
 

 

Income Tax Simplifications Proposed  
 

Income tax accounting and reporting can be complex, confusing and a frequent source of financial statement 
restatements. FASB recently issued a second exposure draft to tackle several narrowly focused simplifications 
requested by accounting firms, FASB’s own private company council, preparers and practitioners. The proposal 
does not create new accounting requirements but rather eliminates or clarifies certain existing guidance. 
Comments for this exposure draft are due by June 28, 2019.  

The proposal would remove specific exceptions to the general principles in Accounting Standards Codification 
(ASC) 740:  

 Intra-period tax allocation exception to incremental approach – Remove the exception to the incremental 
approach for intra-period tax allocation when there is a loss from continuing operations and income or gain 
from other items  

 Ownership changes in investments – The existing exceptions would be removed: 

• Changes from a foreign subsidiary to an equity method investment – An entity recording current tax 
expense to recognize a deferred tax liability (DTL) related to the equity method investment when the 
subsidiary becomes an equity method investment    

• Changes from a foreign equity investment to a subsidiary – An entity would recognize a current tax 
benefit if it asserts indefinite reinvestment of earnings of the subsidiary, which would result in the 
same tax treatment for that subsidiary as the entity’s other subsidiaries with indefinitely reinvested 
earnings    

 Year-to-date (YTD) loss limitation in interim period tax accounting – Amends the guidance to require an 
entity to reflect the effect of an enacted change in tax laws or rates in the annual effective tax rate 
computation in the interim period that includes the enactment date 

Other simplifications include:    

 Franchise taxes partially based on income-hybrid tax regimes – The amendments would require that an 
entity recognize a franchise tax—or similar tax—that is partially based on income in accordance with ASC 740 
and account for any incremental amount incurred as a nonincome-based tax   

 Tax basis step-up in goodwill obtained in a transaction that is not a business combination – Clarifications on 
when a step-up in the tax basis of goodwill should be considered part of the business combination in which 
the book goodwill was originally recognized and when it should be considered a separate transaction 

 Separate financial statements of single-member limited liability companies (SMLLC)   

 Interim period accounting for enacted changes in tax law  

Technical corrections:  

 Income taxes related to employee stock ownership plans  

 Investments in qualified affordable housing projects accounted for using the equity method – Removal of 
incorrect illustrations as to the timing of impairment recognition 

Other Tax Projects 
FASB has a project underway to address backwards tracing, which is still in the research phase. In March, FASB 
released an exposure draft addressing income tax disclosures, and a final standard could be issued in the fourth 
quarter of 2019.  

https://www.bkd.com/article/2019/04/fasb-re-examines-tax-disclosures
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Intra-Period Tax Allocation Exception to Incremental Approach   

Current Generally Accepted Accounting Prinicples (GAAP)  
Intra-period tax allocation is the process of allocating total tax expense or benefit to components of the income 
statement (such as continuing operations and discontinued operations) and directly to shareholders’ equity and 
other comprehensive income. Total tax expense generally is allocated using a step-by-step approach; an entity first 
determines the amount of tax expense or benefit allocated to continuing operations and then proportionally 
allocates the remainder to items other than continuing operations. In general, the tax effect of income from 
continuing operations should be determined without considering the tax effect of items that are not included in 
continuing operations. An exception to this general approach requires that all components, including discontinued 
operations and items charged or credited directly to equity, be considered when determining the tax benefit from 
a loss from continuing operations. This exception only applies when there is a current period loss from continuing 
operations.  

This exception is difficult to apply and often overlooked. Auditors have noted diversity in practice in the application 
of the exception; some entities apply the exception if there is a loss from continuing operations and any one 
category below continuing operations is in a gain position whereas others apply the exception only when the sum 
of all categories below continuing operations is in an overall gain position.  

Proposed Change 
The current exception would be eliminated and the basic intra-period tax allocation model that currently exists in 
ASC 740 would be used in all situations, even when there is a loss from continuing operations and income outside 
of continuing operations.   

Ownership Changes in Investments 

Changes from a Foreign Subsidiary to an Equity Method Investment   

Current GAAP  

Current guidance covers situations in which an investment in common stock of a subsidiary changes so that it is no 
longer a subsidiary, i.e., the parent entity sells a portion of the investment, the subsidiary sells additional stock or 
other transactions affect the investment. If the parent entity did not recognize income taxes on its undistributed 
earnings because of the assertion that earnings were indefinitely reinvested or would be remitted in a tax-free 
liquidation, GAAP requires that the outside basis difference be “frozen”—and no DTL is recognized on that basis 
difference—until the period when it becomes apparent that any of the undistributed earnings will be remitted. 
Transitioning from a subsidiary to an equity method investment does not by itself mean that remittance of those 
undistributed earnings must be considered apparent. The entity will recognize deferred taxes and income tax 
expense (or benefit) on any basis differences that occur after the investment becomes an equity method 
investment. This “freeze” guidance is an exception to the general principle for accounting for outside basis 
differences of equity method investments and adds cost and complexity to income tax accounting.    

