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HIS study examines the financial re-
I porting of the corporate income tax
expense in annual reports to share-
holders. Specifically, the research examines
the extent to which the financial reporting
of corporate income taxes is in accordance
with pronouncements of the Accounting
Principles Board (APB) and whether the
extent of adherence to these pronounce-
ments is related to: (1) corporate federal
income tax rate incurred, (2) corporate
size and (3) independent auditor.

APB IncomMe Tax DISCLOSURE
REQUIREMENTS

Several APB Opinions have been issued
concerning the financial reporting of in-
come taxes in financial statements to share-
holders. The financial reporting of income
taxes as specified in APB Opinions can be
broken down into two distinct areas: (1)
the computation of income tax expense
and (2) disclosure requirements. The com-
putation of income tax expense involves
matters such as interperiod tax allocation
and the method of accounting for invest-
ment credits. Such matters affect the com-
putation of net income before extraordi-
nary items and the final net income figure.
Disclosure requirements involve the pre-
sentation of income tax information in the
annual report. Nonadherence to computa-
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tional requirements is more serious than
nonadherence to disclosure requirements;
the former presumably would require the
issuance of an adverse opinion by the inde-
pendent auditor, whereas, the latter may
not. Since this researcher is unaware of the
issuance of any adverse opinion in con-
junction with the financial statements of
NYSE and AMEX companies, complete
adherence to these computational require-
ments is presumed. For this reason, the
present study is limited to examining ex-
tent of adherence to selected APB Opinion
income tax disclosure requirements.

Four income tax disclosure requirements
and the location of the income tax expense
in the income statement are selected for
analysis as follows:

1. Disclosure of method of accounting
for investment credits and amounts
included in income for the year

. Disclosure of the current and deferred
income tax figures in the income
statement
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3. Disclosure of the income tax effect of
extraordinary items

4. Disclosure of the amounts of tax loss
carryforwards not included in income
for the loss year with expiration
dates

5. Placement of income tax expense (re-
lating to income before extraordinary
items) in the income statement.

In the remainder of the paper, all five
items selected for analysis occasionally are
referred to as the “APB Opinion income
tax disclosure requirements.” This termi-
nology is used for simplicity, even though
the last item—income tax location in the
income statement—is not an APB Opinion
disclosure requirement.

RESEARCH SAMPLE

The data for this study were gathered
from a random sample of 300 corporations
listed on the New York and American
Stock Exchanges. Because of the difference
in the number of corporations listed on
each exchange, the sample of 300 consisted
of 167 New York Stock Exchange and 133
American Stock Exchange corporations
(from among 1,524 NYSE and 1,215
AMEX corporations). Therefore, the sam-
ple was composed of corporations that
investors are quite interested in—publicly
held corporations whose shares are traded
on the two largest stock exchanges in the
United States.

Rather than one overall simple random
sample, a proportional stratified random
sample was used in the study. During the
selection process, a company was elimi-
nated if it: incurred a loss for the year of
study or was either a real estate invest-
ment trust (REIT), a foreign corporation
or an investment trust. These corporations
were eliminated because they would pay
little or no federal income taxes based on
their status. The random selection process
continued until the requisite 300 corpora-
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tions was attained. Twenty-six NYSE-
listed corporations and forty-two AMEX-
listed corporations were eliminated in this
manner.

For each corporation, extent of adher-
ence to APB Opinion disclosure require-
ments was determined by examining the
annual report to shareholders for the fiscal
year ending between 1 July 1972 and 30
June 1973, the year of study. This study is
limited to the annual report for one year
because of the near impossibility of ob-
taining adequate federal income tax data
before 1 July 1972. The SEC explicitly re-
quires disclosure in 10-K reports for years
ending after 30 June 1972 of both the cur-
rent and deferred federal income tax
figures; thus, 10-K reports can be used to
test extent of adherence to APB Opinions
in annual reports to shareholders only for
fiscal years ending after 1 July 1972. Most
of the federal income tax information was
gathered from the 10-K report for the year
of study. However, the following year’s
annual report to shareholders or 10-K re-
port also were utilized if tax information
for the year of study was presented therein.
A questionnaire was mailed to each corpo-
ration that did not disclose the necessary
information in either its annual report to
shareholders or 10-K reports for the year
of study or the followup year.

