes 
with respect to properties in Missouri and Iowa. 
Such accoimting treatment is consistent with the 
rate-making policies of the respective state 
regulatory commissions. As a result, the pro
visions for income taxes in the years 1965 and 
1962 hav3 been reduced by 15,155,000 and 
15*160,000 respectively.12. 

The Federal Power Commission has recently reversed 

its policy of authorizing normalization and now is re

quiring flow-through for rate making purposes. Apparent

ly the basis for this change has been the "permanent 

deferral" concept. 

In April, 1964, 

the • . . Commission denied a rehearing and stay 
of its order i^2 PUR 5d 118) prescribing the 
treatment of liberalized depreciation tax de
ductions. In so doing, it reaffirmed its policy 
ruling that benefits of tax savings resulting 
from the use of liberalized depreciation by gas 
companies must be flowed through to consumers 
rather than retained by the companies. 

Applicants argued that the commission could 
not now, in the light of its experience, depart 
from its prior position that normalization is 
the proper rate treatment. The commission re
jected this argument saying that the flexibility 
thus to adjust to additional experience and 
changing conditions is basic to the administrative 
process* It is noted that other regulatory 
agencies have made this very change in policy in 
the light of new facts and greater knowledge and 

Union Electric Company, 1963 Annual Report, p. 17. 
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understanding of the implications of their 
original decisions.12 

In addition to requiring flow-through in the future, 

the Commission will not allow any return on the deferred 

income taxes accumulated to date. It is argued that if 

the accumulated deferred taxes are included in the rate 

base, on which the allowable rate of return on investment 

is calculated the stockholders are receiving a benefit to 

the detriment of the ratepayers. 

Since the funds arising from the provision for de

ferred taxes may be invested in plant or seciirities, the 

additional earnings resulting from this investment will be 

available for dividend distribution; yet these earnings 

represent a return on funds which the stockholder did not 

provide. To correct this situation, some regulatory com

missions have deducted the total of the accumulated de

ferred income taxes from the rate base. This will result 

in the benefit of earnings, on the funds arising from de

ferred taxes, going to ratepayers either in the form of 

lower rates or increased service. The same result can be 

obtained by reducing the rate of return. The Civil 

Aeronautics Board requires that accumulated deferred income 

taxes be deducted from the rate base* -̂  In support of the 

12 
**" "Flow-^fhrough Treatment for Liberalized Deprecia

tion Upheld," Public Utilities Fortnightly* LXXIII, No. 11 
(May 21, 1964), p, 80* 

15 Arthur Andersen and Company, The Alton Water 
Company Deferred Tax Ca^e. p. 156. 
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requirement that a zero return on accumulated deferred 

tax balances (the equivalent of reducing the rate of 

return or deducting the account from the rate base) the 

Federal Power Commission noted that: 

The prior court decision in the Panhandle case 
(48 PUR 5d 350), which allowed a return on tax 
deferrals generated by liberalized depreciation 
procedure, was based on the assumption that 
liberalized depreciation results in a tax 
deferral and that a return on the deferred funds 
which are temporarily available but must even
tually be paid out in taxes is a necessary 
inducement to the companies to use liberalized 
depreciation. This assumption was subsequently 
shown to be invalid. Experience has shown that 
such higher tax liability constitutes a remote 
and improbably contingency. 

The Commission concluded that the lower 
rates made possible by flow through of the tax 
savings from liberalized depreciation will be 
a more effective stimulus to new investment than 
normalization. Furthermore, the Commission said, 
the Panhandle case did not hold to the contrary 
since it arose under a previous determination by 
the CoBimission, which has been shown to be 
erroneous, that it must treat,liberalized de
preciation as a tax deferral •"*'̂  

This was the decision in the case of Alabama-Tennessee 

Natural Gas Company, Opinion No. 417-A, Docket Nos. 

G - 5471 et. al., April 15* 1964. 

