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Insight from the investment community

Improving income tax disclosures

The income tax expense that companies incur can be significant
third of the annual profits
one of the least understood areas of financial reporting. Dis
be extensive, but this edition of ‘Investor view’ looks at what different tax
information the investment community wants.

Tax reporting reflects the tax liabilities
that management expects to pay to the
tax authorities; however, there is often
a difference between the taxes paid
and the charge made in the income
statement. So what numbers are
investors interested in? Feedback from
discussions with analysts on how
companies report their tax indicates
four key areas where they would like to
see enhanced disclosures:

 Tax rate reconciliation;
 Cash tax;
 Deferred tax reversal; and
 Tax expense in relation

items.

Tax rate reconciliation

The tax rate reconciliation is important
for understanding the tax charge
reported in the financial statements.
But some investors believe that the
reconciliation might provide more
useful information. For example:
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Tax rate reconciliation

The tax rate reconciliation is important
for understanding the tax charge
reported in the financial statements.
But some investors believe that the
reconciliation might provide more

information. For example:

 Average rate reconciliation
most group financial statements
reconcile the annual tax expense
to the parent company rate, which
is often different from the
weighted average tax rate of the
group based on the profit split
between the different territories
in which it operates. Many
investors feel that the
geographical weighted tax rate
gives a more meaningful number,
as this would be the cash tax the
group would expect to pay in the
absence of any other adjustments.

 Commentary
there are many areas that can give
rise to differences between the
geographical weighted tax rate and
the rate reported in the income
statement that should be disclosed
in the tax rate reconciliation.
Examples of these include regular
items that are not deductible for
tax and that are permanent in
nature for that tax system.
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The income tax expense that companies incur can be significant – perhaps one-
− but the tax information in the financial statements is

one of the least understood areas of financial reporting. Disclosure already can
be extensive, but this edition of ‘Investor view’ looks at what different tax

Average rate reconciliation –
most group financial statements
reconcile the annual tax expense
to the parent company rate, which
is often different from the
weighted average tax rate of the
group based on the profit split

en the different territories
in which it operates. Many
investors feel that the
geographical weighted tax rate
gives a more meaningful number,
as this would be the cash tax the
group would expect to pay in the
absence of any other adjustments.

Commentary on the differences –
there are many areas that can give
rise to differences between the
geographical weighted tax rate and
the rate reported in the income
statement that should be disclosed
in the tax rate reconciliation.
Examples of these include regular
items that are not deductible for
tax and that are permanent in
nature for that tax system.



In addition, items are commonly
grouped together and described as
non-taxable, non-deductible or
‘other’ without an indication as to
what they represent and whether
they are likely to be recurring.
Management may like to consider
improving the commentary in the
rate reconciliation, and splitting
out items that are not related to
each other, particularly if they are
non-recurring.

Cash tax

Another area that is often not clear
from the rate reconciliation is how the
amount of tax actually paid by the
company (‘cash tax’) relates to the
overall tax charge. Few financial
statements reconcile to the cash tax
position. An example of how this
reconciliation might look is as follows:
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2009 tax charge analysis %

Weighted average tax rates of major countries in which the

company operates 30

Permanent differences (non deductible items) 3

Temporary differences between amounts recognised for

accounting and tax purposes (8)

Use of tax losses and other tax credits (6)

2009 ‘cash tax’ rate (ties to cash flow statement) 19

Movement in current and deferred tax 8

‘Total income tax’ rate (ties to the income statement) 27
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eferred tax reversal

learer explanation would be welcome
to the likely timing of reversals of

e often significant deferred tax items
a company’s balance sheet, and the
pact that would have on a
mpany’s cash tax position.

Disclosures could help clarify this
position, including the likely timing of
reversals, which would enable investors
to adjust for the time value of money if
desired. An example of this is provided
below. This could be supplemented with
a discussion on the cash flow impacts:
which reversals have cash implications
and which do not.

Total deferred tax

(asset)/ liability

Expected to reverse in

1 year 2-5 years >5 years

Intangibles 100 5 15 80

PPE 50 5 5 40

Provisions (20) (1) (1) (18)

Share options (10) (1) (1) (8)

120 8 18 94



Gathering the information to present
this kind of disclosure may be
complex. However, it would give
management the opportunity to
provide more commentary around
their deferred tax assets and liabilities,
as they will be able to discuss the
expected timing of the reversals and
when they expect deferred tax to
become cash tax.

Tax expense in relation to
unusual items

Unusual or one-off items can have a
significant impact on the tax rate, but
financial statements are often silent on
the treatment of these items. Investors
say more commentary would help. An
example is an impairment of goodwill,

which is unlikely to be tax deductible
(depending on how it arose). This may
increase the tax rate (decrease in
profits with no associated tax relief,
and no deferred tax impact) and
should be described separately or
included as a separate line within the
tax rate reconciliation; the tax rate
without such items could be disclosed.

In addition, management might use
different benchmarks as the basis for
alternative measures of the tax rate –
for example, profit before goodwill
amortisation. Giving more
commentary around this tax rate and
the unusual items would help
comparability. Management could also
give more disclosure in relation to the
comparable tax rates for prior years in
order to demonstrate trends.

,
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