Tax RATE INFLUENCE

A major goal of the study was to de-
termine if a relationship existed between
corporate federal income tax rates and
adherence to APB Opinion income tax dis-
closure requirements. The rationale under-
lying this part of the study was the hy-
pothesis that corporations with low federal
income tax rates are attempting to obscure
this fact; indeed, that they are attempting
to create the impression that a greater per-
centage of their income is paid for federal
income taxes than is actually the case. For
example, by omitting tax effects of extraor-
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dinary items, although required by APB
Ogpinion No. 11, it is impossible to compute
an effective income tax rate for the corpo-
ration. In some instances, the rate incurred
on extraordinary items may be signifi-
cantly lower than the rates incurred on in-
come before extraordinary items because
of lower capital gains rates or other tax-
reducing provisions. These lower rates
would have the effect of reducing the over-
all tax rate. By not reporting the tax on
extraordinary items, these lower rates can-
not be determined as readily.

The accounting followed by a company
in its income tax returns may differ in ma-
terial respects from the accounting em-
ployed in the preparation of financial
statements included in annual reports to
shareholders and 10-K reports to the SEC.
For example, companies may use the sum-
of-the-years’ digits depreciation method
in their tax returns, even though they use
the straight-line depreciation method in
their financial statements.

Comprehensive tax allocation for these
resulting timing differences is required
under generally accepted accounting prin-
ciples. Comprehensive income tax alloca-
tion is based on the theory that income tax
expense should be recognized in the pub-
lished financial statements in the period in
which the taxable revenue or tax deduct-
ible expense is includable in pretax income.
If there is a timing difference in the recog-
nition of the revenue or expense for tax
and financial accounting purposes, its tax
effect should be deferred until the timing
difference reverses. The deferral of the tax
effect is accomplished by reporting an ad-
justment to income tax expense in the in-
come statement, together with a deferred
tax debit or credit in the balance sheet.

Because the federal income tax rate
based on the income tax expense reported
in the income statement (the normalized
rate) may differ from the rate based on the
actual tax paid to the government (the
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flow-through rate), both rates are com-
puted.

For each corporation, the computation
of its federal income tax rate is calculated
by dividing the total federal income taxes
by the total net income before federal in-
come taxes. The numerator used in de-
termining the normalized federal income
tax rate is the total federal income taxes
pertaining to net income before extraor-
dinary items, extraordinary items and
prior-period adjustments. The denomina-
tor is the sum of net income after taxes,
extraordinary items net of taxes, prior-
period adjustments net of taxes and total
federal income taxes computed for the
numerator. The numerator used in com-
puting the flow-through tax rate is the
amount of current federal taxes pertaining
to net income before extraordinary items,
extraordinary items and prior-period ad-
justments; the denominator is the denomi-
nator derived above for the normalized
rate. The 300 corporations were ranked by
their federal income tax rates in descending
order; the first half of these corporations
was classified as high income tax rate cor-
porations and the other half was classified
as low income tax rate corporations.

INDEPENDENT AUDITOR

A major purpose of the study was to
determine the relationship between the in-
dependent auditor and adherence to APB
Opinion income tax disclosure require-
ments for the annual reports to share-
holders. These corporations were divided
into nine groups by auditors—comprising
each of the “Big-8” accounting firms and
a ninth group made up of members of all
other firms.

One of the generally accepted auditing
standards is that “informative” disclo-
sures in the financial statements are to be
regarded as reasonably adequate unless
otherwise stated in the {auditor’s] report”
[AICPA 1963, p. 16]. What this “reason-
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ably adequate standard of informative dis-
closure” really represents is, for practical
purposes, left to the judgment of the inde-
pendent auditors. Different auditors may
have different interpretations of the dis-
closure requirements of APB Opinions.
Accordingly, an independent auditor may
influence the extent of disclosure in finan-
cial statements on which he or she reports;
the degree of influence may differ from one
auditor to another.

