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Impact of COVID-19 on income tax accounting  
 
The spread of the COVID-19 pandemic is impacting 

businesses around the world. As entities consider  

the ef fects of COVID-19 on their global operations,  

careful consideration is needed in understanding the 

accounting implications of these developments. The 

many ramif ications of the COVID-19 pandemic, and an 

entity’s response to these changes, may impact an 

entity’s determination of income tax accounting and 

related estimates in a variety of areas. 

Indefinite reinvestment assertion 

Under U.S. GAAP, entities with investments in foreign 
subsidiaries and joint ventures may have historically 
asserted under the exception in ASC 740-30-25-18 
that they have the ability and intent to indefinitely 
reinvest their foreign earnings. This assertion typically 
has a significant impact on how an entity accounts for 
the income taxes related to these investments and is 
supported by specific plans of reinvestment in each 
jurisdiction, including projected working capital and 
long-term capital needs, as well as an analysis of  
why those funds are not needed elsewhere. Rapidly 
evolving market conditions triggered by the pandemic 
might cause an entity to reevaluate its ability to 
continue to indefinitely reinvest foreign earnings. 
Reasons for changing this assertion may include  
shif ts in the location (or extent) of planned operations, 
extended closings of facilities or locations, immediate 
capital needs to fund operations in another jurisdiction 
or failed transactions, bank requirements or 
restrictions, and other considerations.  

It is important for entities to evaluate the reinvestment 
assertion to determine whether or not they anticipate 
changing their position.  

Entities that continue to assert that foreign earnings will 
be indefinitely reinvested, resulting in no deferred tax 
liability for accumulated earnings or other taxable 
outside basis differences, should consider whether 
there have been changes in the working capital needs 
of , or operating plans for, the entity’s various locations 
that could give rise to potential negative evidence of 
the entity’s ability to continue to indefinitely reinvest 
foreign earnings.  

Entities that no longer intend to assert indefinite 
reinvestment should consider whether the deferred tax 
liability recognized during the period is appropriate and 
represents the tax effects of repatriation at each tier of 
the organization. 

Entities that assert a one-time repatriation from 
accumulated earnings and profits is needed but that 
the remainder will continue to be reinvested indefinitely 
should consider whether there is sufficient information 
supporting a partial reinvestment assertion. 

Valuation allowance 

Economic conditions resulting from the COVID-19 
pandemic may cause an entity to reevaluate its 
determination of whether its deferred tax asset can be 
realized, particularly if the entity expects a component 
of  the deferred tax asset to expire in the near term or if 
the entity has historically relied on projections of future 
income. 
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A valuation allowance is used to reduce the deferred 
tax asset to the amount that is more likely than not to 
be realized. Evidence of future taxable income under 
ASC 740-10-30-18 includes: 

• Taxable income in prior carryback years if 
carryback is permitted under the relevant tax law 

• Future reversals of existing taxable temporary 
dif ferences 

• Tax planning strategies 

• Future taxable income exclusive of reversing 
temporary differences and carryforwards 

Under ASC 740-10-45-20, entities are required to 
recognize a change in the valuation allowance in an 
interim period through the estimated annual effective 
tax rate when the change relates to either (1) the 
origination of deferred tax assets during the current 
year, or (2) deferred tax assets existing as of the 
beginning of the year that are expected to be realized 
as a result of  current-year ordinary income. If , on the 
other hand, an entity recognizes a change in the 
valuation allowance for deferred tax assets existing  
at the beginning of the year that are expected to  
be realized in future years, the change should be 
recognized in full in the interim period of the change. 

The continuing effects of COVID-19 may result in the 
impairment of goodwill, tangible or intangible assets,  
or the right-of-use assets related to leases, among 
other things. To the extent that an impairment reduces 
a component of the deferred tax liability or increases  
a component of the deferred tax asset, the valuation 
allowance may be impacted as sources of future 
taxable income change.  

Changes in tax law or tax rate 

An entity recognizes the effects of an enacted change 
in tax laws or rates in the period that includes the 
enactment date—that is, the date a tax bill becomes 
law—in accordance with ASC 740-270-25-5. Federal 
tax law and rate changes, for example, are enacted 
when the legislation is signed by the president. The 
ef fects of a change in tax laws or tax rates cannot be 
anticipated in the financial statements, so the effect of 
these changes should not be recognized until the 
period in which the change is enacted. 

Many governments are considering various economic 
incentive proposals in response to the COVID-19 
pandemic. This aid may be in the form of tax cuts, 
credits, grants, or other legislative benefits. When this 
type of legislation is enacted, an entity should adjust  
its estimated annual effective tax rate in the interim 
period that includes the enactment date.  

Proposals currently being considered for U.S. federal 
income taxes include the reduction or elimination of the 
80% limitation on post-tax reform net operating losses 
and the reduction or elimination of the cap on interest 
deductions. If passed, entities may need to consider 
the ef fects of these and other potential income tax 
regulations on their interim income taxes and to 
reevaluate their need for, and the amount of, a 
valuation allowance. 

