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The Case for 
Partial Tax 
Allocation
Will Enhance Comparability 
and Add Relevance

by Jerry G. Kreuze and Daphne Main

Accounting Principles Board (APB) 
Opinion No. 11, “Accounting for In
come Taxes,” concluded that “com
prehensive income tax allocation is an 
integral part of the determination of in
come tax expense.”1 Thus, income tax 
expense includes the tax effects of 
transactions entering into the deter
mination of pre-tax accounting income 
for the period even though some trans
actions may affect taxable income in 
a different period. Since permanent 
differences2 do not affect other 
periods, interperiod tax allocation is 
only applicable to timing differences. 
By definition, timing differences 
originate in one period and reverse in 
one or more ensuing periods. Conse
quently, the Financial Accounting 
Standards Board (FASB) in its Discus
sion Memorandum, “Accounting for 
Income Taxes,” stated that timing dif
ferences reverse.3

Although on an individual basis tim
ing differences do reverse, they do not, 
in all cases, reverse either in total or 
on a similar timing difference basis. 
This article will explore the above con
troversy from numerous vantage 
points. Attention especially will be 
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given to both the Conceptual Frame
work project and the cited FASB 
Discussion Memorandum, “Accoun
ting for Income Taxes.” Because com
prehensive income tax allocation is 
presently required, the discussion and 
arguments presented will be directed 
against the comprehensive method 
and for the partial income tax alloca
tion alternative.

Permanent Deferral of 
Tax Credits

APB Opinion No. 11 reviewed the 
conceptual merits of three different 
methods of interperiod income tax 
allocation and required the deferred 
method. The net-of-tax method was re
jected because it conflicts with the 
general principle of not offsetting re
lated assets and liabilities on the bal
ance sheet. The liability method was 
discarded because of the inherent 
problem of estimating both future cor
porate profits and Congressional ac
tion. While empirical studies on the 
behavior of deferred tax account bal
ances (some of which are briefly sum
marized below) were based upon the 
tax credits created under the deferred 

method, their conclusions would hold 
equally well under both the liability and 
net-of-tax methods. These studies 
refute many of the arguments support
ing comprehensive allocation of in
come taxes.

In one of the earliest and better 
known studies on the behavior of ac
cumulated tax deferments arising 
from timing differences, Price 
Waterhouse and Company4 conclud
ed that to ensure fairly stated financial 
statements for both buyers and sellers 
alike, interperiod income tax allocation 
should only be applied to those timing 
differences which are reasonably cer
tain to affect the flow of corporate 
resources in the near future.

Addressing only depreciation timing 
differences, Davidson5 analyzed the 
behavior of the deferred tax account 
balances for both static and steadily 
growing firms through the use of a 
simulation. While the static firm follow
ed a constant replacement policy of its 
original fixed assets, the steadily grow
ing firm increased its investment in 
depreciating assets at a rate of 5 per
cent annually. For both firms, an ac
celerated depreciation method was 
used for tax purposes6 and the 
straight-line method was used for 
financial reporting purposes. Based 
upon his findings, Davidson conclud
ed that “there will be no liability for 
future taxes for static or growing firms 
if depreciation provisions of the tax 
laws remain unchanged (or become 
more generous) and a regular policy of 
investment in depreciating assets is 
maintained.”7

Although Davidson had shown that 
the existence of future tax liabilities 
depends mainly on the trend over time 
of the firm’s expenditures on de
preciable assets, he provided no con
clusions where asset expenditures are 
lumpy or cyclical over time. In re
sponse to this void, Livingstone 
examined the effects of cyclical set ex
penditures on the deferral of income 
taxes which are associated with the 
use of accelerated depreciation for tax 
purposes.8 His simulation model which 
considered both linear and nonlinear 
trends in asset expenditures over time 
yielded information which suggests 
that even in the presence of severe 
cycles, a strong growth trend in asset 
expenditures produces no repayment 
of deferred taxes. In fact, if cycles are 
not severe, even a modest growth rate 
in asset expenditures may be sufficient 



to avert deferred tax liabilities.
While Price Waterhouse, Davidson, 

and Livingstone engaged in empirical 
research to determine the conditions 
necessary for permanent deferral and 
the extent to which it exists, Buckley 
compared the growth rate of the defer
red tax account to the growth rate of 
owners’ equity and total assets.9 Find
ing that the growth rate in the defer
red tax account was between 200 to 
300 percent per annum greater than in 
owners’ equity and total assets, 
Buckley concluded that the application 
of comprehensive tax allocation has 
resulted in excessive growth of the 
deferred tax account with resulting 
higher debt-equity ratios and lower 
reported earnings.

