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Abstract

M&A stand for mergers and acquisitions. Mergers refer to the situation that the assets and liabilities of one company are transferred to the other company and the first company is dissolved. However, for acquisitions, both companies keep their legal status and one company acquires the control of the other company. With the development of the society, the transactions between companies become frequent and the scale of economy gets larger. Moreover, we find M&A become very common in international world. China, as a large developing country of WTO, also has an increasing number of transactions about M&A in the past few years. In fact, large companies all around the world have seen a variety of benefits for the development of the enterprises brought by M&A. And at the same time the whole society is benefited from M&A due to the efficient allocation of resources. However, the rules and standards about M&A are not very mature since M&A are relatively new rising transactions and very complicated. Fortunately, the issuance of “The notification of the income tax problem of the business combination and division transactions by the State Administration of Taxation” (No.119［2000］of State Administration of Taxation ) make up the blank of tax law. But we are still challenged by accounting for income tax of M&A because of the differences between accounting standards and rules of tax law. In order to gain more knowledge about the problem, the essay first introduces the general methods of accounting for income tax. Then the paper discusses the relevant rules of tax law and accounting standards for M&A. Last but not least, the thesis talks about the accounting treatment under different types of business combination so as to throw light on the problem.

【Key Words】income tax, M&A, business combination, balance sheet liability method, deductible or taxable temporary differences, deferred tax assets or liabilities
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1. Introduction
M&A comprises of mergers and acquisitions, is sometimes also known as business combination. Merger refers to the portfolio of one or two more companies and only one company maintains the original legal status while the legal status of the other companies will no longer exist. In fact, most activities of M&A can be included in Mergers. Acquisition means that a company with cash, bonds or stocks buys all or part of shares or assets of another company in order to get control of the company. All the companies involved in the behavior of acquisition remain their legal status. Although M&A started relatively late in China, the past five years have seen sharp increase in the trade volume of M&A , which makes China become active in the M&A of all the Asia-Pacific countries. After becoming a member of WTO, the development of M&A in China is getting more mature and rational. M&A has undergone major changes in the pattern and aims
. The early patterns of M&A were primarily passive and the main goal of M&A was to eliminate inferior companies. We can easily find that active pattern of M&A is growing at a rapid rate in the recent years and the prime target is to initiatively seek business expansion. Many great benefits brought by M&A result in the growing number of M&A
. Actually, the behavior of M&A between companies not only enhances the development of the companies but also contributes to the progress of the society. For the company, they can acquire assets at lower prices and get important factors of production. Moreover, they can achieve a higher market share by expanding the scale of the company. In addition, they are able to reduce business risk by realizing diversification. For the whole society, M&A can promote the rational flow of social resources and optimize the allocation of resources so that they can be used effectively. Furthermore, it can improve the development of economy by adjusting the structures of economy and industry. Additionally, M&A can avoid violent social unrest since the unrest caused by mergers is far lower than bankruptcies. However, due to the complication of M&A and the imperfection of the relevant rules and standards, we find ourselves really puzzled in dealing with the accounting problems related to M&A. With the rapid increase in the development of M&A, the establishment of new rules and standards are essential to solve the emerging problems relevant to M&A. Among all the problems, how to deal with the income tax stands out. In June 2000, the State Administration of Taxation issued a file named “The notification of the income tax problem of the business combination and division transactions by the State Administration of Taxation” (No.119［2000］of State Administration of Taxation ). To some extent, the file filled in the blank of tax law and keep in line with the international rules of treatment on the income tax of M&A. However, due to the differences between the tax law and the new “Enterprise Accounting Standards” on the initial measurement of the combination cost, direct relevant expenses and subsequent measurement, we feel challenged in recognition and measurement of accounting as to this issue. It’s meaningful to obtain a better understanding in order to help us know how to handle the accounting problems about income tax resulted from M&A.  
2. General methods of accounting for income tax