The following news item appeared in the Publiq 

Utilities Fortnightly on June 4, 1964: 

The Federal Power Commission is still standing 
on its about face ruling requiring 'flow-
through' of tax benefits from the use of liber
alized depreciation in the key case of Alabama-
Tennessee Natural Gas Company. This probably 
will have to be settled in the courts* But 

14 
"Flow-Through Treatment for Liberalized Deprecia

tion Uphsld," Public Utilities Fortnightly* LXXIII, No* 
11, 81* 
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Representative Thompson (Democrat, Texas) on 
May 14th roundly denounced the Commission's 
position on compulsory 'flow-through' of liber
alized depreciation of tax benefits «s being a,c 
deliberate distortion of Congressional intent* ^ 

^ *^® Alton Water Company Deferred Tax Case* which 

was settled on July 29, I960, 

The Illinois Supreme Court accepted the normali
zation method of accountin;;? for deferred income 
taxes and ruled that the benefits resulting 
therefrom must be r̂ assed on to the consumers. 
This latter policy is to be effected by ex
cluding from the rate base, funds generated by 
accruing deferred tax expense, and any facilities 
finamced out of those fimd3.16 

Many regulatory commissions have accepted deferred 

income tax accountinti for rate making purposes. They 

have made their decisioas based on an analysis of the 

merits of income tax allocation and have undoubtedly been 

influenced by the opinions issued by the American Insti

tute* 

The heart of the matter is permanent deferral. It 

is a reality that by using accelerated depreciation, de

preciation charges during the early life of the asset 

will be large resulting in a smaller net income, and less 

income tax; and in the later years of the asset's life 

smaller depreciation charges will be deductible for tax 

purposes resulting In a larger net income and larger 

15 "Review of Current Cases," Fublic Utilities 
Fortnightly. LXXIII, No* 12 (June 4, 1964), p* 52* 

16 
Arthur Andersen and Company, The Alton Water 

Company Deferred Tax Case, p. 504. 
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income taxes. The accumulation of deferred taxes may not 

decline because of additions caused by replacement, or 

even greater additions if the firm ±v expanding, will 

offset the reductions in the account caused by lower de

preciation charges on r̂ nsets which are wearing out. Thus 

this deferral of taxes may be "permanent." 

The Federal Power Commission was not disturbed by 

the idea of permanent deferral in 1957* in fact they 

fully accepted it as they approved normalization. In the 

Amere Gas Utilities Company Ca^e (15 PUR 5d 339) i tJune 30, 

1956, the Commission commented as follows upon the perma

nency of tax deferrals: 

It is clear that the charging of greater de
preciation during the early life of property 
and the charging of less during the later life 
operates to create a deferral of income taxes* 
The fact that there may be continuing additions 
to plant, year by year, with the result that 
there will be a balance in the reserve account 
at all times in the forseeable future, does not 
prove that there is no tax deferral. On the 
contrary, it proves that there is a continuing 
tax deferral so long as additional facilities 
are being installedA This is precisely what 
Congress intended.17 

Now eight years later, they feel that experience "has 

shown such higher tax liability constitutes a remote and 

improbable contingency." 

^'^ Arthur Andersen and Company, The Alton Water 
Company Deferred Tax Case, p* 136* 

^® "Flow-Through Treatment for Liberalized Deprecia
tion Upheld," Public Utilities Fortni^tly* LXXIII, No. 
11* 81* 
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It is difficult to understand this change in think

ing in view of their stated position in 1956 and the 

elapse of only eight years* 

While state regulatory commissions traditionally 

exercised authority for rate making purposes over the 

electric utilities, the situation is changing* 

The Commission's jurisdiction over privately 
owned electric utilities under part II of the 
Federal Power :ict is limited, with certain ex
ceptions, to those owning or operating facilities 
for the transmission or sale at wholesale of 
electric energy in interstate commerce. In most 
cases arising under the Federal Power Act, the 
Federal Power Commission must first make a de
termination as to its jurisdiction. Because of 
the increasizigly interstate character of the 
electric utility industry, the extent of the 
Commission's jurisdiction has been under inten
sive study. Show cause orders have been filed in 
several cases presently pending in which util
ities h-ve denied Commission jurisdiction.1° 

The security analyst must deal with the diversity of 

treatment by various regulatory commissions. 