In a more recent study, Davidson, 
Skelton, and Weil measured the 
changes in the deferred tax account 
for 3,108 firms on the Compustat tape 
for the 19-year period 1954-1973.10 Of 
the 18,184 changes observed, 14,288 
(79 percent) were increases and 3,896 
(21 percent) were decreases. In dollar 
amount, while the increases were ap
proximately $39.5 billion, the 
decreases were only $5.9 billion. Or in 
other words, the dollar increases were 
more than six and one-half times as 
large as the dollar decreases.

Finally, an Ernst & Whinney study of 
250 companies revealed that deferred 
taxes rose from 9% to 26% of 
shareholders’ equity during the infla
tionary 1970’s. The above studies 
amply suggest that “those who argue 
in favor of blanket tax allocations are 
on shaky ground.”11

The 1981 Economic Tax 
Recovery Act and Inflation

Because depreciation differences 
cause the largest and most frequent 
differences between pre-tax accoun
ting income and taxable income for 
many companies,12 they have been 
the subject of much debate. Even 
when the Internal Revenue Code of 
1954, which allowed accelerated 
depreciation for tax purposes, was 
enacted, estimates of possible future 
revenue losses to the federal govern
ment were being made. The Joint 
Economic Committee reported “one 
estimate ... showed the loss at
tributable to accelerated depreciation 
methods rising from about $375 million 
in fiscal 1955 to $2.2 billion in fiscal 
1960, falling thereafter until 1969 for 
a cumulative loss of $19 billion.”13 In 

addition, the Committee acknow
ledged that the annual revenue loss 
would continually grow and never 
decrease as estimated if a constant in
crease in new investment was main
tained. Similarly, E. Carey Brown 
predicted “the revenue losses would 
amount to over $2 billion in the fifth 
year, over $4 billion in the tenth, near
ly $4 billion in the fifteenth, and $2 
billion in the twentieth. The revenue 
loss would then grow at 3 percent per 
year.”14

The cumulative impetus of inflation 
and the 1981 Economic Tax Recovery 
Act depreciation schedules will both 
tend to escalate the above estimates 
of possible revenue losses to the 
Federal government. Specifically, the 
Accelerated Cost Recovery System 
(ACRS) allows companies to deduct 
the cost of depreciable assets over 
periods ranging from three to fifteen 
years. Because these write-off periods 
often do not correspond with the 
estimated useful life of individual 
assets, many companies may be deal
ing with deferred tax accounting for the 
first time.

Table 1 contrasts the new ACRS 
depreciation schedule with the pre- 
ACRS useful life depreciation 
schedule for equipment costing 
$100,000 with a ten-year useful life and 
a $10,000 estimated salvage value. 
Although the equipment is depreciated 
over five years for tax purposes to 
comply with the ACRS depreciation 
schedules, it is depreciated over its 
useful life on the straight-line method 
for financial reporting purposes. In ad
dition, because the company, prior to 
the 1981 Economic Tax Recovery Act, 
depreciated its equipment under the 
double-declining balance method for 
tax purposes, that depreciation 
method is utilized to compute the pre- 
ACRS depreciation deductions.

The ACRS provides for depreciation 
at a rate of 15 percent, 22 percent, 21 
percent, 21 percent and 21 percent of 
the cost of the equipment for the years 
1, 2, 3, 4 and 5, respectively. It is 
assumed the company elected to 
receive a 10 percent investment tax 
credit which thereby caused the 
asset’s depreciable basis to be 
reduced by $5,000 (½ of the $10,000 
investment tax credit taken) to 
$95,000, as required under the new 
ACRS provisions. For each method, 
the tax depreciation is compared to the 
straight-line depreciation on both an 

annual and a cumulative basis. Even 
though the ACRS cumulative excess 
depreciation is smaller than the pre- 
ACRS cumulative excess depreciation 
for the first two years, for all years 
thereafter the ACRS cumulative ex
cess depreciation is greater. In fact, at 
no time in the life of the asset, other 
than the first two years, is the 
cumulative excess tax depreciation 
under the old depreciation schedule 
greater or equal to that obtainable 
under the new ACRS depreciation 
schedule.