2.1 Income statement liability vs. balance sheet liability method

2.1.1 Income statement liability method
Income statement liability method is the analysis of different timing of recognition for revenues and expenses due to the differences between accounting standards and tax law, that the analysis of timing differences. Timing differences are differences between taxable profit and accounting profit that originate in one period and reverse in one or more subsequent periods. Accounting profit is net profit or loss for a period before deducting tax expense. Taxable profit is the profit for a period, determined in accordance with the rules established by the taxation authorities, upon which income taxes are payable. Timing differences analyze the differences between taxable profit and accounting profit from the perspective of income statement items and reflect the differences that appear in that period. Income statement liability method can only identify timing differences.
Timing differences emphasize on the influence on current tax caused by the origination and reversion of differences. Income statement liability method focuses on the past and present and can’t directly reflect the effects on the future. It places emphasis on matching revenues and expenses. Under income statement liability method, the items of income statement are recognized directly while items of balance sheet are recognized indirectly. In such situation, tax expense is calculated first, the formula is as follows: tax expense=accounting profit*tax rate. Then the deferred tax is calculated based on the differences between tax expense and current tax. Current tax is the amount of income taxes payable in respect of the taxable profit for a period.

2.1.2 Balance sheet liability method

Balance sheet liability method is the analysis of temporary differences, which are differences between the tax base of an asset or liability and its carrying amount in the balance sheet. Temporary differences analyze the differences between taxable profit and accounting profit from the perspective of income statement items and reflect the differences that appear in that time point. Balance sheet liability method can not only recognize timing differences but also other temporary differences. Because all timing differences are temporary differences, but there are some temporary differences which are not timing differences.

Temporary differences emphasize on the influence on the ending balance of assets and liabilities and the content of the differences and we can directly calculate deferred tax assets and deferred tax liabilities. Deferred tax assets are the amounts of income taxes recoverable in future periods in respect of:(a) deductible temporary differences;(b) the carry forward of unused tax losses; and(c) the carry forward of unused tax credits. Deferred tax liabilities are the amounts of income taxes payable in future periods in respect of taxable temporary differences. Balance sheet liability method focuses on present and future. Under balance sheet liability method, the items of balance sheet are recognized directly while the items of income statement are recognized indirectly. Deferred tax assets and deferred tax liabilities on balance sheet date are calculated first and then we calculate tax expenses. The formula is as follows: tax expense= current tax + (ending balance of deferred tax liabilities – beginning balance of deferred tax liabilities) – (ending balance of deferred tax assets- beginning balance of deferred tax liabilities).So the tax expense is the aggregate amount included in the determination of net profit or loss for the period in respect of current tax and deferred tax.
2.2 The adoption of balance sheet liability method

2.2.1 The strengths of balance sheet liability method

Compared to the income statement liability method, the balance sheet liability method better serves the needs of more relevant and reliable accounting information, which provides the following strengths:

1. Improve the relevance of accounting information
According to the balance sheet liability method, the deductible temporary differences and the taxable temporary differences would be recognized as deferred tax assets and deferred tax liabilities respectively. They are the essential items that comprise the balance sheet. Such accounting treatment can thoroughly reflect the inflow and outflow of cash in the future because of the temporary differences on the balance sheet date. Therefore, the information user can better judge the financial position and predict the future cash flow.

2. Provide more reliable and sufficient income tax accounting information
As mentioned above, the balance sheet liability method focuses on temporary differences, which includes all the timing differences and other temporary differences. Temporary differences arise in the following circumstances, which do not give rise to timing differences:

(a) Subsidiaries, associates or joint ventures have not distributed their entire profits to the parent or investor
(b) Assets are revalued and no equivalent adjustment is made for tax purposes; and

(c) The cost of a business combination that is an acquisition is allocated to the identifiable assets and liabilities acquired, by reference to their fair values but no equivalent adjustment is made for tax purposes.