It is hoped that in time a general uni
formity of treatment will be adopted* In the 
meantime, we think that when a company practices 
tax normalization, the analyst should recognize 
that flow-through accounting may be adopted at 
any time, and he should be prepared for the 
higher reported earnings that may result.20 

An interesting example of this change in treatment 

follows: 

For the year 1958 Long Island Lighting Company 

19 
4^rd Annual Report of the Federal Power Commission 

f^r the Fiscal Year Ending June 30* 1963 CWashington: 
U.S. Government Printing Office, 1964), pp* 66-67* 

20 
'^^ Graham, Dodd and Cottle, p* 292. 
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reported earnings of $1.62 per share. Net 
Income as shown was after a provision for deferred 
federal income tax, due to liberalized deprecia
tion, of 12*281,240, equal to almost 31 cents per 
share* In its report for the first quarter of 
1959* the company stated that it had adopted 
flow-through accounting in accordance with a 
requirement by the New York Public Service Com
mission, and this resulted in a sudden jump in 
earnings reported for the twelve months ended in 
March 51* 1959 to n.99 per share. Of this in
crease, an amount equal to 51 cents per share 
was wholly due to the changed accounting treat
ment. The higher reported earnings also caused 
a significant rise in the market price of the 
stock*21 

An interesting development arose when the prescribed 

classification of the deferred tax liability account was 

set forth. In April 15* 1959* the American Institute 

sought to send a letter to its membership which eacplained 

that by the use of the phrase "a deferred tax account" in 

Bulletin No* 44 the Committee meant "an account to be 

shown in the balance sheet as a liability or a deferred 

credit*" The letter also stated that: 

A provision in recognition of the deferral of in
come taxes, being required for the proper deter
mination of net income, should not at the same 
time result in a credit to earned surplus or to 
any other account included in the stockholders' 
equity section of the balance sheet*22 

Three utilities sought to obtain an injimction pro

hibiting the issuance of the letter until a draft of the 

proposed letter could be submitted to those persons to 

whom the exposure draft of Accounting Research Bulletin 

rbi<ji* 
22 

See page 2 1 , footnote 15. 
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No* 44 (Revised) was submitted; and to allow these recip

ients of the draft 60 days, "in order that such persons 

may have the opportunity of submitting for the considera

tion of the Committee their views and opinions."^5 

On June 17* 1959, the United States Court of Appeals 

refused to allow the injunction and stated: "We think 

the courts may not dictate or control the procedures by 

which a private organization expresses its honestly held 
24 views." 

On July 9* 1959, the letter was issued by the American 

Institute without an exposure draft having been issued. 

The iitilities, Appalachian Power Company, Ohio Power 

Company, and Indiana and Michigan Electric Company, were 

in opposition to the letter because they had, in the 

aggregate, in excess of 165*000,000 in accoimts for de

ferred income taxes classified as a part of earned surplus. 

The utilities, after testifying that some state regulatory 

commissions had required the classification of accumulated 

deferred taxes as a part of earned surplus, went on to 

state that: 

The question which will be raised as to the 
propriety of including $65*784,598 as a part of 
earned surplus will raise additional questions 
as to the validity of the announced debt ratios 
of the plaintiffs which are the basis upon which 

^' Arthur Andersen and Company, The AICPA Injunction 
Case (Chicago: Arthur ilndersen and Company, I960), p* 4. 