Likewise, the turnaround period for 
the accelerated timing differences, as 
measured by the year in which the an
nual accounting depreciation exceeds 
the annual tax depreciation causing 
the cumulative excess tax depreciation 
to decrease, is longer under the new 
ACRS depreciation schedule than for 
the pre-ACRS useful life tax deprecia
tion schedule (six years versus five 
years). This longer turnaround period 
under the new ACRS depreciation 
schedules is likely to create greater 
deferred tax credit carryovers in the 
future.15

Moreover, the cumulative impetus of 
inflation will tend to further magnify 
these deferred tax credit carryovers. 
For example, assume the firm with the 
asset in Table 1 replaced equipment at 
a constant rate each year, with the 
$100,000 asset representing this 
year’s annual outlay for new equip
ment. Assuming a six percent average 
annual inflation rate,16 next year’s 
replacement of an asset with the same 
productive capacity as this year’s pur
chase would require an outlay of 
$106,000. This $6,000 increase will 
create higher depreciation deductions 
in future years. Consequently, it ap
pears that future carryover amounts 
will be magnified through inflation 
and the new ACRS depreciation 
schedules.

This method would provide 
the fairest possible 
presentation of periodic net 
income, assets and liabilities.
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TABLE 1 
COMPARISON OF TAX AND ACCOUNTING DEPRECIATION

Pre-ACRS - 10 year life
Annual

excess (deficiency) Cumulative
Double-Declining Straight- of tax over excess

Year Balance Line book depreciation depreciation
1 $20,000 $ 9,000 $11,000 $11,000
2 16,000 9,000 7,000 18,000
3 12,800 9,000 3,800 21,800
4 10,240 9,000 1,240 23,040
5 8,190 9,000 (810) 22,230
6 6,550 9,000 (2,450) 19,780
7 5,240 9,000 (3,760) 16,020
8 4,200 9,000 (4,800) 11,220
9 3,360 9,000 (5,640) 5,580

10 3,420 9,000 (5,580) —
$90,000* $90,000*

ACRS - 5 year write-off
1 $14,250 $ 9,000 $ 5,250 $ 5,750
2 20,900 9,000 11,900 17,750
3 19,950 9,000 10,950 28,100
4 19,950 9,000 10,950 39,050
5 19,950 9,000 10,950 50,000
6 — 9,000 (9,000) 41,000
7 — 9,000 (9,000) 32,000
8 — 9,000 (9,000) 23,000
9 — 9,000 (9,000) 14,000

10 —- 9,000 (9,000) 5,000
Total $95,000** $90,000*

*$10,000 salvage value remaining
**$100,000 asset cost less $5,000 (½ of the 10% investment tax credit 

received), as required under the ACRS provisions.

The Matching Concept
The 1964 Committee of the Ameri

can Accounting Association on the 
matching concept defined matching as 
the process of reporting expenses on 
the basis of a cause and effect relation
ship with reported revenues.17 Simi
larly the Committee on Accounting 
Procedure of the AICPA on the subject 
of income taxes stated that:

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 state
ment should reflect under this head, 
as under any other head, is the 
expense properly allocable to the 
income included in the income state
ment for the year. . .The difficulties 
encountered in allocation of tax are 
not greater than those met with in 
many other allocations of 
expenses.18

The authors take exception to the 
above statements. We believe that in
come taxes exist only when a business 
has taxable income for a given year 
and, further, that income taxes follow 
rather than precede revenue gen
erating activities. That is, expenses are 
typically incurred to produce increases 
in revenues, but income taxes do not 
bring about revenue increases. No 
direct relationship exists between the 
amount and/or the timing of income tax 
payments and the benefits received. 
Taxes, rather, are a function of taxable 
income. In fact, entities incurring the 
least income often received the most 
benefits. Moreover, income taxes paid 
may be refunded in future periods. 
Such is not the case with other ex
penses; once incurred, they normally 
cannot be refunded or recovered.