Furthermore, there are some temporary differences which are not timing differences, for example those temporary differences that arise when:

(a) The non-monetary assets and liabilities of a foreign operation that is integral to the operations of the reporting entity are translated at historical exchange rates;

(b) Non-monetary assets and liabilities are restated under IAS 29, Financial Reporting in Hyperinflationary Economies; or

(c) The carrying amount of an asset or liability on initial recognition differs from its initial tax base.
Therefore, when we apply balance sheet liability method, we could acquire more sufficient and complete information.

3. Provide an easier and comprehensible way of accounting for income tax

Under income statement liability method, there is only one account which is “deferred income tax”. But under balance sheet liability method, we set two accounts based on the specific temporary differences. They are “deferred tax assets” and “deferred tax liabilities”. It’s more comprehensive for us to recognize and measure the deductible temporary differences and the taxable temporary differences by using two accounts.

4. Achieve the targets of tax law and accounting in an better way

The goal of the tax law is to assure the tax revenues while the aim of accounting is to provide relevant, reliable information to the users. It’s true that the differences can’t be avoided. Moreover, with the development of the economy, we can expect that there will be more temporary differences including timing differences and other temporary differences. However, using income statement liability method can’t handle other temporary differences. The adoption of balance sheet liability method can solve all the differences between accounting profit and taxable profit.
2.2.2 The application of balance sheet liability method
According to both “IAS 12 Income Taxes (revised 2000)” and “Accounting Standards for Enterprises No. 18 - Income Tax”, accounting for income tax should adopt the balance sheet liability method. Under balance sheet liability method, the key of accounting treatment is to determine the tax base of the assets and liabilities. The tax base of an asset is the amount that will be deductible for tax purposes against any taxable economic benefits that will flow to an enterprise when it recovers the carrying amount of the asset. The tax base of a liability is its carrying amount less any amount that will be deductible for tax purposes in respect of that liability in future periods. Once it’s decided, we can easily calculate the temporary differences by comparing the carrying amount of assets or liabilities to the tax base. By judging the influence on the future tax, temporary differences can be divided into taxable temporary differences and deductible temporary differences
:

1. When the carrying amount of assets is less than tax base or the carrying amount of liabilities is greater than tax base, the deductible temporary difference arises and shall be recognized as deferred tax assets.

2. When the carrying amount of assets is greater than tax base or the carrying amount of liabilities is less than tax base, the taxable temporary difference arises and shall be recognized as deferred tax liabilities.

3 Rules of tax law and accounting standards for M&A

3.1 Taxable and tax-free M&A

According to “The notification of the income tax problem of the business combination and division transactions by the State Administration of Taxation” (No.119［2000］of State Administration of Taxation ), the tax treatment of business combination will be divided into taxable and tax-free M&A.

1. Taxable M&A. Generally speaking, the combined party should be regarded as transfer or dispose of all assets at fair value, calculate the gains from the sale of assets and pay income tax according to the tax law. When combining party accept the relevant assets from the combined party, the tax should be calculated based on the assessment of the cost.

2. Tax-free M&A. If non-equity payment ( cash, securities and other assets other than combining party’s equity)of the purchase price paid to the combined party or its shareholders by the combining party is no higher than 20% of the face value of the equity payment, then the combining party should choose income tax treatment in accordance with the following provision: 

The tax base of all assets accepted by the combing party which are from the combined party should be determined based on the original net book value of the combined party.

3. The income tax treatment rules about taxable and tax-free M&A can be concluded as the following chart
:

	Type of M&A
	Ways of determination
	Income tax treatment

	Taxable M&A
	Non-equity payment>20%
	1. tax base: fair value of the assets 

2. the combined party should be regarded as transfer or dispose of all assets at fair value, calculate the gains from the sale of assets and pay income tax according to the tax law.

	Tax-free M&A
	Non-equity payment≤20%
	1. tax base: original net book value of assets

2. The tax base of all assets accepted by the combing party which are from the combined party should be determined based on the original net book value of the combined party.


