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Financial statements are prepared to provide the user 
with information which is useful in making decisions. Anyone 
who makes decisions based on financial statements should 
understand the significance of deferred taxes and know what 
regulations and accounting procedures create a deferred tax 
liability. They should know what effect deferred taxes have on 
risk, cash flow, and owner equity. Financial statement prepar­
ers should know when the deferred taxes must be recognized 
as due and payable. 

This OSU Fact Sheet explains why deferred taxes are 
included as a liability on the balance sheet and examines 
the methods recommended by the Farm Financial Standards 
Council (FFSC) for estimating deferred taxes. Two worksheets 
are included to assist in calculating deferred taxes. Examples 
will be used to demonstrate the classification of deferred taxes 
as current or non-current. It is important to classify deferred 
taxes correctly as they affect the integrity of the balance sheet 
and income statement. 

Definitions 
Deferred Tax Liability: A debt which is controlled by some 

future act or occurrence that will result in taxes being 
owed for income which has already been earned but 
presently is not taxable. Differences in timing between 
accrual income and cash basis income for tax reporting 
are responsible for much of the deferred tax liability. 

Marginal Tax Rate: The percentage rate at which income 
taxes are assessed on the last dollar of taxable income. 
A progressive tax rate schedule sets the lowest rate for 
taxable income up to a specified level. Taxable income 
above that level is taxed at a higher rate while the income 
up to that change-over point remains taxed at the lower 
rate. This holds true as successive income tax brackets 
are reached except that some exemptions are also pro­
gressively lost as income reaches higher levels. 

Average Tax Rate: The mean percentage rate for income 
taxes which may be calculated by dividing the total amount 
of tax owed by taxable income. An applicable average 
tax rate for use in estimating deferred taxes may be de­
termined by referring to IRS and state tax tables. 

Taxable Income: Gross income (not including tax exempt in­
come) less adjustments, exemptions, and deductions. 
Since various tax attributes may be used to reduce gross 
income to taxable income, it is impossible to establish a 
common guideline which will fit each situation. 

Oklahoma Cooperative Extension Fact Sheets 
are also available on our website at: 

http://osufacts.okstate.edu 

Earned Income: Social Security taxes are collected on 
earned income only and the amount of earned income 
subject to this tax is limited. Earned income includes 
net farm income (IRS definition), wages, salaries, etc. 
Interest income, capital gains, retirement income, etc. 
are generally exempt as these do not fit the social se­
curity definition of earned income. Historically, the limit 
on earned income subject to social security taxes has 
frequently been raised. Refer to IRS publications to 
determine the current limits. 

Calculating Deferred Taxes 

Deferred Taxes on Current Assets 
Unlike other businesses, farm producers are allowed to 

report income for tax purposes on a cash basis. That means 
revenues are reported in the year when received and ex­
penses are reported in the year when paid. Most producers 
are likely to report income on a cash basis in order to avoid 
the additional effort and expense of calculating income on an 
accrual basis. Cash basis reporting also allows income and 
expenses to be shifted into different years. The tax basis for 
most current assets (growing crops, raised market livestock and 
feed, purchased feed, supplies) will be zero. since the costs 
of producing the current assets is expensed in the year that 
the cash is paid. Notable exceptions are marketable securi­
ties and livestock or commodities purchased for resale. The 
cost of acquiring these assets is not reported as an expense 
for tax purposes until the year of sale. 

The sales proceeds from current assets in excess of the 
cost of production is taxable income if sold in the year that 
the expenses are incurred. The current value in excess of the 
tax basis of assets on the balance sheet represents taxable 
income although the tax on this income is deferred until such 
time that the cash is actually received. A tax worksheet to 
facilitate tax basis calculations for assets (Table 1) is included 
in this publication along with a worksheet to calculate deferred 
taxes (Table 2). 

Deferred Taxes on Non-Current Assets 
The non-current portion of deferred taxes is similar to 

the current portion in that a difference often exists between 
market value (or cost less accumulated depreciation) and the 
tax basis on non-current assets. The value of land, which is 
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never depreciated, may have increased over time relative to 
its cost. In general, the cost of the land is the tax basis and 
the difference between cost and market is a taxable gain. The 
tax is deferred until the land is sold. 