Proposed Change   

FASB would remove the exception that freezes the outside basis difference that existed before the subsidiary 
became an equity method investment. This would result in an entity recording current tax expense to recognize a 
DTL related to the entire outside basis difference of the equity method investment when the subsidiary becomes 
an equity method investment.   
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Changes from a Foreign Equity Investment to a Subsidiary   

Current GAAP  

Current guidance addresses situations in which a foreign investment becomes a subsidiary because the investor 
acquires additional common stock, the investee acquires or retires common stock or other transactions affect the 
investment. Under that guidance, the DTL previously recognized for a foreign investment cannot be derecognized 
when the investment becomes a subsidiary—even if the entity asserts that earnings are indefinitely reinvested or 
will be remitted in a tax-free liquidation— unless dividends received from the subsidiary exceed earnings from the 
subsidiary after the date it became a subsidiary. This “freeze” guidance is an exception to the general principle for 
accounting for outside basis differences of foreign subsidiaries and increases the cost and complexity of income tax 
accounting because the exception only applies to a portion of the outside basis difference of the foreign 
subsidiary, so an entity is required to track the frozen amount and any subsequent changes to the outside basis 
separately. The exception also reduces comparability between entities.  

Proposed Change  

The exception that freezes the DTL on the outside basis difference that existed before the investment became a 
subsidiary would be eliminated. This would result in an entity recognizing a current tax benefit if it asserts 
indefinite reinvestment of earnings of the subsidiary, which would result in the same tax treatment for that 
subsidiary as the entity’s other subsidiaries with indefinitely reinvested earnings.   

YTD Loss Limitation in Interim Period Tax Accounting  

Current GAAP  
Current guidance in ASC 740-270, Income Taxes—Interim Reporting, requires an entity to make its best estimate of 
the annual effective tax rate (AETR) for the full fiscal year at the end of each interim reporting period and use that 
rate to calculate income taxes on a YTD basis. Guidance is included for calculating income tax expense or benefit 
when there is a loss for the YTD period and anticipated income for the full year and vice versa. An entity should 
apply the AETR to the YTD income or loss as long as the tax benefits for any losses are expected to be realized 
during the year or would be recognizable as a deferred tax asset (DTA) at the end of the year, i.e., a valuation 
allowance would not be necessary. Guidance also is provided when an entity incurs a loss on a YTD basis that 
exceeds the anticipated ordinary loss for the year, which is an exception to the general guidance. In such cases, the 
income tax benefit recognized for the YTD period is limited to the income tax benefit determined on the basis of 
the YTD ordinary loss. This exception often is overlooked because it is not intuitive, which often leads to errors in 
preparing interim financial statements.  

Proposed Change  
The exception for the YTD loss limitation would be removed—an entity would apply the general guidance in ASC 
740-270. FASB acknowledged that removing the exception may result in recognizing tax benefits in a given period 
that exceed the tax benefits that would be received on the basis of the YTD loss, but the benefit of limiting the tax 
benefits would not outweigh the costs of the limitation.    

Franchise Taxes That Are Partially Based on Income-Hybrid Tax Regimes  

Current GAAP  
“Hybrid” tax regimes are tax jurisdictions that impose the greater of two taxes—one based on taxable profit and 
one based on items other than income, e.g., capital, capital expenditures and gross revenue. ASC 740 does not 
apply to franchise taxes based on capital when there is no additional tax based on income; if there is a tax based 
on income that is in excess of the tax based on capital, then that excess is subject to the guidance in ASC 740. This 
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guidance results in an entity separating the component of the tax based on items other than income from the 
component of the tax based on income when the income tax is greater than the tax on items other than income. 
Taxes based on items other than income generally should not be included in the income tax line on the financial 
statements.   

This hybrid tax guidance increases cost and complexity, particularly when the non-income amount is not 
significant. In many cases, the non-income tax is only significant if that tax is greater than the income tax—when 
an entity is operating at a loss or near the breakeven point. The scope makes it overly complicated to determine 
the rate to use when recording deferred taxes on temporary differences.  