In summary, under taxable M&A, the tax base should be based on the assessment costs of assets and profit or loss is recognized at the same time; under tax-free M&A, tax base should be based on the original net book value of the combined party and no profit or loss is recognized.
3.2 Accounting standards for M&A

3.2.1 Business combination under common control

Business combination under common control
 refers to the situation that the parties involved in combination are subject to the same control by one or more parties before and after the combination and that control is not ultimately temporary. Generally, business combination under common control is the combination between enterprises in the same enterprise group. Business combination under common control usually includes two types: Mergers under common control and acquisitions under common control.

The major features of business combination under common control could assist us in identify it: 

(1) From the perspective of the ultimate controlling party, the net assets it controls don’t change before and after combination and should be measured as the original book value.

(2) Because related parties are involved in this kind of combination, the price of transaction is usually not fair. The price agreed upon by the related parties could hardly be the base for accounting. If we adopt that price, it’s likely the value of assets is overestimated.

For business combination under common control, the combining party should obey the following rules to do related treatment:

(1) Measurement of the cost of business combination under common control. The assets and liabilities acquired from the business combination by the combining party should be measured based on the book value of combined party on business combination date.

(2) Treatment for the expenses incurred during the business combination under common control. Any relevant expenses incurred for the combination including the auditing cost, assessment cost, legal expenses, etc. should be measured as expenses for that accounting period by the combining party. The fees and commissions of the bonds issued or other debts assumed for the business combination should be recognized as the initial measurement of bonds or other debts. The fees and commissions incurred for the issuance of equity securities should be deducted from the premiums of the equity security. If the premium is not sufficient for deduction, the fees and commissions should be charged against the retained earnings.

(3) Treatment for the difference between the combining party’s interest in the book value of identifiable assets and liabilities acquired and the book value of the assets paid, debts assumed and equity securities issued 

a) The combining party’s interest in the book value of identifiable assets and liabilities acquired equals the book value of the assets paid, debts assumed and equity securities issued

The difference between the fair value and the book value of the assets paid, debts assumed and equity securities issued should not be recorded as current profits or losses.

b) The combining party’s interest in the book value of identifiable assets and liabilities acquired is higher than the book value of the assets paid, debts assumed and equity securities issued For mergers and acquisitions under common control, the excess of the combining party’s interest in the book value of identifiable assets and liabilities acquired over the book value of the assets paid, debts assumed and equity securities issued should credit “additional paid-in capital”. The difference between the fair value and the book value of the assets paid, debts assumed and equity securities issued should not be recorded as current profits or losses.

c) The combining party’s interest in the book value of identifiable assets and liabilities acquired is less than the book value of the assets paid, debts assumed and equity securities issued 

For mergers and acquisitions under common control, the excess of the book value of the assets paid, debts assumed and equity securities issued over the combining party’s interest in the book value of identifiable assets and liabilities acquired should debit “additional paid-in capital”. If the balance of “additional paid-in capital” is not sufficient for the excess, we should debit retained earnings. The difference under M&A between the fair value and the book value of the assets paid, debts assumed and equity securities issued should not be recorded as current profits or losses.

3.2.2 Business combination under no common control

Business combination under no common control
 refers to the situation that the parties involved in combination are not subject to the same control by one or more parties before and after the combination.

Compared to business combination under common control, there are some major features that distinguish business combination under no common control:

(1) Measurement of the cost of business combination under no common control. The cost should be measured by the fair value of the assets paid, the debts assumed and the equity securities issued. The specific rules are as follows:

a) Business combination achieved by one transaction. The cost is measured by the fair value on purchase date of the assets paid, the debts assumed and the equity securities issued, which are offered to the combined party by the combining party in order to acquire the control of the combined party.
b) Business combination achieved by several transactions. The cost is measured by the fair value on purchase date of the original equity held by the combining party plus the purchase price paid by combining party on purchase date.
(2) Treatment for the expenses incurred during the business combination under no common control. The direct relevant expenses incurred for the combination should be measured as the cost of business combination under no common control. The fees and commissions of the bonds issued or other debts assumed for the business combination should be recognized as the initial measurement of bonds or other debts. The fees and commissions incurred for the issuance of equity securities should be deducted from the premiums of the equity security. If the premium is not sufficient for deduction, the fees and commissions should be charged against the retained earnings.