24 
Arthur Andersen and Company, The AICPA Injunction 

Case, p* 6* 
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plaintiffs have in the past, and propose in the 
future to borrow funds and sell securities to 
finance their respective current construction 
for which there has been budgeted more than 
$1Q0,000,000 for the year 1959 alone.25 

'The Securities and Exchange Commission in Release 

if̂Q* 8S issued on February 29* I960, stated that deferred 

income taxes: 

Should be treated either (1) as a provision for 
future taxes in the income statement with a 
corresponding credit in the balance sheet to a 
non-equity caption such as a deferred tax credit, 
or (2) as additional depreciation in the income 
statement with a corresponding addition to the 
accumulated provision for depreciation in the 
balance sheet*26 

Railroads and Other Carriers 

The railroads and other carriers have been 
required by the Interstate Commerce Commission 
to use in their accoimts the straight line method 
of calculating depreciation for both post-1955 
additions and for defense facilities entitled to 
the 20% per year amortization. They were ex
pressly prohibited, also, from setting up the 
deferred-tax reserve in their accounts to provide 
for the ultimate payment of the tax coirrently 
saved* 

The railways have generally followed the pro
cedure of indicating in a footnote the amount of 
the year's tax saving on amortization, but this 
is not deducted by the financial services in re
porting earnings per share•27 

In their 1963 Annual Report* the Interstate Commerce 

Commission considered the effect which the new Deprecia-

^^ n>ict.. p. 15. 

26 
U.S. Securities and Exchange Commission* Account

ing Series Release Np^ a«y. p. 61* 
27 
'^^ Graham and Dodd, p. 160. 
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tlon Guidelines and Rules; Revenue Procedure No* 62-61* 

effective July 12, 1962, might have on their required 

treatment of accounting for income taxes. 

These new regulations • • . raised important 
questions concerning the accoimting to be per
formed by carriers in their books of accounts and 
financial statements filed with us. In our re
port and order on this matter, docket No. 54178, 
issued February 1, 1965 we held that actual 
federal income taxes payable for each year, based 
on the effective tax regulations for the year, 
shall be recorded in the tax accounts of car iers' 
books of accounts and financial statements filed 
with us* This confirmed conclusions set forth 
in a statement of policy announced on February 9* 
1959* concerning accounting for federal income 
taxes. No sufficient justification was pre
sented to warrant a change in the policy enun
ciated in 1959 to permit some form of deferred 
tax or annual equalization accounting for income 
taxes.28 

Even though it is not permitted to file financial 

statements with the Interstate Commerce Commission which 

include provisions for deferred income taxes, T.I.M.E. 

Freight, Inc* prepared its 1962 Annual Report to stock

holders in accordance with "generally accepted accounting 

principles." Its 1962 Annual Report included the follow

ing items: 

1* Federal income tax expense separated into cur

rent and deferred portions, 

2* A deferred federal income taxes account in the 

balance sheet, listed separately below long term 

77M) Annual Report of the Interstate Commerce Com-
^ v» asn** UT^ 

y/ip Annual Kep^rt Qi .T̂ ae fn^^rsi^a^e 
MjppiQn fpr the FlBcal Year Ending June 3q^ 
ington:U.S. Government Printing Office, 19' 
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debt, 

3. Earnings per share computed both before and 

after a charge for deferred income taxes, 

4. Footnote No. 1, which is reproduced in part 

below: 

NOTE 1 - Accounting Principles and Changes in 
Financial Reporting 

In prior years, the Company maintained its 
accounts and prepared its financial statements 
in accordance with accounting regulations of the 
Interstate Commerce Commission. The accompany
ing financial statements, however, are prepared 
in accordance with generally accepted accounting 
principles. The major differences relate to 
accounting for the cost of franchises and permits, 
deferred federal income taxes ana stock dividends. 

The Commission does not require recognition 
of deferred income taxes whereas generally 
accepted accounting principles require recog
nition be given if the amounts are material. 
Provision has been made for deferred federal in
come taxes attributable to the use of accelerated 
depreciation of revenue equipment and accelerated 
write-off of tires and tubes for tax purposes 
which amounted to $1,098,200 at December 51* 
1962. Furthermore, investment credits of S57,595 
provided under the Revenue Act of 1962 have been 
deferred over the depreciable lives of the 
property additions on which the investment credit 
is based* 