Depreciable non-current assets may also show a market 
value increase over cost. A cost recovery system used for 
tax purposes (e.g. ACRS or MACRS) specifies a recovery 
period which is often shorter than the economical useful life 
of non-current assets. Both systems reduce the tax basis to 
zero over this recovery period. The difference between the 
market value of an asset at the balance sheet dale and the tax 
basis represents a taxable gain on which tax is deferred until 
the asset is sold. Examples follow to demonstrate calculation 
of deferred taxes on non-current assets. 

Consider a 1 0-year-old tractor which was purchased for 
$80,000. It has a current market value of $30,000. The tax 
basis is zero under ACRS rules (five-year recovery period) 
or under MACRS rules (seven-year recovery period). If the 
1 0-year old tractor is sold today for $30,000, the entire amount 
is taxable as regular income. If the owner is in a 28 percent 
tax bracket, the amount of tax due would be $8,400 ($30,000 
x .28). The market value of the asset entered in the Balance 
Sheet is, in effect, overstated by $8,400 because the amount 
which the owner would retain net of taxes is $21,600. If the 
tractor is traded for a different one (like-kind exchange) of 
equal or higher value, the tax would continue to be deferred. 
The tax basis of the new tractor would be reduced by the 
value received as "trade-in". 

Dairy farmers as well as ranchers frequently raise heifers 
to replace cows culled from the herd. If the original herd was 
purchased more than five years previously and all replace­
ments were raised, the tax basis of the cow herd would be 
at or near zero. In this case, the federal deferred tax on 100 
cows valued at $1,200 each would amount to 28 percent 
of $120,000 or $33,600, based on an estimated average 
tax rate for this level of income. State and local taxes would 
be in addition to federal taxes. Expected proceeds from herd 
liquidation might be grossly overstated if the owner ignores 
deferred taxes. The owner should also be aware of tax attri­
butes which could reduce the amount of taxes owed, such as 
a current operating loss, loss carry-forward, or insolvency. 

Land which was purchased in 1950 for $20,000 could 
now be worth $1 OO,OOO.lf no major improvements were made 
to the land, the tax basis would be $20,000 and the taxable 
gain ifthe land is sold for $1 00,000 amounts to $80,000. lfthe 
seller's marginal federal tax rate is 28 percent, the taxes due 
would amount to $22,400, leaving net cash from the sale of 
only $77,600. State income taxes, if applicable, would further 
reduce the amount realized by the seller. 

Why are deferred taxes so important? Because liquida­
tion of assets can result in a significant tax liability, producers 
and lenders should be aware of the tax consequences before 
assets are liquidated. Although the owner is responsible for 
payment of deferred taxes, lenders must recognize that their 
risk may also be increased because cash available to make 
payments on other outstanding loans will be diminished. 

London Case Farm 
A completed tax worksheet for the Londons is labeled 

Table 3. On February 1, 2004, the Londons owned stock 
worth $2,200. The original cost of this stock was $1,785 and 
the $415 difference between the cost and proceeds would 
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be taxable (Table 4). They also have inventories in raised 
livestock, purchased livestock, raised feed, purchased feed, 
and supplies. Only the purchased livestock has a tax basis. 
The cost ofthe purchased market livestock of $88,075 is its tax 
basis and is subtracted from the market value of the purchased 
livestock, $102,796, to find the potential taxable income of 
$14,721. The cash invested in growing crops, $21,085, was 
expensed so this amount would be taxable if the growing 
crops were sold with the farm. Accrued expenses (accounts 
payable, interest, state income tax, and ad valorem taxes) 
which are deductible for federal tax purposes total $14,090. 
Subtracting this amount from the value of the current assets' 
tax basis of $65,5291eaves $51 ,439 in deferred taxable income 
on current assets (Table 4). The Londons estimate that the 
average federal income tax rate will be about 25 percent and 
the average state income tax rate will be about six percent. 
In addition, the first $62,700 of earned income is taxable as 
self-employment income at 12.4 percent. Earned income is 
deferred taxable income excluding deferred income on mar­
ketable securities. All earned income is taxed at 2.9 percent 
for medicare. Thus, the Londons estimated current deferred 
taxes are $23,753 (Table 4). This is an estimate of taxes the 
Londons would be required to pay on current assets if they 
liquidated these assets. 