(3) Treatment for the difference between the combining party’s interest in the fair value of identifiable assets and liabilities acquired and the cost of business combination under no common control. There are different ways for accounting treatment under three situations:

a) The combining party’s interest in the fair value of identifiable assets and liabilities acquired equals the cost of business combination under no common control.

The difference between the fair value and the book value of the assets paid, debts assumed and equity securities issued should be recorded as current profits or losses.

b) The combining party’s interest in the fair value of identifiable assets and liabilities acquired is higher than the cost of business combination under no common control.

For mergers under no common control, the excess of the cost of business combination over the combining party’s interest in the fair value of identifiable assets and liabilities acquired should be recorded as goodwill. For acquisitions under no common control, the excess of the cost of business combination over the combining party’s interest in the fair value of identifiable assets and liabilities acquired should not be recorded as goodwill. The difference under M&A between the fair value and the book value of the assets paid, debts assumed and equity securities issued should be recorded as current profits or losses.

c) The combining party’s interest in the fair value of identifiable assets and liabilities acquired is less than the cost of business combination under no common control.

For mergers and acquisitions under no common control, the excess of the combining party’s interest in the fair value of identifiable assets and liabilities acquired over the cost of business combination should be recorded as current profits or losses. The difference under M&A between the fair value and the book value of the assets paid, debts assumed and equity securities issued should be recorded as current profits or losses.

3.2.3 Comparison of two types of business combination
Before we apply the accounting treatment for income tax of M&A, it’s essential for us to distinguish the type of business combination. Because there’re two key elements for us to decide whether the differences are deductible temporary differences or taxable temporary differences, they are the tax base and carrying amount of assets and liabilities. Furthermore, only we identify the type of business combination can we expect to determine the right carrying amount of assets and liabilities. In other words, judging the type of business combination properly could help us find the correct accounting standards for accounting treatment. And we could find the differences between rules of tax law and accounting standards. Then we could apply the right accounting treatment for income tax of M&A. In order to identify the type of business combination properly, we should make a comparison of different types of business combination so as to discover the distinctions of accounting treatment for different types of business combination. By comparing five major aspects, we could properly determine the type of business combination. Five aspects of two types of business combination could be clearly viewed by using the following chart:
	Items
	Business combination under common control
	Business combination under no common control

	Cost of business combination
	The assets and liabilities acquired from the business combination by the combining party should be measured based on the book value of combined party on business combination date.
	The cost should be measured by the fair value of the assets paid, the debts assumed and the equity securities issued.

	Expenses incurred for business combination
	Any relevant expenses incurred for the combination including the auditing cost, assessment cost, legal expenses, etc. should be measured as expenses for that accounting period by the combining party.
	The direct relevant expenses incurred for the combination should be measured as the cost of business combination under no common control.

	The difference between FV and BV of the assets paid, debts assumed, equity securities issued
	The difference between the fair value and the book value of the assets paid, debts assumed and equity securities issued should not be recorded as current profits or losses.


	The difference between the fair value and the book value of the assets paid, debts assumed and equity securities issued should be recorded as current profits or losses.



	Whether the goodwill is involved
	No goodwill is involved
	For mergers under no common control, the excess of the cost of business combination over the combining party’s interest in the fair value of identifiable assets and liabilities acquired should be recorded as goodwill. For acquisitions under no common control, the excess of the cost of business combination over the combining party’s interest in the fair value of identifiable assets and liabilities acquired should not be recorded as goodwill.