Just as unrealistic as it is to expect 
pre-tax accounting income and taxable 
income to be the same, it is similarly 

unrealistic to expect income tax ex
pense to be in direct relation to net 
income. The matching concept thus 
appears inapplicable to income taxes. 
Consequently, the FASB should cease 
its efforts to match elements fund
amentally not so related, for by 
matching elements not relevant to 
each other, the association is one of 
misclassification and most likely will 
misrepresent the true situation.

The Going Concern 
Assumption

As generally applied, the going con
cern assumption assumes that the en
tity will continue in operation long 
enough to carry out its existing com
mitments. In lieu of evidence to the 
contrary, the entity should be viewed 
as remaining in operation indefinitely 
under normal circumstances. The go
ing concern assumption is often used 
as an argument for comprehensive in
terperiod tax allocation. That is, taxes 
deferred to the future are recognized 
currently as liabilities because the en
tity is assumed to remain in operation 
long enough for future operations to 
reduce and ultimately eliminate these 
deferred tax amounts. That logic is 
suspect, however. Does this assump
tion necessarily imply continued opera
tion at a profit? If not, then taxes will 
not be paid but refunded. Even if it 
does, it is unrealistic to perceive a go
ing concern without increasing or 
replacing its assets, which would 
create permanent deferred tax 
amounts.

Contingencies
FASB Statement of Financial 

Accounting Standards (SFAS) No. 5 
defined a contingency as “an existing 
condition, situation, or set of cir
cumstances involving uncertainty as to 
possible gain... or loss... to an enter
prise that will ultimately be resolved 
when one or more future events occur 
or fail to occur. Resolution of the 
uncertainty may confirm the acquisi
tion of an asset or the reduction of a 
liability or the loss or impairment of an 
asset or the incurrence of a liability.”19 
The statement also specified the ac
crual of a loss contingency if it is pro
bable than an asset has been impaired 
or a liability has been incurred, that it 
must be probable that one or more 
future events will occur confirming the 
fact of the loss, and the amount of the 
loss can be reasonably estimated.20
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Although concluding that disclosure 
of a loss is preferable to accrual when 
a reasonable estimate cannot be 
made, the Board further stated:

...even losses that are reasonably 
estimatable should not be accrued if 
it is not probable than an asset has 
been impaired or a liability has been 
incurred at the date of an enter
prise’s financial statements because 
those loss relate to a future period 
rather than the current or prior 
period.21

In addressing the issue of con
tingencies and probabilities in financial 
reports, Herman Bevis criticized APB 
Opinion No. 11 for departing from the 
past philosophy in dealing with con
tingencies. Recognizing that taxable 
income for a given year may be lower 
or higher than pre-tax accounting in
come and that the income tax payment 
may also be greater or less than if the 
tax were levied on pre-tax accounting 
income, he gave the following account:

Whether or not tax reductions now 
must be paid back later is a con
tingency to be evaluated in each 
company on the basis of the pro
babilities. It is most regrettable that 
the APB did not look at the problem 
in this light, rather than inventing the 
deferred credit - deferred charge 
idea in an attempt to legitimatize a 
form of income smoothing.... What it 
has done ... is to arbitrarily conclude 
that, for every business, 100 percent 
of the tax increases are cost reduc
tions and ... assets. It is regrettable 
that they did not recall that it is im
portant that there be neither ‘material 
overstatement nor understatement’ 
in periodic net income. It is regret
table that thought was not given to 
the admonition that a provision not 
properly chargeable to current 
revenues understates current in
come; that reserves not created on 
the basis of any reasonable 
estimates of cost and losses should 
not be deducted from income; that 
practical application of a principle 
rests upon the possibility of making 
a reasonable estimate of the amount 
of a claim; and that there are con
tingencies not sufficiently predictable 
to be recorded in the accounts.22

Statement of Financial Accounting 
Concepts (SFAC) No. 3 defines 
liabilities as “probable future sacrifices 
of economic benefits arising from pre
sent obligations... to transfer assets or 

provide services... in the future as a 
result of past transactions or 
events.’’23 It can be argued that defer
red income tax credits (liabilities) are 
not, in all cases, present obligations 
because no duty or responsibility to 
make future tax payments exists (as a 
result of past events). That is, deferred 
tax credits qualify as liabilities on a 
case-by-case basis only. For example, 
no future tax payments result from tim
ing differences if future tax deductions 
exceed taxable revenues. By the com
mon test of liabilities, no liability for 
future income taxes exists as of the 
date of the current balance sheet. 
There is no billing by a creditor; no 
claim exists by the United States 
Treasury; no evidence of the decline 
in an asset value is readily apparent; 
and no liability will ever exist unless 
there are profitable operations in the 
future.