Several researchers have attempted to
determine whether relationships exist be-
tween particular independent auditing
firms and particular reporting practices.
The results of these studies are mixed. In a
study of changes in the financial reporting
of the investment credit by 300 companies
between 1963 and 1964, Neumann [1968,
pp. 8-16] found that the likelihood of a
consistency qualification for an accounting
change was nof related to the particular
auditing firm.

Smith and Smith [1971, p. 560] utilized
communication theory as the basis for
measuring the performance of communi-
cation of financial reporting. In measuring
the adequacy of communications, two
readability formulas were applied to finan-
cial statement notes of the largest fifty of
Fortune’s list of 500 industrial corporations
for 1969. The formulas showed that a rela-
tionship does #ot exist between the identity
of external auditors and the comprehension
ease level of financial statement notes.

However, as part of a study of firms re-
ceiving an auditor’s consistency qualifica-
tion during the 1959-1968 period, Gosman
[1973, pp. 5 6] concluded that sample
companies audited by Price Waterhouse
and Co. were more likely to receive a con-
sistency qualification than sample com-
panies audited by other CPA firms;
Coopers & Lybrand’s (formerly Lybrand,
Ross Bros. & Montgomery) clients were
less likely to receive such qualifications.
The study consisted of 100 firms randomly
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selected from those listed in the 1969
Fortune 500.

Frishkoff [1970, p. 128] studied 1963 an-
nual reports for changes in accounting
methods to determine whether materiality
affected the auditor’s opinion in the case of
inconsistencies. Threshold of materiality
was set at 25 percent of net income—an
accounting change resulting in at least a
25 percent change in net income was con-
sidered material. The size of the CPA firm
performing the audit was not found to be a
significant discriminatory variable.

Singhvi and Desai [1971, p. 133] found
that a difference exists in the quality of
disclosure in financial statements of firms
audited by large and small CPA firms. In
their study, the Big-8 were classified as
large and the remaining CPA firms were
classified as small. The empirical work in
their study was limited to shareholder an-
nual reports of 100 listed and 55 unlisted
corporations for fiscal years ending be-
tween 1 April 1965 and 31 March 1966.

CORPORATE SiZE INFLUENCE

The major goal here was to determine
whether a relationship existed between
corporate size and adherence to APB
Opinion income tax disclosure require-
ments. A positive relationship between the
size of a corporation and the quality of dis-
closure may result for several reasons.
First, smaller corporations are more likely
to feel that full disclosure might endanger
their competitive position. Second, large
corporations tend to be more in the public
eye and more subject to shareholders’ and
analysts’ pressure for better disclosure.
Third, large corporations may disclose
more information than small corporations
in order to minimize excessive pressure
from antitrust regulatory agencies. Last,
large corporations may disclose more in-
formation because they are more conscious
of their social responsibility than small
corporations.




Hasselback: Corporate Income Tax Expense

The 300 corporations were ranked in
descending order by size, using both rate
assets for a first ranking and corporate
revenues for a second ranking. The top
150 corporations were classified as large
corporations and the bottom 150 were
classified as small corporations.

The Singhvi and Desai study [1971,
p- 131] found a positive relationship be-
tween the asset size of a corporation and
the quality of disclosure. They used an
index of disclosure including thirty-four
items. Breaking corporations into eight
size classifications, they found that the
quality of disclosure in annual reports of
each successive group was greater, on
average, than the preceding smaller group.

Frishkoff’s study [1970, p. 127] found
that the larger the net worth of the firm,
the less likely it was to receive a qualified
opinion. The result was statistically signifi-
cant at the .065 level. However, Stringer
(1970, p. 136] took issue with the study;
especially the indicated cutoff point of 25
percent for the relative effect on net in-
come. He held that the proper cutoff
should be 5 percent and, using this cutoff,
that Frishkoff’s data did not provide any
significant evidence of discrimination be-
tween small and large companies.