	Whether related parties are involved
	Related parties are involved
	No Related parties are involved


4 Accounting treatment for income tax of M&A 
4.1 Mergers under common control

According to both “IAS 12 Income Taxes (revised 2000)” and “Accounting Standards for Enterprises No. 18 - Income Tax”, accounting for income tax should adopt the balance sheet liability method. By adopting balance sheet liability method for accounting treatment for income tax, the difference between tax base and book value of the assets and liabilities should be regarded as temporary differences. As mentioned above, the accounting standards state that the cost of mergers under common control should be measured by the book value of assets and liabilities; any expenses incurred for mergers under common control should be recorded as the current profits or losses. “The notification of the income tax problem of the business combination and division transactions by the State Administration of Taxation” (No.119［2000］of State Administration of Taxation ) states:

1. If the non-equity payment is no higher than 20%, the transaction is classified as tax-free merger; the tax base of the assets and liabilities is based on the book value of combined party. Therefore, when the non-equity payment of the purchase price paid by combining party is no higher than 20%, the carrying amount and tax base of assets and liabilities are the same, no adjustment is needed.

2. If the non-equity payment is higher than 20%, the transaction is classified as taxable merger; the tax base of the assets and liabilities is based on the fair value of the assets and liabilities plus the direct relevant expenses, thus temporary differences appear. The adjustments of tax should be divided into two aspects, including fair value and direct relevant expenses:

(1) When the carrying amount of assets is less than tax base (fair value of the assets) or the carrying amount of liabilities is greater than tax base(fair value of the liabilities), the deductible temporary difference arises and shall be recognized as deferred tax assets. When the carrying amount of assets is greater than tax base (fair value of the assets) or the carrying amount of liabilities is less than tax base(fair value of the liabilities), the taxable temporary difference arises and shall be recognized as deferred tax liabilities.

(2) According to accounting standards, the direct relevant expenses incurred for mergers under common control should be recorded as current profits or losses. However, the tax law states that the direct relevant expenses should be recognized as part of the tax base of the relevant assets. That is to say, the direct relevant expenses will be deducted from accounting profit step by step with the realization of the relevant assets in accordance with the law, however, the accounting standards state that the direct relevant expenses should be deducted from current accounting profit one time. The deductible temporary differences arise, which don’t affect the items of balance sheet. But the deductible temporary differences can be recognized as deferred tax assets.

According to the accounting standards, the excess of book value of assets paid, debts assumed, equity securities issued over the combining party’s interest in the book value of identifiable assets and liabilities acquired should debit additional paid-in capital and debit retained earnings if necessary. The excess should not be recognized as goodwill. However, it should be regarded as goodwill according to the tax law. The goodwill could be deducted when it’s transferred or disposed. Then deductible difference arise, we should record deferred tax assets.

Moreover, if non-cash assets are used as payment by the combining party for mergers under common control, the difference between the fair value and the book value of the assets paid, debts assumed and equity securities issued should not be recorded as current profits or losses in accordance with accounting standards. However, the tax law states that the exchange of non-cash assets between enterprises should be regarded as sale of products or assets disposal. Therefore, the transaction causes permanent differences, which affect current tax. The amount of adjustment for tax would be the difference of the fair value and the book value of the non-cash assets. 
4.2 Acquisitions under common control
1. The initial measurement of long-term equity investment

According to “Accounting standards for enterprises No.2—long-term equity investment”, for acquisitions under common control, the combining party who uses cash, transfer of non-cash assets, incurrence of debts or the issuance of equity securities as payment should measure the initial cost of investment as the book value of the equity of the combined party on date of acquisition. The direct relevant expenses should be recorded as current profits or losses. The tax law states as follows:

(1)If the non-equity payment is no higher than 20%, the transaction is classified as tax-free acquisition; the tax base of long-term equity investment is based on the book value of equity of combined party. Therefore, when the non-equity payment of the purchase price paid by combining party is no higher than 20%, the carrying amount and tax base of long-term equity investment are the same, no adjustment is needed.