This is not to say, however, that a 
liability cannot exist, be reasonably 
estimated, and recognized as of the 
balance sheet date. That estimate is a 
contingency to be evaluated by each 
company on the basis of the pro
babilities. Thus SFAS No. 5 should be 
followed when recognizing future 
tax liabilities; that is, deferred taxes are 
contingencies and because the prob
abilities associated with the repayment 
of tax reductions vary, each company 
must be evaluated separately.

Selective Partial Tax 
Allocation

As previously stated, a selective par
tial tax allocation method is proposed. 
Only those timing differences which 
meet the following qualities would be 
recognized in the account balances:

1. Must be determined on an in
dividual firm basis.

2. Only those groups of similar 
timing differences (not on an 
individual basis, for individual 
timing differences reverse, but 
in total, they often do not) that — 

a. are expected to reverse within 
3-5 years.

b. are expected to reverse when 
a positive taxable income is 
present.

c. can be reasonably estimated 
and measured.

For those timing differences that do 
not meet the above criteria, footnote 
disclosure may be warranted if their 

The balance sheet would 
include only those groups of 
similar timing differences 
expected to reverse and 
provide (use) cash within the 
next 3 - 5 years.

reversal is reasonably possible. Other
wise, no disclosure of the timing dif
ference is warranted.

While fully realizing that measure
ment problems are inherent, the 
estimations do not appear significant
ly more difficult than many now being 
recognized in the accounts. For exam
ple, estimated warranty expense and 
provisions for bad debts are now 
recognized even though the amounts 
are not completely verifiable in many 
instances. Additionally, accountants, 
since 1975, have been evaluating 
potential liabilities in light of SFAS No. 
5. Furthermore, forecasts, being pre
pared by most business enterprises, 
would include the required information 
to help assess if these timing dif
ferences should be recognized. Thus, 
recognizing only those timing dif
ferences that will reverse and require 
(provide) the use of cash within the 
next 3-5 years would aid present and 
potential investors, creditors, and other 
users in assessing the amounts, tim
ing, and uncertainty of prospective net 
cash inflows to the enterprise (an ob
jective contained in SFAC No. 1, “Ob
jectives of Financial Reporting by 
Business Enterprises”). Clearly, 
management is in a better position to 
assess whether timing differences will 
reverse in the near future than are in
vestors, creditors, and other users. 
With comprehensive tax allocation, ex
ternal users are forced to make that 
determination. And even if these com
putations are not totally objective, it is 
better to be imprecisely relevant than 
precisely irrelevant, as is the case with 
comprehensive tax allocation.

Evaluation of managerial perfor
mance would be enhanced by adop
tion of partial tax allocation. 
Comprehensive tax allocation 
obscures a significant element of 
managerial efficiency, namely the 
timing of tax payments. These timing 
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differences often result from conscious 
decisions of management. Thus, the 
consequences of such decisions 
should not be obscured but clearly 
show so that users can accurately 
appraise the effectiveness of manage
ment. If management succeeds in per
manently reducing the income tax 
liability, then that fact should be 
reflected in the financial statements to 
fully recognize its efficiency.

The adoption of a selective partial 
tax allocation approach would also pro
mote greater international harmoniza
tion of generally accepted accounting 
principles. The United Kingdom has 
changed its required accounting for 
income taxes to the partial allocation 
approach, while the International Ac
counting Standards Committee now 
permits, but does not require, a 
method similar to the partial allocation 
approach adopted in the United 
Kingdom.