Proposed Change   
Guidance would be amended to state that if there is an amount based on taxable profit, it should be included in 
the tax provision, with any incremental amount recorded as non-income-based tax. That is, an entity would 
recognize income tax expense for the amount that would be based on income and only recognize non-income tax 
expense if the tax based on amounts other than income is greater than the income tax. This would reverse the 
order of determining the type of tax from what is currently required. 

Tax Basis Step-Up in Goodwill Obtained in a Transaction That Is Not a Business 
Combination  

Current GAAP  
An entity that enters into a business combination recognizes the acquisition-date fair value of the identifiable 
assets acquired and liabilities assumed under Topic 805, Business Combinations. Goodwill is measured as the 
difference between the acquisition-date fair value of the consideration transferred and noncontrolling interest in 
the acquiree and the acquisition-date fair value of the identifiable assets acquired and liabilities assumed. For 
income tax purposes, amounts assigned to the assets acquired and liabilities assumed—including goodwill—may 
be different from the amount used for financial reporting. Topic 805 requires that an entity recognize a DTA when 
the tax basis of goodwill exceeds the book basis of goodwill. However, Topic 805 prohibits an entity from 
recognizing a DTL for the excess of the book basis of goodwill over the amount of goodwill that will be deductible 
for tax purposes.     

An entity may enter into a transaction with a government in its capacity as a taxing authority that results in an 
increase in the tax basis of assets of the entity. For example, tax laws in a foreign country may allow an entity to 
elect to step up the tax basis of certain fixed assets to fair value in exchange for a current payment to the 
government or by sacrificing existing tax attributes, i.e., a net operating loss carryforward or tax basis in another 
asset. Entities must recognize in income the effect of government transactions that are not part of a business 
combination.  

In certain situations, the step-up in the tax basis as a result of a government transaction results in a step-up to the 
tax basis of goodwill. If the step-up in the tax basis of goodwill relates to the portion of goodwill from a prior 
business combination for which a DTL was not recognized, the entity is prohibited from recognizing a DTA for the 
increase in tax basis, except to the extent that the tax-deductible goodwill exceeds the remaining balance of book 
goodwill. Therefore, an entity would not record a DTA for the step-up in basis of goodwill unless it would have 
recorded a DTA if a business combination had occurred. This outcome may not represent the economics of the 
transaction. In addition, it can be difficult to determine whether the new tax-deductible goodwill relates to the 
original goodwill recorded in the financial statements because there often is a significant amount of time between 
the two transactions or a realignment of the original book goodwill between reporting units has occurred. These 
transactions often are separate transactions even though they affect the goodwill recognized in the business 
combination.  
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Proposed Change  
The guidance would be updated to remove the prohibition of recognizing a DTA for the increase in tax basis and 
would require an entity to determine whether the tax basis step-up transaction relates to the initial recognition of 
book goodwill (in which a DTA would not be recognized unless the newly deductible goodwill exceeds the 
remaining balance of book goodwill) or a separate transaction (in which a DTA would be recognized). The new 
guidance would include the following factors to determine if the tax basis step-up transaction should be 
considered a separate transaction:   

 A significant lapse in time between the transactions has occurred  

 The tax basis in the newly created goodwill is not the direct result of settlement of liabilities recorded in 
connection with the acquisition   

 The step-up in tax basis is based on a valuation of the goodwill or business after the date of the business 
combination  

 The transaction resulting in the step-up in tax basis requires more than a simple tax election   

 The entity must incur a cash tax cost or sacrifice existing tax attributes to achieve the step-up in tax basis   

 The transaction resulting in the step-up in tax basis was not contemplated at the time of the business 
combination 

Separate Financial Statements of SMLLCs   

Current GAAP  
ASC 740 requires that the consolidated amount of current and deferred tax expense for a group that files a 
consolidated tax return be allocated among the members of the group when those members issue separate 
financial statements. Unlike a member of a group that files a consolidated tax return, an SMLLC that is disregarded 
for tax purposes generally is not severally liable for the taxes of its taxable owner. Not surprisingly, there is 
diversity in practice—some entities do not allocate the consolidated amount of current and deferred taxes to 
SMLLCs that are disregarded entities in their separate financial statements while other entities do. Certain SMLLCs 
that are rate-regulated entities within the scope of Topic 980, Regulated Operations, include income taxes as a 
component of allowable costs subject to recovery in the rate-making process.  