Net eax'nings for the year ended December 51, 
1961 of 1713*380 ($1.81 per share) as previously 
reported has been adjusted for applicable de
ferred federal income taxes for that year in the 
amount of iO'159,500* Net earnings for the year 
ended December 51, 1962, before provision for 
deferred federal income taxes of ^492,9QQ* would 
have been $1,293*016 (I5«26 per share)*^^ 

Several important differences between generally ac

cepted accounting principles and Commission regulations 

^^ T.I.M.E. Freight, Inc., 1962 Annual Report* p. 15. 
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are specified in this footnote* Such differences detract 

from the validity of the net income figure. In 1962 

T.I.M.E. Freight, Inc. per share earnings were S5.26 be

fore the deduction of deferred federal income taxes and 

12.01 after this deduction.^^ 

In the following two examples, taken from the 1965 

annual reports of railroads, the accountants qualified 

their opinions because provisions were not made for de

ferred income taxes. 

^ « 1963 Annual Report of the Northern Pacific Rail

way Company contains the following footnote to the income 

statement: 

Note 1 
The Uniform System of Accounts for Railroad 

Companies prescribed by the Interstate Commerce 
Commission varies from generally accepted ac
counting principles, in that no accounting 
recognition is given to the possible effect on 
income taxes in future years, of current defer
ment of income taxes, resulting from deductions 
(net) for amortization and depreciation of 
property for income tax purposes in excess of 
those recorded in the accounts. The cumulative 
amoimt of such estimated deferments of income 
taxes included in retained income at December 51* 
1965 was $54,786,000. Estimated tax deferments 
arising from amortization, new methods of de
preciation and depreciation guidelines during the 
last two years were as follows: 

New Methods of 
Depreciation and Total Tax 
Depreciation Deferment 

Year Amortisation Guidelines per Share 
1952 <(5i?,666) 16,59066 HAU. 
1965 (642,000) 7*167*000 1*09̂ "̂  

^^ Ibid*, p. 14. 

^^ Northern Pacific Railway Company, 1965 Annual 
Eeport* p. 20* 
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The accountants' opinion based on the 1963 Annual 

^•Por^ of the Northern Pacific Railway is set forth be

low: 

We have examined the balance sheet of 
Northern Pacific Railway Company as of December 51, 
1965 end the related statements of income and re
tained income for the year then ended. Our 
examination was made in accordance with generally 
accepted auditing standards, and accordingly 
includes such tests of the accounting records 
and such other auditing procedures as we con
sidered necessary in the circumstances* 

The Company maintains its accounts in con
formity with the Uniform System of Accounts for 
Railroad Companies prescribed by the Interstate 
Commerce Commission and the accompanying finan
cial statements have been prepared in accordance 
therewith. As explained in Note 1, the pro
visions of the Uniform System of Accounts vary 
in certain respects from generally accepted ac
counting principles. 

In our opinion, with the exception referred 
to in the preceding paragraph, the accompanying 
financial statements present fairly the financial 
position of the Company at December 51* 1965 and 
the results of its operations for the year then 
ended in conformity with generally accepted ac
counting principles applied on a basis consistent 
with that of the preceding year. 

February 21, 1964 Haskins & Sells^^ 

The 1963 Annual Report of The New York, Chicago and 

St. Louis Railroad Company (Nickel Plate Bond) contained 

the following note to financial statements: 

Note 2 
Depreciation and amortization has been re

corded in the accounts at rates prescribed by the 
Interstate Commerce Commission, the cmnual pro
visions recorded therefor being substantially 
less than the related deductions made in determin
ing compajiy's liability for federal taxes on 

^ Northern Pacific Railway Company, 1963 Annual Re
port* P« 23* 
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Income* The excess of deductions taken for tax 
gliP̂ Poses ajjproximated 1̂ 8,005*385 in 1965 and 
t7*S96,000 in 1962 and has had the effect of 
reducing the company's provision for Federal 
taxes on income during thoso years by $4,165,000 
and 14,106,000, respectively. In the period 
from January 1, 1950 through December 51, 1965, 
the accumulated net tax reduction reflected in 
the statement of income which resulted from the 
greater depreciation and amortization deductions 
taken for tax purposes aggregated approximately 
^22,541,000* The accounting regulations of 
the Interstate Commerce Commission do not pro
vide for recognition of the reductions in tax 
accruale as a deferred income tax liability; 
management of the company is in agreement with 
the Commission's regulations in this matter, 
believing there is no reliable basis for com
puting a deferred tax liability, if any, at 
this time.3* 