It is important for entities to carefully evaluate the 
nature of  any government assistance received. Certain 
incentives may come in the form of refundable or 
transferrable credits or government grants. Accounting 
for these types of credits and incentives may be 
outside the scope of ASC 740. In these circumstances, 
entities generally account for these types of 
government assistance under ASC 450, 
Contingencies.  

Tax accounting method changes 

As entities evaluate their capital needs, they may also 
consider changing to a more advantageous method  
of  accounting and reporting for income tax purposes. 
For example, an entity may change its method of 
capitalizing costs to inventory under Section 263A of 
the Internal Revenue Code or the timing of deducting 
prepaid expenses to a more favorable method.  

Changes f rom one proper tax method of accounting  
to another may be either automatic or non-automatic 
under tax authority regulations. The guidance in 
ASC 740-10-55-59 through 55-61 addresses the 
temporary differences created when a taxpayer 
changes its method of accounting for an item on its  
tax return. Generally, the income tax accounting 
consequences of automatic method changes are 
ref lected in the financial statements in the period when 
management determines that the entity qualifies for a 
method change and management has the intent and 
ability to request the change. Non-automatic method 
changes require tax authority consent. As a result, 
entities should not reflect the income tax accounting 
impact of non-automatic method changes in the 
f inancial statements until approval is granted.  

Estimated annual effective tax rate in 
interim periods 

As entities evaluate changes in operations in this 
unprecedented time, they may conclude under 
ASC 740-270-25-3 that they cannot reliably estimate 
one or more components of their overall estimated 
annual ef fective tax rate, which may lead them to 
prepare a separate computation for one or more 
individual tax jurisdictions.  
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In general, an entity recognizes income tax expense  
in interim periods based on the overarching view that 
each period is an integral part of the annual period. 
Under that rationale, the entity estimates its overall 
annual ef fective tax rate and applies that rate to its 
year-to-date ordinary income or loss. If an entity is 
unable to reliably estimate its annual effective tax  
rate, the actual year-to-date tax rate may be the best 
estimate of the annual effective tax rate. Additionally,  
if  an entity is unable to reliably estimate individual 
items within consolidated ordinary income, it should 
recognize the tax effect of those items in the period  
the item is reported. This may apply to a particular 
jurisdiction or to a particular component of ordinary 
income. Entities using a discrete approach to one or 
more components of the overall income tax expense  
or benef it will generally need to disclose their inability 
to reliably project such income. 

As a result of COVID-19, an entity may identify 
significant unusual or infrequently occurring items, 
such as goodwill or asset impairments, significant loan 
or lease modifications, debt restructuring, and other 

significant events. In determining the estimated annual 
ef fective tax rate, an entity excludes significant unusual 
or inf requently occurring items only when those items 
are separately presented either on the face of the 
f inancial statements or in the disclosures related to 
other comprehensive income. The tax effects of these 
unusual or inf requently occurring items are recognized 
in the interim period when the transaction arises. 

It is important to understand whether an impairment  
or related event is, in fact, unusual or infrequently 
occurring or whether such events should be 
considered in updating the estimated annual effective 
tax rate that is applied to year-to-date ordinary income. 
A corresponding change in the valuation allowance 
assessment as a result of an unusual or infrequently 
occurring transaction may impact either the estimated 
annual ef fective tax rate or tax expense in the period 
the event occurs.  

For more on the impact of the COVID-19 pandemic on 
other accounting topics, see our New Developments 
Summary “COVID-19 impact on accounting, financial 
reporting.”

https://www.grantthornton.com/library/newsletters/audit/2020/new-developments-summary/COVID-19-impact-on-accounting-financial-reporting.aspx?_cldee=Y2xhcmUuZGVhbmdlbGlzQHVzLmd0LmNvbQ%3d%3d&recipientid=contact-1509f8271136e311879578e7d1620f53-f11ac6c27ade46768f512fcefbd99033&utm_source=ClickDimensions&utm_medium=email&utm_campaign=Audit%3A%20FY20%20New%20Developments%20Summary&esid=8b3c1442-ee6c-ea11-a811-000d3a1ab88b
https://www.grantthornton.com/library/newsletters/audit/2020/new-developments-summary/COVID-19-impact-on-accounting-financial-reporting.aspx?_cldee=Y2xhcmUuZGVhbmdlbGlzQHVzLmd0LmNvbQ%3d%3d&recipientid=contact-1509f8271136e311879578e7d1620f53-f11ac6c27ade46768f512fcefbd99033&utm_source=ClickDimensions&utm_medium=email&utm_campaign=Audit%3A%20FY20%20New%20Developments%20Summary&esid=8b3c1442-ee6c-ea11-a811-000d3a1ab88b
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