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RESPECTED AND RECOGNISED QUALIFICATIONS

Certificate in Accounting Standards under German HGB

Accounting for Income Taxes

Accounting for Income Taxes is a critical topic in the "Certificate in Accounting Standards under German
HGB" course. This explanation will cover key terms and vocabulary related to this topic.

1. Deferred Tax Assets (DTA) and Deferred Tax Liabilities (DTL): DTAs and DTLs are differences between the
financial statement carrying amounts of assets and liabilities and their tax bases. DTAs represent future tax
benefits, while DTLs represent future tax payments.

2. Temporary Differences: Temporary differences arise when the tax base of an asset or liability differs from
its carrying amount in the financial statements. These differences will reverse in one or more future periods,
and create either a DTA or DTL.

3. Permanent Differences: Permanent differences are differences between the financial statement carrying
amount of an item and its tax base that will not reverse in future periods. Examples include meals and
entertainment expenses and fines and penalties.

4. Realization Principle: The realization principle states that revenue and gains are recognized when they are
realized or realizable and earnings processes are complete or virtually complete. This principle is crucial in
determining the timing of recognizing taxable temporary differences.

5. Recognition of Deferred Tax Assets: DTAs are recognized to the extent that it is more likely than not that
they will be realized. This assessment is based on the existence of sufficient taxable temporary differences
and the ability to utilize the resulting tax benefit.

6. Valuation Allowance: A valuation allowance is a contra-asset that reduces the carrying amount of a DTA to
the amount that is more likely than not to be realized. The valuation allowance is increased when it is more
likely than not that some or all of the DTA will not be realized.

7. Deferred Tax Liability Measurement: DTLs are measured at the enacted tax rate that is expected to apply
in the period when the liability is settled, based on tax rates and tax laws that have been enacted or
substantively enacted by the balance sheet date.

8. Intraperiod Tax Allocation: Intraperiod tax allocation is the process of recognizing the tax consequences
of transactions and events in the periods in which they occur. It ensures that the financial statements reflect
the tax effects of items in the correct period.

9. Uncertain Tax Positions (UTPs): UTPs are positions in a taxpayer's tax return that are uncertain in either
their technical merits or their application. UTPs are subject to evaluation and potential adjustment in the
event of an audit.

10. Tax Rates: Tax rates are the percentage rates used to calculate tax liabilities. Income tax rates can be
graduated, meaning they increase as taxable income increases, or proportional, meaning they remain
constant regardless of taxable income.

11. Taxable Profit: Taxable profit is the profit subject to income tax, calculated in accordance with tax laws
and regulations. Taxable profit may differ from financial statement profit due to differences in accounting
policies, timing differences, and permanent differences.

12. Tax Loss Carryforwards: Tax loss carryforwards are losses from prior periods that can be used to offset
future taxable profits. Tax loss carryforwards are subject to limitations and may be subject to expiration.
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13. Taxable Temp. Dif. Utilization: Taxable temporary differences are utilized when they reverse and create
taxable income. This utilization reduces the DTL and increases the tax liability in the period of reversal.

14. Foreign Currency Translation: Foreign currency translation is the process of converting financial
statements denominated in a foreign currency to the presentation currency. This process can result in
temporary differences that give rise to deferred tax liabilities or assets.

15. Fiscal Year: A fiscal year is a 12-month period used for accounting and tax purposes. A fiscal year does
not have to coincide with the calendar year.

16. Reversing Temporary Differences: Reversing temporary differences are temporary differences that will
reverse in future periods and give rise to taxable or deductible amounts. Reversing temporary differences
give rise to deferred tax liabilities or assets.

Example:

Assume a company purchases a machine for €100,000, with an estimated useful life of 5 years. The
company uses the straight-line depreciation method for financial reporting purposes, resulting in annual
depreciation of €20,000. For tax purposes, the company is entitled to accelerated depreciation, resulting in
annual tax depreciation of €30,000.

At the end of the first year, the financial statement carrying amount of the machine is €80,000 (€100,000 -
€20,000), while the tax basis is €70,000 (€100,000 - €30,000). This creates a temporary difference of €10,000,
which will reverse in future periods as the machine is depreciated for financial reporting purposes.

The temporary difference gives rise to a DTL, which is measured at the enacted tax rate of 30%. The DTL is
calculated as €10,000 x 30% = €3,000.

Practical Application:

When preparing financial statements, it is important to consider the impact of income taxes. This includes
recognizing deferred tax assets and liabilities, utilizing temporary differences, and accounting for uncertain
tax positions.

When accounting for deferred tax assets, it is important to assess the realizability of the tax benefits and
establish a valuation allowance when necessary.

When accounting for deferred tax liabilities, it is important to measure the liabilities at the enacted tax rate
and consider the impact of future tax rate changes.

Challenge:

Calculate the deferred tax liability for a company that has purchased a building for €500,000, with an
estimated useful life of 20 years, and is entitled to accelerated depreciation for tax purposes, resulting in
annual tax depreciation of €30,000, while using the straight-line depreciation method for financial reporting
purposes, resulting in annual financial statement depreciation of €25,000.

Assume an enacted tax rate of 30%.

Solution:

At the end of the first year, the financial statement carrying amount of the building is €475,000 (€500,000 -
€25,000), while the tax basis is €470,000 (€500,000 - €30,000). This creates a temporary difference of €5,000,
which will reverse in future periods as the building is depreciated for financial reporting purposes.

The temporary difference gives rise to a DTL, which is measured at the enacted tax rate of 30%. The DTL is
calculated as €5,000 x 30% = €1,500.
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In conclusion, Accounting for Income Taxes is a complex topic that requires a solid understanding of key
terms and concepts, such as deferred tax assets and liabilities, temporary differences, valuation allowances,
and intraperiod tax allocation. By understanding these concepts, you will be able to effectively account for
the tax consequences of transactions and events in the periods in which they occur, ensuring that the
financial statements reflect the tax effects of items in the correct period.
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