In their accountants' certificate covering the 

annual report. Peat, Marwick, Mitchell and Company takes 

the following exception: 

• . . In our opinion, • • . except that the 
accounts do not provide for the possible futux̂ e 
tax effect of additional depreciation deductions 
explained in Note 2* the accompanying balance 
sheets and statements of income and retained in
come, with notes thereto, present fairly the 
financial position^ . • and the results of 
operations . . • *54 

Apparently these accountants did not believe that 

they could reasonably expect that increased future income 

taxes would be allowed in future rate determinations* Or 

perhaps they felt that deferred income tax accounting has 

achieved such a status as a "generally accepted accoimting 

^^ The New York, Chicago and St. Louis Railroad 
Company, 1963 Annual Report, p. 24. 

^4 
^ The New York, Chicago and St. Louis Railroad 

Company, 1963 Annual Report, p. 17. 
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principle" that an opinion should be qualified if de

ferred taxes are not accounted for, even in recognition 

of the exception allowed by the American Institute 

opinion* 

Summary 

The American Institute believes that income tax al

location should be used for financial accounting and rate 

making purposes* However, the American Institute waives 

the requirement where "it may reasonably be expected 

that increased future income taxes . • . will be allowed 

in future rate determinations."^5 practicing public 

accountants do not feel this is a reasonable assumption 

judging from the qualified opinions found in annual re

ports and the disagreement by prominent accountants with 

this part of the American Institute's opinion. 

At the present time the Federal Power Commission 

does not permit income tax allocation for rate making pur

poses having recently changed its position because of the 

permanent deferral concept. The Interstate Commerce Com

mission does not allow it; however, the Securities and 

Exchange Commission accepts financial statements contain

ing provisions for income tax allocation and the Civil 

Aeronautics Board allows it for rate making purposes. 

Thirty-four states permitted income tax allocation and 

^5 See page 45 
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and fourteen did not by 1962. 

Income tax allocation for regulated industries re

mains a controversial issue* Apparently those who object 

to tax allocation are not swayed by the argument of a 

rate inequity resulting between present and future gener

ations in the absence of income tax allocation. It 

appears that they reject this argument because of their 

conclusions concerning permanent deferral* 

The fact that the Federal Power Commission has changed 

its position and now does not permit income tax allocation 

for rate making purposes because of permanent deferral, is 

highly significant* The permanent deferral concept re

mains the most controversial area of income tax alloca

tion* 

Confusion results from the fact that a utility may be 

subject to control by one or more state regulatory com

missions in addition to a federal commission* Since 

these comiaissions have different requirements with respect 

to income tax allocation, the utility must account for de

ferred income taxes in one state and not in another* Any 

comparison among utilities in different states is clouded 

by the use of or the absence of income tax allocation* 

Grantors of credit and investors are continually confronted 

by this problem* Various states have reduced rates be

cause of lower taxes and others have not* The situation of 

jurisdiction is also changing* As a utility expands into 
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a second state, it becomes subject to control by a fed

eral regulatory agency* 

The situation for utilities is a changing one, in 

which income tax allocation is one example of non-uniform

ity of accoimting requirements by various regulatory 

commissions* A clear cut interpretation and the adoption 

of a uniform position on income tax allocation would be 

highly beneficial. The author is of the opinion that a 

more equitable result would be obtained from such action. 