Proposed Change   
The proposed changes provide flexibility by clarifying that an entity is not required to allocate amounts of 
consolidated current and deferred taxes to a legal entity that is not subject to tax (including SMLLCs) in its separate 
financial statements, but an entity may elect to do so for a legal entity that is disregarded by the taxing authority. 
FASB noted this would clarify how all pass-through entities that are subsidiaries of taxable entities are treated 
under ASC 740. Current guidance requires disclosure when an entity is not subject to income taxes, which would 
provide financial statement users with information about an entity’s tax status. FASB decided to require additional 
disclosures for an entity that is not subject to tax and is disregarded by the taxing authority that elects to include 
the allocated amount of current and deferred tax expense in its separately issued financial statements by requiring 
that the entity note that fact and provide the following information:  

 The aggregate amount of current and deferred tax expense for each statement of earnings presented and 
the amount of any tax-related balances due to or from affiliates as of the date of each statement of 
financial position presented  

 The principal provisions of the method by which the consolidated amount of current and deferred tax 
expense is allocated to members of the group and the nature and effect of any changes in that method—
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and in determining related balances to or from affiliates—during the years for which the above 
disclosures are presented 

Enacted Changes in Tax Laws in Interim Periods   

Current GAAP  
ASC 740 requires an entity to recognize the income tax effects of an enacted change in tax law on the date of 
enactment. Under the interim period income tax model, an entity is required to make its best estimate of the AETR 
for the full fiscal year at the end of each interim reporting period and use that rate to calculate income taxes on a 
YTD basis. The AETR should reflect anticipated investment tax credits, foreign tax rates, capital gains rates and 
other available tax planning alternatives. A tax law enacted at the beginning of the year with an effective date in 
the middle of the year would result in an entity recognizing the effect of the enacted tax law in the period of 
enactment for DTAs and DTLs. However, the enacted tax law would not affect the AETR until the period that 
includes the effective date.    

Even with an example in the guidance, diversity in practice has resulted because some entities apply the general 
guidance that requires the income tax effects of an enacted change in tax law to be recognized on the date of 
enactment and others apply the additional guidance that requires an entity to consider anticipated investment tax 
credits, foreign tax rates, capital gains rates and other available tax planning alternatives when determining the 
AETR.   

Proposed Change  
FASB concluded the interim guidance for enacted tax law changes is inconsistent with ASC 740’s overall principle 
that the effect of enacted changes in tax law should be recognized on the enactment date and the overall principle 
for estimating the AETR. Guidance would be updated to require that the effects of an enacted change in tax law 
are reflected in the AETR’s computation in the first interim period that includes the new legislation’s enactment 
date. An entity would consider the effect of an enacted change in tax law in the interim period of enactment. 

FASB acknowledges that recognizing the effects of the enacted change in tax law on current taxes payable on the 
enactment date could result in recognizing a portion of the effect of a change in tax law in periods before the tax 
law takes effect. However, that phenomenon also occurs under current guidance because an entity must estimate 
DTAs and DTLs—that are remeasured at the enactment date—that are expected to reverse in the current year and 
include that estimate when determining the AETR. This is a general consequence of the interim period income tax 
model. 

Technical Corrections 

Income Statement Presentation of Tax Benefits of Tax-Deductible Dividends   
Accounting Standards Update (ASU) 2016-09, Compensation—Stock Compensation (Topic 718): Improvements to 
Employee Share-Based Payment Accounting, inadvertently amended guidance to state that “the tax benefit of tax-
deductible dividends on allocated and unallocated employee stock ownership plan shares shall be recognized in 
the income statement.” Previously the language was “income taxes allocated to continuing operations,” which is 
used in other parts of GAAP. This proposal would reintroduce the original language.  

Qualified Affordable Housing Project Investments 
ASC 323-740, Investments—Equity Method and Joint Ventures—Income Taxes, includes an example of the 
accounting for an investment in qualified affordable housing projects using the equity method, which has an error 
in the calculation of when an impairment should occur as a result of subsequent updates in ASU 2014-01, 
Investments—Equity Method and Joint Ventures (Topic 323): Accounting for Investments in Qualified Affordable 
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Housing Projects. The erroneous example is removed. FASB noted another example (ASC 323-740-55) illustrates 
the application of the proportional amortization method to an investment in qualified affordable housing projects.  

Transition & Effective Date 
The amendments related to separate financial statements of legal entities that are not subject to tax and franchise 
taxes would be applied on a retrospective basis for all periods presented. The amendments related to changes in 
ownership of foreign equity method investments or foreign subsidiaries would be applied on a modified 
retrospective basis through a cumulative-effect adjustment to retained earnings as of the beginning of the period 
of adoption. All other proposed amendments would be applied on a prospective basis. 

FASB will determine the effective date after reviewing feedback.  

BKD will continue to follow developments on this topic. For more information on how these changes might affect 
your organization, contact your BKD trusted advisor. 
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