The current deferred tax liability is entered in the current 
liabilities section of the Balance Sheet on line 37. The change 
in the liability from the beginning to the end of the year is en­
tered in the Income Statement (line 79) as an adjustment to 
net income which is used to calculate the change in retained 
earnings, a Balance Sheet entry. 

The Londons have taxable gains on non-current assets of 
$125,519 which is subject to federal and state income taxes 
but not self employment taxes. This deferred tax is estimated 
to be 31 percent of that amount, or $38,911 (Table 4). The 
amount by which the market value of non-current assets is 
effectively overstated. The amount is entered in the non-cur­
rent liabilities section of the Balance Sheet on line 46 and 
adjusts valuation equity downward (Balance Sheet, line 55). 
The division of owner equity is discussed in OSU Extension 
Fact Sheet AGEC-938. The change in non-current deferred 
taxes attributed to raised breeding livestock, valued using the 
base-value method are recorded on the Income Statement, 
line SO. 

Problems in Estimating Deferred Taxes 
Measuring income which is subject to deferred taxes re­

quires additional expenses for record keeping. For those who 
are not accustomed to recording market values, cost values 
and tax basis for assets, the initial attempt may prove to be 
trying. A professional appraiser could be hired to appraise 
the assets but this would add a cash expense. Most farmers 
and lenders are able to estimate the value of assets within 
a reasonable range. Ascertaining original cost may require 
extensive record searching or the farmer may have to rely on 
memory if the amounts have not been recorded in a single 
document. Tax records should provide original cost, within 
a reasonable range. Ascertaining original cost may require 
extensive record searching or the farmer may have to rely on 
memory if the amounts have not been recorded in a single 
document. Tax records should provide original cost, purchase 
date, and tax basis. Once a set of detailed schedules of assets 



have been prepared, yearly updates are easier to complete. 
The FFSC has suggested that an average tax rate be 

used to estimate deferred taxes. This is complicated by the 
progressive tax rate schedule, exemptions based on size of 
the family, alternative minimum tax rules, limits on long-term 
capital gains rates, and frequent changes in tax laws. However 
an estimated rate may be used to get a "ball-park" figure for 
deferred taxes based on liquidation of all assets. The average 
tax rate would be less if only part of the assets were liquidated. 
A person who is anticipating liquidation of a sizeable portion 
of assets should calculate the taxes using IRS and state tax 
publications and seek the advice of a tax expert. 

The following table gives average tax rates which may 
be used to estimate deferred federal income taxes based on 
2003 tables. Gross income includes taxable current income, 
farm and non-farm. Applicable state and local tax rates should 
be added. Social Security and Medicare taxes would also be 
applied to current asset amounts which represent earned 
income. An example would be the increase in market value 
of purchased livestock over their cost. 

Gross Taxable 
Income 

Up To: 

$50,000 
75,000 

100,000 
300,000 
500,000 

1,000,000 
Over 1 ,000,000 

Average Federal Tax 
(Without Social 

Security) 

12.0% 
16.5% 
18.6% 
26.8% 
30% 

32.5% 
34% 

To estimate gross income for use with this table, include 
current operating receipts less expenses, current assets less 
tax basis and non-current assets less tax basis. Certain large 
tax attributes such as previous losses may lower the applicable 
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gross income amount. If a large amount of the gross income 
over $300,000 consists oftaxable gains on non-current assets, 
the percentage rate may be reduced somewhat because the 
long-term capital gain rate is generally limited to 28 percent. 

Deferred taxes for an individual cannot be accurately 
determined by this method, but the estimated amount may 
indicate whether it is necessary to have a more accurate as­
sessment made. This is often determined by the immediacy of 
intended liquidation and by the degree of liquidation intended, 
complete or partial. Usually, a partial liquidation will result in 
an average tax rate that is lower than the rate which would 
apply in a complete liquidation. 

Summary 
Deferred taxes can easily be overlooked. Persons who 

prepare financial statements and those who use financial 
statements to make decisions should be aware of potential tax 
liabilities which could arise if assets are sold. The net worth 
(owner equity) of farm owners could be seriously degraded if 
deferred taxes are overlooked. The risk to agricultural lenders 
may also be increased by deferred taxes. A simple estimate 
using the average tax rate as recommended by the FFSC will 
probably not result in a very accurate calculation of deferred 
taxes, but will alert the user offinancial statements to a need for 
a more detailed analysis of taxes if a liquidation is planned. 