(2) If the non-equity payment is higher than 20%, the transaction is classified as taxable acquisition; the tax base of long-term equity investment is based on the fair value of the equity of the combined party plus the direct relevant expenses, thus temporary differences appear. The adjustments of tax should be divided into two aspects, including fair value and direct relevant expenses:

(a) When the carrying amount of long-term equity investment is less than tax base (fair value of long-term equity investment), the deductible temporary difference arises and shall be recognized as deferred tax assets. When the carrying amount of long-term equity investment is greater than tax base (fair value of long-term equity investment), the taxable temporary difference arises and shall be recognized as deferred tax liabilities.

(b) According to accounting standards, the direct relevant expenses incurred for acquisitions under common control should be recorded as current profits or losses. However, the tax law states that the direct relevant expenses should be recognized as part of the tax base of long-term equity investment. The deductible temporary differences arise, which don’t affect the items of balance sheet. But the deductible temporary differences can be recognized as deferred tax assets.

2. The subsequent measurement of long-term equity investment

According to “Accounting standards for enterprises No.2—long-term equity investment”, the combined party should adopt cost method for accounting and apply equity method for adjustment for preparing consolidated financial statements. When the combined party declares cash dividends, the combining party should recognize them as current investment gains. The gains recognized should be limited to the distribution of accumulated net income after the acquisition. If the distribution of cash dividends is higher than accumulated net income after the acquisition, the excess should be regarded as recovery of long-term equity investment. However, “Tax law for enterprises” stipulates that the cash dividends, bonuses and other investment gains are exempted from income tax and are not limited to the distribution of accumulated net income after the acquisition. The excess of the distribution of cash dividends over accumulated net income after the acquisition should not be regarded as the recovery of long-term equity investment. The tax base of long-term equity investment should not be changed unless additional investment or recovery of investments occurs. Because of the differences of accounting standards and rules of tax law, we should choose correct accounting treatment for the income tax based on the situation
:

(1) Because we recognize cash dividends as current investment gains according to accounting standards while the gains are exempted from income tax, permanent differences arise, which affect current tax.

(2) If the distribution of cash dividends is higher than accumulated net income after the acquisition, the excess should be regarded as recovery of long-term equity investment in accordance with accounting standards. But the tax law stipulates that the tax base of long-term equity investment should not be changed unless additional investment or recovery of investments occurs. The difference between the tax base and carrying amount of long-term equity investment cause the temporary differences, deferred tax assets or deferred tax liabilities should be recognized based on deductible or taxable temporary differences. 
Furthermore, if non-cash assets are used as payment by the combining party for acquisitions under common control, the difference between the fair value and the book value of the assets paid, debts assumed and equity securities issued should not be recorded as current profits or losses in accordance with accounting standards. But the tax law states that the exchange of non-cash assets between enterprises should be regarded as sale of products or assets disposal. Therefore, the transaction causes permanent differences, which affect current tax. The amount of adjustment for tax would be the difference of the fair value and the book value of the non-cash assets. 
4.3 Mergers under no common control

Business combination under no common control emphasizes the transactions with third party, so we should apply accounting treatment in accordance with “Accounting standards for enterprises No.7—exchange of non-cash assets”. From the perspective of the enterprise group, business combination under no common control adds the assets and liabilities of the group. Thus they should be measured by fair value according to accounting standards. If merger under no common control is classified as taxable merger, the carrying amount and the tax base of the assets and liabilities the combining party acquires are both measured by fair value, thus there are no temporary differences. However, if non-equity payment is no higher than 20%, it will be classified as tax-free merger. According to tax law, the tax base would be based on the book value of the assets and liabilities the combining party acquires. But the carrying amount would be determined by the fair value of the net assets in accordance with accounting standards. Due to the differences between tax base and carrying amount, the temporary differences occur; deferred tax assets or deferred tax liabilities will be recorded.