STATISTICAL TESTS

The statistical test applied is a three-
factor analysis of variance. The three fac-
tors are corporate federal income tax rate,
corporate size and corporate independent
auditor. Factor A, corporate federal in-
come tax rate, has two levels representing
high and low federal income tax rate
corporations. Factor B, corporate size, has
two levels representing large and small
corporations. Factor C, independent audi-
tor, has nine levels representing each of the
Big-8 accounting firms and a ninth level
for accounting firms other than the Big-8.
The dependent variables are classificatory
—adherence, nonadherence, indetermi-
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nance to APB Opinion disclosure require-
ments and the location of income tax ex-
pense in the income statement.

Twenty 36-cell tables were set up to
compile the data on the various factors;
i.e., with federal income tax rate measured
two ways (flow-through and normalized)
and corporate size measured two ways
(revenues and assets), each of the five dis-
closure requirement wvariables required
four tables, or a total of 20 tables. Before
applying the ANOVA procedure to each of
the tables, a weighted log transformation
was made for each cell of each table. The
logit transformation was selected because
of unequal cell sizes in the tables.

INVESTMENT CREDIT DISCLOSURE
REQUIREMENT ANALYSIS

The first disclosure requirement investi-
gated concerned the investment credit.
Corporations are required to disclose the
amount and method of accounting for the
investment credit, when material. Among
the 300 corporations, 213 corporations
provided information concerning the in-
vestment credit in their annual report for
the year of study. A further search was
made of the following year’s annual report
and the 2-years’ 10-K reports, and a
follow-up questionnaire was sent where a
determination still could not be made.
Forty-nine corporations either had no in-
vestment credit to report or an amount
determined insignificant; eighteen corpo-
rations had an investment credit exceed-
ing 5 percent of their normalized federal
income tax and, thus, were in violation of
the investment credit reporting require-
ment. No determination could be made for
the remaining twenty corporations.

One corporation provided the dollar
amount of the investment credit but was
classified as a violator because of a lack of
information as to the method used for
recording the investment credit. The 20
indeterminate corporations were deleted
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and an analysis was made on the remaining
280 corporations. An analysis of the results
from the ANOVA reveals that there is no
relation between any of the three main
factors (corporate size, corporate tax rate
and independent auditor) and adherence
or nonadherence to the APB Opinion in-
vestment credit disclosure requirement.

The one major point to be made from
the investment credit research was that of
the sample of 300 corporations, 18 were
in violation of the APB Opinion reporting
requirements and another 20 also may
have been in violation.

TIMING DIFFERENCE DISCLOSURE
REQUIREMENT ANALYSIS

Under APB Opinion No. 11, corpora-
tions are required to disclose the com-
ponents of income tax expense for the pe-
riod that represents taxes estimated to be
payable currently and the tax effects of
timing differences. These amounts may be
presented as separate items in the income
statement or combined in the income
statement with disclosure of the compo-
nents parenthetically or in a note to the
financial statements.

From an analysis of the 300 corpora-
tions, 69 corporations did not present in-
formation so that both the flow-through
and normalized income tax figures could
be computed. Further analysis determined
that forty-one of these corporations were
in violation of the disclosure requirement;
nineteen of the corporations were not in
violation; and adequate information was
not available on the remaining nine corpo-
rations to classify them as adhering or not
adhering to the disclosure requirement.

To be classified as a nonadherer of the
timing difference disclosure requirement,
it was necessary that the undisclosed dif-
ference between the normalized tax ex-
pense and the flow-through tax be at least
5 percent of the normalized figure.

The nine indeterminate corporations
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were dropped from the computation, and
an analysis was made of the remaining 291
corporations. An analysis of the results
from the ANOVA reveals that little can be
said about any relation between any of the
three main factors (corporate size, federal
income tax rate or independent auditor)
and adherence-nonadherence to the timing
difference reporting requirement. In no
case did the level of significance approach
the “rule of thumb,” .05 level of signifi-
cance—or even an expanded .10.
Although the adherence-nonadherence
relationship was not found, it is significant
that at least 13 percent of the sampled
corporations were found to be in violation
of this particular disclosure requirement.