In summary, because not all groups 
of similar timing differences reverse 
(thus, rejecting comprehensive tax 
allocation) but some similar timing dif
ferences do reverse (providing support 
against the flow-through method of ac
counting for income taxes), the adop
tion of a partial tax allocation method

Jerry G. Kreuze, CPA, Ph.D., is assis
tant professor of accounting at Western 
Michigan University. He served on the 
sub-committee of the AAA’s Committee 
on Financial Accounting Standards to 
respond to the FASB Discussion 
Memorandum, “Accounting For In
come Taxes. ’’ He recently participated 
in the eleventh Robert M. Trueblood 
Professor’s Seminar and also is a 
member of the AICPA. 

would provide the fairest possible 
presentation of periodic net income, 
with neither material overstatement 
nor understatement. Likewise, the 
balance sheet would include only 
those groups of similar timing dif
ferences expected to reverse and re
quire (provide) cash within the next 3-5 
years, thus meeting the definition of 
liabilities (assets). Partial tax allocation 
would enhance comparability between 
enterprises, faithfully represent the 
underlying circumstances, and add 
relevance by enabling users to more 
accurately predict the amount, timing, 
and uncertainty of future tax flows. The 
FASB should reconsider the merits of 
partial tax allocation.

Even under comprehensive tax 
allocation, these deferred tax amounts 
should be discounted (consistent with 
APB Opinion No. 21), in which case 
the FASB is in essence adopting par
tial tax allocation. Discounting 
amounts that will not reverse in the im
mediate future (or never reverse) 
reduces deferred taxes to negligible 
amounts, thus in effect closely approx
imating partial tax allocation. The 
failure to discount deferred taxes 
created with comprehensive tax alloca
tion makes the financial statements 
inaccurate, misleading and ignores

Daphne Main, MSA, is working on a 
doctoral degree in accounting at Ohio 
State University and has passed the 
CPA exam and is currently acquiring 
the relevant work experience to 
become certified.

completely the economic reality of 
the situation. Ω
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tell us that today’s accounting classes 
are 50 percent women. From that, I 
conclude we’re moving toward center 
court.

One of my assignments — perhaps 
the one that offers the greatest oppor
tunity — is chairing the AICPA Future 
Issues Committee. Our charge is sim
ple, clear and imposing in its instruc
tions: We are asked to identify future 
problems and opportunities facing 
AICPA and the accounting profession.

Through a series of interviews with 
prominent futurists, leaders from 
various industries and professions — 
including our own — we have iden
tified fourteen issues we believe will be 
of watershed importance. The list in
cludes how firms can take advantage 
of opportunities to expand services 
and products. Other issues raise 
critical aspects of competition, automa
tion, legal liability and self regulation. 
Peering into the future is a heady 
business — especially for CPAs, 
usually more regarded for their skills 
as historians than as seers.

In looking at the prospects for 
women in our profession, we made 
assumptions: that the future of the pro
fession and its adherents hinges 
ultimately on the quality of the work 
performed. Thus, it is important to 
know if we are recruiting the brightest 
potential candidates into the profes
sion. Are we reaching out to everyone 
potentially able to perform in the 
profession?

We find a variety of reactions to our 
inclusion of this as one of the key 
issues for the profession. Some are ap
prehensive that women may not be as 
strenuously and single-mindedly 
career oriented as men. That is clear
ly a misperception and part of the 
problem. Others view this as an oppor
tunity to bring new perspectives into 
the profession.

Flexible hours, flexible workdates, 
flexible locations — some say — would 
solve the problem of women working. 
As a committee, we have concluded 
that AICPA should form a committee 

of knowledgeable, dedicated profes
sionals who can explore the issue, 
sweep aside untested cliches and 
come up with thoughtful recommenda
tions that help, rather than deter, the 
women in business.

We have been discussing a practical 
plan for advancing the interests of 
women in the accounting profession. 
It is important that we acknowledge 
that our cause is advanced by a closer 
working relationship between the In
stitute and an organization like 
AWSCPA. Already, six women have 
been appointed to chair important 
committees of the Institute. With more 
than 200 committees in operation, 
AICPA can offer us room to expand. 
But the beachhead is firmly estab
lished. You will find, as I have, that the 
Institute’s people are receptive to 
newcomers, eager to contribute to the 
worthwhile work of the committees. As 
our ranks expand, it is only fitting for 
us to assume an appropriately larger 
role in the work of the profession.Ω
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