1 For additional information on the London case, see other fact sheets in the 
financial statement series: 751, Developing a Cash Flow Plan; 752, Develop­
ing a Balance Sheet; and 753, Developing an Income Statement. 

2 The costs associated with raising livestock and feed and purchasing feed 
and supplies is claimed as a tax expense when incurred. 

3 Much of this information is found on the London's balance sheet. State 
income tax accrued is estimated. In 1996, the maximum amount of earned 
income subject to the social security portion of self employment taxes was 
$62,700, the tax rate for the social security portion of self employment was 
12.4 percent (15.3 percent adjusted for business expense) and tha medicare 
tax rate was 2.9 percent. Check IRS publications for current Information. 
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Asset Description 

Cash Investment 

Growing Crops 

purchased (A) 

Cost 
per unit 

(B) 
Cost 

(Ax B) 

Table 1. Tax Worksheet 

Years of 
useful 

life 
Salvage 
value 

Depreciation 
method 

Accumulated 
depreciation 

(total) 

Annual 
depreciation 

expense' 

Tax basis 
(C) 

value 
per unit 

(D) 

market 
value 

(Ax D)2 

Taxable 
Gain/Loss 
(Ax D) -C 



Asset Description purchased (A) 

! 

Cost 
per unit 

(B) 
Cost 

(Ax B) 

Years of 
useful 

life 

Table 1. (continued) 

Salvage 
value 

Depreciation 
method 

Accumulated 
depreciation 

(total) 

Annual 
depreciation 

expense' 

Tax basis 
(C) 

value 
per unit 

(D) 

market 
value 

(Ax D)2 

Taxable 
Gain/Loss 
(Ax D)· C 



Asset Description purchased (A) 

! 

Cost 
per unit 

(B) 

Years of 
Cost I useful 

(Ax B) life 

Table 1. (continued) 

Salvage 
value 

Accumulated 
Depreciation I depreciation 

method (total) 

Annual 
depreciation 

expense' 

Tax basis 
(C) 

value 
per unit 

(D) 

market 
value 

(Ax D)2 

Taxable 
Gain/Loss 
(Ax D)· C 
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Table 1. (continued) 

Market Total 
Cost Years of Accumulated Annual Tax basis value market Taxable 

Month/year Number per unit Total Cost useful Salvage Depreciation depreciation depreciation (C) per unit value Gain/Loss 
Asset Description purchased (A) (B) (Ax B) life value method (total) expense' (0) (Ax D)" (Ax D)· C 

Buildings & Improvements 

Subtotal- Bldg. & lmprv. 

''"''I ~"'''''iS"''' '<C:Ai ,,)''!;c;, f/!'''"' ,,,,,,, ,,, ;,,. a rz;;.;,;y:;;;;;z;!!1;; ·'"'"''"" 

·'··"''"' 
,,.4- :~~'*'~'+:;:1;,} ~~1 I ~ "'''''' ''' 

' ibal!h'Witii:l'mf!fe:,filwlilMe'1 '1\ :J:;:~%: 
--···-

1 For straight line depreciation, annual deprecia~on =(Total cost- Salvage value)I(Years of life). When the asset is first purchased, the amount of depreciation taken the first year Is the annual depreciation amount mufiiplied 
by the proportion of the year remaining. For example, If the accounting year begins January 1 and the asset is purchased March 1, 10/12 of the year remains so the annual depreciation amount Is mutiplled by 10112 to 
arrive at the depreciation amount for that year. 

2 May also record death losses here. 



Table 2. Deferred Tax Worksheet 

Current Portion of Deferred Taxes 
Value of Marketable Securities 
Tax Basis of Marketable Securities 
Taxable Gain, Marketable Securities (a- b) 

Market Value of Other Current Assets 
(Inventories, accounts receivable, prepaid 
expenses, investment in growing crops, 
non-farm assets) 

Tax Basis of Other Current Assets 

Deductible Expenses 
(Accounts payable, accrued interest, 
state taxes payable, other) 

Deferred Taxable Income (c +d-e· f) 

Average Federal Tax Rate 
Deferred Federal Income Taxes (g x h) 
Average State Tax Rate 
Deferred State Taxes (g x j) 