For mergers under no common control, in order keep with the accounting standards, the excess of fair value of assets paid, debts assumed, equity securities issued over the combining party’s interest in the fair value of identifiable assets and liabilities acquired should be recognized as goodwill. The goodwill is reflected in the balance sheet of the combining party. However, it should not be regarded as goodwill according to the tax law. So the tax base of goodwill is zero. The carrying amount of the goodwill is higher than the tax base of the goodwill, the taxable temporary differences arise, by convention we should record deferred tax liabilities. However, if we recognize deferred tax liabilities due to the taxable temporary differences, the deferred tax liabilities would increase the book value of the goodwill. If we consider the deferred tax liabilities brought by the added value of goodwill, then the book value of the goodwill will increase again. The cycle is not exhaustive. Therefore, the accounting standards stipulate that no deferred tax liabilities is recognized due to the taxable temporary differences caused by goodwill.

4.4 Acquisitions under no common control
As mentions above, business combination under no common control should measure assets and liabilities by fair value according to accounting standards. For acquisitions under no common control, the long-term equity investment should be measured by the fair value of the assets paid, debts assumed and equity securities issued in accordance with accounting standards. If acquisition under no common control is classified as taxable acquisition, the tax base is also based on fair value. Then the tax base and carrying amount of long-term equity investment would be the same, no adjustment would be needed. However, if non-equity payment is no higher than 20%, it will be classified as tax-free acquisition. According to tax law, the tax base would be based on the book value. Thus the tax base and carrying amount of long-term equity investment would be different, the temporary differences would arise and deferred tax assets or deferred tax liabilities would be recognized.

For acquisitions under no common control, in order keep with the accounting standards, the excess of fair value of assets paid, debts assumed, equity securities issued over the combining party’s interest in the fair value of identifiable assets and liabilities acquired should not be recognized as goodwill.

5. Conclusion and summary
“IAS 12 Income Taxes (revised 2000)” and “Accounting Standards for Enterprises No. 18 - Income Tax” stipulates that accounting for income tax should adopt the balance sheet liability method. Under balance sheet liability method, the key of accounting treatment for income tax is to determine the carrying amount and tax base of assets and liabilities. Once they are decided, we can find temporary differences and then recognize deferred tax assets or deferred tax liabilities. The determination of tax base depends on the rules of tax law. According to “The notification of the income tax problem of the business combination and division transactions by the State Administration of Taxation” (No.119［2000］of State Administration of Taxation ), the tax base would be based on book value if it’s tax-free M&A. Otherwise, under taxable M&A, the tax base depends on the fair value. And we should figure out the type of business combination in order to determine the carrying amount. By identifying the features of business combination, we divide them into two general types: business combination under common control and business combination under no common control. And business combination under common control includes mergers and acquisitions under common control and business combination under no common control includes mergers and acquisitions under no common control. The carrying amount is decided by the book value if it’s business combination under common control. For business combination under no common control, the carrying amount is determined by the fair value. Due to no differences between tax base and carrying amount for tax-free business combination under common control and taxable business combination under no common control, no adjustment is needed. However, for taxable business combination under common control and tax-free business combination under no common control, the differences between tax base and carrying amount cause deductible and taxable temporary differences, deferred tax assets and deferred tax liabilities should be recognized. Last but not least, goodwill appears only in business combination under no common control. For mergers under no common control, goodwill is recognized and reflected in the balance sheet of the combining party, it should not be regarded as goodwill according to the tax law. But the accounting standards stipulate that no deferred tax liabilities are recognized due to the taxable temporary differences caused by goodwill. For acquisitions under no common control, goodwill is not recognized and included in the book value of the long-term equity investment. It’s only reflected in the consolidated balance sheet. But no deferred tax liabilities are recognized as well.
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