CHAPTER V 

SUMMARY AND CONCLUSIONS 

Income tax allocation has become a generally ac

cepted accounting principle. Yet it remains controversial 

with some quarters of the accounting profession refusing 

to accept it. Income tax allocation as a method is still 

being refined. The American Institute in its opinions 

has continued to support income tax allocation and recom

mend its use* 

As eacpressed in Chapter I, the first purpose is to 

demonstrate that a better matching of revenue and expense 

and more meaningful statements of income and financial 

position result from adherence to the income tax alloca

tion procedures recommended by the American Institute. 

In Chapter II, examples are presented which illustrate 

that a better matching of revenue and expense and an in

come tax expense which bears a more normal relationship to 

financial accounting income result from following the 

recommended procedures for income tax allocation. The 

basis for considering income tax as an expense is dis

cussed in Chapter III* The importance of income tax 

allocation in relation to net income is considered* In

come tax expense, like any other expense, should be 

allocated in order to obtain a proper matching of revenue 

and eacpense and achieve a more realistic income figure, 

68 
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one which will be more meaningful as a basis for future 

planning* Therefore, it is concluded that the income tax 

allocation procedures recommended by the American 

Institute do result in a better matching of revenue and 

expense and more meaningful statements of income and 

financial position* 

An example of a better matching of revenue and ex

pense results when income tax allocation procedures are 

used in conjunction with the use of the straight line de

preciation method for financial accounting and an 

accelerated depreciation method for income tax purposes. 

Larger depreciation charges occur during the early years 

of an asset's life than during the later years with the 

use of an accelerated depreciation method. This results 

in lower income taxes during the early years of an asset's 

life than during the later years. An equal depreciation 

charge is obtained each year as a result of the use of 

the straight line depreciation method* Therefore, if the 

tax paid the federal government is matched with income 

computed on straight line depreciation an improper match

ing results* If income tax allocation procedures are 

followed the current tax rate is applied to financial 

accounting income to determine the income tax expense for 

the period* The excess of income tax expense thus ob

tained over the actual tax payable is credited to a 

deferred income tax liability account. During the later 
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years of an asset's life when income for tax purposes ex

ceeds financial accounting income, the deferred income 

tax liability account is debited for the excess of in

come tax due the federal government over the income tax 

expense computed on financial accounting income. By the 

use of this procedure, income tax expense is equalized 

yearly over the life of the asset. Since the straight 

line depreciation charge is the same each year the income 

tax expense is adjusted to eliminate the difference be

tween the accelerated and straight line depreciation 

methods. Thus income tax expense is properly matched with 

financial accounting income by the use of income tax 

allocation procedures* 

The second purpose is to demonstrate the need for 

uniform income tax allocation procedures in regulated 

industries. Several regulatory commissions allow income 

tax allocation for rate making purposes and several do 

not* Some of the commissions which do not, have so de

cided because of the acceptance of the ideas of those 

rejecting inter-period allocation due to the permanent 

deferral concept. 

This paper shows that the arguments for inter-period 

allocation outweigh the arguments against it* An in

equity of rates will exist between present and future 

generations of ratepayers if income tax allocation pro

cedures are not used* The reasons for the use of income 
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tax allocation procedures by non-regulated industries 

apply equally to regulated industries. Thus, a uniform 

policy of income tax allocation should be adopted by the 

regulatory commissions. 

In addition to the conclusions presented in this 

chapter, certain specific recommendations are made. The 

utility companies could form an association for the purpose 

of securing the acceptance of income tax allocation pro

cedures for rate making purposes by the respective 

regulatory commissions. The American Institute's opinions 

should form the basis for such procedures. 

In the area of methodology, two specific recom

mendations are made. When income tax allocation proce

dures are followed, the income tax expense shown in the 

income statement should be divided into current and de

ferred portions* Such a division discloses the effect on 

income resulting from the use of income tax allocation 

procedures. 

It is desirable to disclose by footnote to the 

balance sheet the difference between accumulated depre

ciation to date for tax purposes and for financial ac

counting purposes. In addition, the current year's 

depreciation charge for both tax and financial accounting 

purposes should be shown* The purpose of this footnote is 

to explain the basis for the computation of income tax ex

panse when inter-period income tax allocation procedures 
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are followed* 
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