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Potential Changes in Accounting for Income Taxes

On July 27, in its latest deliberations on short-term convergence of international accounting
standards, the FASB instructed its staff to research the cost-benefit considerations of eliminating
Statement 109’s exception to recognizing deferred taxes on investments in foreign subsidiaries.
Eliminating that and other exceptions would call for more complex deferred-tax calculations
and would have notable effects on reported results. This latest development to explore reducing
differences between the requirements of Statement 109 and IAS 12°is part of the FASB’s broader
project with the International Accounting Standards Board on short-term convergence.

The FASB also is considering issuing guidance about the accounting for uncertain tax positions
(that is, positions for tax purposes that may be subject to interpretation) to address diversity
in practice in the application of Statement 109. This edition of Defining Issues describes the
potential implications of the project to reduce differences between Statement 109 and IAS 12,
and summarizes the FASB’s tentative decisions about the accounting for tax uncertainties.
Companies should consider providing input to the FASB on these significant issues as the
FASB proceeds with its standard due process.

(1) FASB Statement No. 109, Accounting for Income Taxes, February 1992.
(2) IASB, International Accounting Standard No. 12, Income Taxes.
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SHORT-TERM CONVERGENCE IN
ACCOUNTING FOR INCOME TAXES

The objective of the short-term convergence project is to signifi-
cantly reduce the number of differences between Statement 109
and IAS 12 without replacing or reconsidering the fundamental
principles of either standard. In this case, Statement 109’s basic
principle is that a deferred tax asset or liability should be recog-
nized for the estimated future tax effects attributable to temporary
differences between the financial statement carrying amount
and tax bases of assets and liabilities. The FASB is considering
whether the following exceptions in Statement 109 that are not
consistent with the basic principle should be eliminated:

m A deferred tax liability is not recognized on an excess of the
financial statement carrying amount over the tax basis of an
investment in a foreign subsidiary or foreign corporate joint
venture that is essentially permanent in duration unless it
becomes apparent that the difference will reverse in the
foreseeable future.

m Deferred taxes are not recognized on a difference between the
financial statement carrying amount and the tax basis of an
asset resulting from an intercompany transfer of the asset.

m Deferred taxes are not recognized on certain differences
between the financial statement carrying amount and the tax
bases of assets and liabilities that result from certain foreign
currency adjustments due to changes in exchange rates or
indexing for tax purposes.

m Deferred taxes are not recognized on certain other differences
carried forward from Opinion 23’ related to undistributed
earnings of domestic subsidiaries that arose before 1993, bad
debt reserves of savings and loan associations, policyholders’
surplus of stock life insurance companies, and statutory
reserve funds of U.S. steamship enterprises.

Investments in Foreign Subsidiaries. Eliminating the exception
for investments in foreign subsidiaries would significantly
increase the amount of recognized deferred tax liabilities

and lead to increased complexity in deferred tax calculations.
Differences between the financial statement carrying amount
and tax basis of an investment in a foreign subsidiary or joint
venture result primarily from undistributed earnings of those

entities. Many companies use this exception based on their
plans to reinvest those undistributed earnings indefinitely in
the foreign operations.

IAS 12 does not require a deferred tax liability to be recognized
on an investment in either a foreign or domestic subsidiary if
the parent controls the timing of the reversal of the difference
and it is probable that the difference will not reverse in the
foreseeable future. However, as part of the convergence project,
the IASB reached a tentative decision to eliminate this exception.

When the FASB originally deliberated Statement 109, it consid-
ered information that it received from constituents that the
calculation of a deferred tax liability for undistributed earnings
indefinitely invested in a foreign subsidiary could be extremely
complex. Before concluding in this tax convergence project, the
FASB instructed its staff to meet with selected preparers in the
near future to better understand the nature and extent of the
complexities that might arise if it eliminates the exception to
recognizing deferred tax liabilities for investments in foreign

subsidiaries.

The FASB has not yet considered the other exceptions within
the scope of the tax convergence project. In addition to those
exceptions, the FASB will consider other convergence issues,
including tax allocations to other comprehensive income and
net income, and balance sheet classification of deferred tax

assets and liabilities.

Any conclusions reached in the convergence project will be
published as an exposure draft to obtain public comment before
the FASB adopts final changes to Statement 109. The FASB
expects to issue an exposure draft in late 2004 or early 2005.

ACCOUNTING FORTAX UNCERTAINTIES

Also on July 27, the FASB tentatively decided to issue an
exposure draft of an Interpretation of Statement 109 to address
the accounting for tax uncertainties that arise when a position
that an entity takes on its tax return may be different from the
position that the taxing authority may take. The exposure draft
would provide guidance about the accounting for tax benefits
associated with uncertain tax positions, classification of a
liability recognized for those tax positions, and interim
reporting considerations.

(3) Accounting Principles Board Opinion No. 23, Accounting for Income Taxes—Special Areas, April 1972.
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The FASB tentatively concluded that for an entity to record a benefit for a tax uncertainty, the
related interpretation of any tax law, regulation, rule, or ruling must be probable4 of being upheld
on audit by the taxing authority. Individual items would be considered on their own merit and the
risk of detection by the relevant taxing authority should not be considered. Further, the FASB
tentatively concluded that a tax benefit recognized for a tax uncertainty should be derecognized
if it later becomes less than probable of being upheld. The proposed guidance for derecognizing
the tax benefit may require a detailed analysis of the likelihood that each uncertain tax position
will be sustained as of each reporting period.

If the benefit of an uncertain tax position is not recognized because it is not probable, a liability
must be established for the underpayment of current income taxes. The FASB concluded that that
liability would be classified as a current tax payable not as a deferred tax liability.

The proposed Interpretation also is expected to clarify that unrecognized benefits of tax uncer-
tainties are subject to the disclosure requirements of Statement 5 for gain contingencies, and
that the effect of changes in the liability for tax uncertainties during interim periods should be
reported as discrete events not as components of the estimated annual effective tax rate.

The proposed Interpretation of Statement 109 is expected to be issued in September with a
60-day comment period. Tentatively, the Interpretation would be effective for periods (including
interim periods) ending after March 15, 2005 (that is, January 1, 2005 for a calendar year
company). An entity would report the effect of adoption of the Interpretation as a cumulative
effect of a change in accounting principle.

The descriptive and summary statements in this presentation are not intended to substitute for the text of what

the FASB might issue as exposure drafts, revise, and ultimately adopt as accounting requirements. This edition

of Defining Issues reports only tentative decisions based on the FASB’s most recent meeting. Reporting entities
complying with any FASB requirements that might emerge should apply the texts of the adopted final requirements,
consider their particular circumstances, and consult their accounting and legal advisors.

(4) The term probable is used to mean that which is likely to occur, consistent with how the term is used in FASB
Statement No. 5, Accounting for Contingencies, March 1975. In practice today, “probable” generally has been
interpreted to be met by an appropriate “should” prevail tax opinion.
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