Earned Income (g - c) 
Taxable Limit, Social Security Portion1 

Enter the smaller amount of (I) or (m) 
Social Security Tax Rate 
Deferred Social Security Tax (n x o) 
Medicare Tax Rate 
Deferred Medicare Tax (I x q) 

TOTAL DEFERRED TAXES, CURRENT (i + k + p + r) 

Non-Current Portion of Deferred Taxes 
Market Value of Non-Current Assets2 

(Breeding livestock, machinery & vehicles, 
real estate & improvements, other) 
Tax Basis of Non-Current Assets 
Deferred Taxable Income (s -t) 
Deferred Federal Taxes (h x u) 
Deferred State Taxes G + u) 

TOTAL DEFERRED TAXES, NON-CURRENT (v + w) 

(a) 
(b) 
(c) 

(d) 

(e) 

(f) 

(g) 

(h) 

m 
(I) 
(m) 
(n) 
(o) 

(q) 

(s) 

(t) 
(u) 

(i) 

(k) 

(p) 

(r) 

(v) 
(w) 

1 Earned income includes net farm income (IRS definition), wages, salaries, etc. Interest income, capital gains, retirement income, etc. are generally exempt as 
these do not fit the social security definition of earned income. 

2 Excluding investments in cooperatives, cash value of life insurance. 
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Asset Description 

Marketable Securttles 

Wal Mart Stock 

Cash Investment 

Growing Crops 

purchased (A) 

40 

Cost 
per unit 

(B) 

44.62 

Cost 
(Ax B) 

1,785 

Table 3. Tax Worksheet 

Years of 
useful 

I He 
Salvage 

value 
Depreciation 

method 

Accumulated 
depreciation 

(total) 

Annual 
depreciation 

expense' 

Tax basis 
(C) 

1,785 

value 
per unit 

(D) 

55.00 

Total 
market 
value 

(Ax D)" 

2,200 

Taxable 
Gain/Loss 
(AxD)·C 

415 



Cost 

~ 
0 

Table 3. (continued) 

Years of 
useful 

life 
Salvage 

value 
Depreciation 

method 

Accumulated 
depreciation 

(total) 

Annual 
depreciation 

expense' 

Tax basis 
(C) 

Market 
value 

per unit 
(D) 

market 
value 

(Ax D)' 

Taxable 
Gain/Loss 
(Ax D)-C 



Asset Description 

' ~ ~ 

Cost Years of 
useful 

life 

Table 3. (continued) 

5alvage 
value 

Depreciation 
method 

Accumulated 
depreciation 

(total) 

Annual 
depreciation 

expense' 

Tax basis 
(C) 

value 
per unit 

(D) 

market 
value 

(Ax D)" 

Taxable 
Gain/Loss 
(AxD)·C 



~ cp -1\.) 

Cost Years of 
useful 

life 

Table 3. (continued) 

Salvage 
value 

Depreciation 
method 

Accumulated 
depreciation 

(total) 

Annual 
depreciation 

expense' 

Tax basis 
(C) 

value 
per unit 

(D) 

market 
value 

(Ax D)" 

Taxable 
Gain/Loss 
(Ax D)·C 

1 For straight line depreciation, annual depreciation= (Total cost· Salvage value )I (Years of life). When the asset is first purchased, the amount of depreciatiOn taken the first year is the annual depreciatiOn amount multiplied 
by the proportion of the year remaining. For example, if the accounting year begins January 1 and the asset is purchased March 1, 10112 of the year remains so the annual depreciation amount is mutiplied by 10/12 to 
arrive at the depreciation amount for that year. 

• May also record death losses here. 



Table 4. Deferred Tax Worksheet 

Current Portion of Deferred Taxes 
Value of Marketable Securities 
Tax Basis of Marketable Securities 
Taxable Gain, Marketable Securities (a- b) 

Market Value of Other Current Assets 
(Inventories, accounts receivable, 
prepaid expenses, investment in growing 
crops, non-farm assets) 

Tax Basis of Other Current Assets 

Deductible Expenses 
(Accounts payable, accrued interest, 
state taxes payable, other) 

Deferred Taxable Income (c + d - e - f) 

Average Federal Tax Rate 
Deferred Federal Income Taxes (g x h) 
Average State Tax Rate 
Deferred State Taxes (g x j) 