EXTRAORDINARY ITEMS DISCLOSURE
REQUIREMENT

The APB Opinions call for disclosure of
income taxes pertaining to income before
extraordinary items and the income tax
effects of extraordinary items themselves.
Of the 300 corporations, 208 reported no
extraordinary items in their income state-
ment. From the remaining ninety-two
corporations, eighty-two were found to be
adhering to the disclosure requirement,
four were not adhering and insufficient in-
formation was available for a determina-
tion for six corporations. To be classified
as not adhering to this disclosure require-
ment, the undisclosed income tax effect of
the extraordinary items had to be at least
5 percent of the total normalized income
tax.

Because only four corporations were
found in violation of this disclosure re-
quirement, the ANOVA was not per-
formed on the data.

TAax CARRYFORWARD DISCLOSURE
REQUIREMENT

A PB Opinion No. 11 requires disclosure
of the amounts of any operating loss carry-
forwards not included in net income for
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the loss period, together with expiration
dates. This disclosure requirement was
found to apply potentially to only 35 of
the 300 corporations. Thirty of these
thirty-five corporations adhered to the
disclosure requirement and three did not;
information was not available to make a
determination for two corporations. Non-
adherence was considered to exist if any
amount of carryforward was not disclosed
in the annual report, regardless of magni-
tude.

Since the number of nonadherers was
small, no ANOVA was performed.

LocaTtIioN oF INcoME Tax
EXPENSE ANALYSIS

The location of the income tax expense
in the income statement also was analyzed.
Income tax expense is deducted separately
from net income before income taxes to de-
termine net income after taxes, or is in-
cluded among the operating expenses. Two
hundred fifty-nine corporations reported
the income tax expense separately, and
forty-one corporations included it among
operating expenses.

The relationship of corporate size (mea-
sured by assets but not revenues) and the
location of the income tax expense in the
income statement is statistically signifi-
cant (@=.03). As can be seen in Table 1,
large corporations are more likely than
small corporations to include the income
tax expense as an element among the
operating expenses.

TasLE 1
S1zE MEASURED BY ASSETS

Corporate Size

Placement of Income Tax Large Small
Deducted separately 123 136
Among operating expenses 27 14

There is also a statistically significant
relationship between federal income tax
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rate (either flow-through or normalized)
and the location of income tax expense in
the income statement (a@=.01). Table 2
shows that low federal-income-tax-rate
corporations are more likely than high
federal-income-tax-rate corporations to re-
port income tax expense among the oper-
ating expenses. The figures are the same
when federal income tax rate is measured
by the flow-through or normalized rates.

TABLE 2
FEDERAL INcOME TAX RATE

Federal Income Tax Rate

Placement of Income Tax High Low
Deducted separately 139 120
Among operating expenses 11 30

IMPLICATIONS OF THE STUDY

The implications of this study are many.
First, a significant number of corporations
did not adhere to selected APB Opinion in-
come tax disclosure requirements. Since
the sample was random, nonadherence can
be projected to the population comprising
the New York and American Stock Ex-
changes. If Stempf [1940, p. 454] is cor-
rect in contending that the accounting
practice for the large corporation sets the
standard for all, one wonders about the
credibility of accounting disclosure prac-
tices of other corporations. A further ques-
tion can be raised concerning the cause of .
these violations. If corporations are ‘re-
quired” to disclose these selected items,
what is the basis for the nonadherences?
Is the independent auditor remiss in
granting a clean opinion in the face of non-
adherence to these APB Opinion disclosure
requirements? Who is the “policeman’ to
see that the APB Opinions disclosure re-
quirements are enforced?

The nonadherence to the presently re-
quired APB Opinion income tax disclosure
requirements makes prediction of future
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net income more difficult. Without the  of a corporation becomes a near impossi-
“required” information, let alone addi-  bility. The required disclosures may help
tional needed information, the determina-  explain variations in tax rates and facili-
tion of the expected future income tax rate  tate the prediction process.
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