Earned Income (g - c) 
Taxable Limit, Social Security Portion1 

Enter the smaller amount of (I) or (m) 
Social Security Tax Rate 
Deferred Social Security Tax (n x o) 
Medicare Tax Rate 
Deferred Medicare Tax (I x q) 

TOTAL DEFERRED TAXES, CURRENT (I + k + p + r) 

Non-Current Portion of Deferred Taxes 
Market Value of Non-Current Assets2 

(Breeding livestock, machinery & vehicles, 
real estate & improvements, other) 
Tax Basis of Non-Current Assets 
Deferred Taxable Income (s -t) 
Deferred Federal Taxes (h x u) 
Deferred State Taxes (j + u) 

TOTAL DEFERRED TAXES, NON-CURRENT (v + w) 

2,2QQ (a) 
1,7!i5 (b) 

415 (c) 

152,519 (d) 

88.Q75 (e) 

14,Q90 (f) 

50.769 (g) 

.25 (h) 

.Q6 Q) 

5Q,354 (I) 
87,0QQ (m) 
50.354 (n) 

,124 (o) 

,Q2~ (q) 

766.775 (s) 

653,327 (t) 
113.448 (u) 

12,692 (i) 

3.046 (k) 

6,244 (p) 

1A6Q (r) 

23.442 

28,362 (v) 
~ (w) 

35.169 

1 Earned income Includes net farm income (IRS definition), wages, salaries, etc. Interest income, capital gains, retirement income, etc. are generally exempt as 
these do not lit the social security definition of earned income. 

2 Excluding investments In cooperatives, cash value of life insurance. 
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The Oklahoma Cooperative Extension Service 
Bringing the University to You! 

The Cooperative Extension Service is the largest, 
most successful informal educational organization 
in the world. It is a nationwide system funded and 
guided by a partnership of federal, state, and local 
governments that delivers information to help people 
help themselves through the land~grant university 
system. 

Extension carries out programs in the broad categ~ 
ries of agriculture, natural resources and environment; 
family and consumer sciences; 4~H and other youth; 
and community resource development. Extension 
staff members live and work among the people they 
serve to help stimulate and educate Americans to 
plan ahead and cope with their problems. 

Some characteristics of the Cooperative Extension 
system are: 

• The federal, state, and local governments 
cooperatively share in its financial support and 
program direction. 

• It is administered by the land-grant university as 
designated by the state legislature through an 
Extension director. 

• Extension programs are nonpolitical, objective, 
and research-based information. 

• It provides practical, problem-oriented education 
for people of all ages. It is designated to take 
the knowledge of the university to those persons 
who do not or cannot participate in the formal 
classroom instruction of the university. 

• It utilizes research from university, government, 
and other sources to help people make their own 
decisions. 

• More than a million volunteers help multiply the 
impact of the Extension professional staff. 

• It dispenses no funds to the public. 

• It is not a regulatory agency, but it does inform 
people of regulations and oftheir options in meet~ 
ing them. 

• Local programs are developed and carried out in 
full recognition of national problems and goals. 

• The Extension staff educates people through 
personal contacts, meetings, demonstrations, 
and the mass media. 

• Extension has the built-in flexibility to adjust its 
programs and subject matter to meet new needs. 
Activities shift from year to year as citizen groups 
and Extension workers close to the problems 
advise changes. 

Oklahoma State UnlvetSitv, In compliance with Tltle VI and VII of the CMI Rights Act ol1964, Executive Order 11246 as amended, Tille IX of the Educalion Amendments of1972, Ame~cans 
with Disabilities Act of 1m, and other federal laws and regulations, does not dlscrlmlnate on the basis of race, color, national oogln, gender, age, religion, disability, or status as a veteran in 
any of its policies. practices, or procedures. This Includes but Is not limited to edmlsslons, employment, financial aid, and educaflonal serviCes. 

Issued In furtherance of Cooperative Extension work, ac1s of May 8 and June 30, 1914, In cooperation with the U.S. Deportment of Agrlcuiture, Robert E. Whitson, Director of Cooperative 
Extension Service, Oklahoma Stele University, Stillwater, Oklahoma This publication Is prtnted and Issued ll'f Oklahoma State University as authoozed by the Vtee President, Dean, and 
Director of the Division of Agricultural Sciences and Natural Resources and has been prepared and distributed at a cost of 20 cents per copy. 0305 
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