
 
 

 
Southwest Airlines – 2008 (B)1 

Accounting for income taxes – financial versus tax reporting 
 
 Southwest Airlines, as a profit-seeking company operating in the U.S., is required to file 

federal and state income tax returns.  Management, operating in the interest of shareholders, 

makes reporting choices available under federal and state tax codes to defer, and in some 

instances avoid, the payment of taxes.  These choices often differ from accounting policies 

management uses for reporting to the company’s shareholders under generally accepted 

accounting principles (a.k.a., GAAP).  Differences between tax reporting and financial reporting 

that do not reverse over time are referred to as permanent.  Differences between tax reporting 

and financial reporting that reverse over time are referred to as temporary differences.  These 

temporary differences are reconciled in deferred tax accounts that can appear as assets and/or 

liabilities on the balance sheet (Exhibit 1).  Tax expense on the income statement is often 

referred to as “provision for income taxes” (Exhibit 2).  Tax expense can be more or less than the 

amount actually owed on the Company’s Federal and State tax returns.  The difference between 

tax expense and the amount owed is often shown only in the notes to the financial statements. 

 Note 16 to Southwest’s financial statements (Exhibit 3) provides information about 

differences between tax and financial (i.e., “book”) reporting.  This note has three key parts:   

• The first paragraph and the table that follows describe how temporary differences 
between book and tax reporting are shown as deferred tax liabilities and assets on the 
balance sheet.   

• The brief second paragraph and the table that follows reconciles differences between the 
financial reporting tax expense (shown as “provision for income taxes” on the income 
statement) and current taxes actually owed to Federal and state tax authorities.  This 
difference between tax expense and current taxes is referred to as the deferred portion 
of tax expense.   

• The brief third paragraph and the table that follows reconciles differences between a 
hypothetical amount of tax based on the federal statutory tax rate (35%) applied to net 
income before tax ($278 in 2008) and the amount of tax expense shown in the income 
statement as “provision for income taxes” ($100 in 2008).   

                                                           
1 This case was prepared from publicly available data by Professors Robert M. Bowen and Jane Kennedy 

Jollineau of the University of Washington for class discussion purposes only.  Revised September 7, 2009. 
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The major purpose of the questions below is to gain a general understanding of the differences 

between tax and financial reporting for Southwest Airlines.   

 

Questions: 

1. Prepare a journal entry to record the provision for income taxes (i.e., income tax expense) 
for 2008.  [Warning: Do not attempt to use the specific deferred income tax accounts 
affected on the Balance Sheet or at the top of note 16, page 5.  Rather, see note 16 – page 
6 for direct information on the current and deferred components of the provision for 
income taxes.] 

 
2. Compute Southwest’s “effective tax rate” for 2008, computed as provision for income 

taxes divided by income before income taxes.  Why is this figure different from the U.S. 
statutory rate of 35%?   

 
3. Supplementary information to the Statement of Cash Flows (not provided) discloses that 

cash payments for income taxes totaled $71 million in 2008.  Given pre-tax profits of 
Southwest were $278 million, why do you suppose tax payments were relatively low?   

 
4. Independent of the actual facts, assume that, in 2008, Southwest management considered 

selecting a less accelerated depreciation method for financial (not tax) reporting.  What 
would have been the effect on the following amounts by adopting a less accelerated 
method (i.e., higher, lower, no effect, or cannot be determined)? 

 
  Effect? 
 
 Income tax expense: _____________ 
 
 Income taxes payable: _____________ 
 
 Deferred income taxes (liability): _____________ 
 
5. Assume you are a financial analyst who believes that tax expense for financial reporting 

purposes should be based on actual taxes owed to Federal and state tax authorities.  
Accordingly, you restate the financial statements to eliminate the deferred income tax 
accounts.  What amounts would change on Southwest's income statement and balance 
sheet if the Company's financial statements based tax expense on tax payable from the 
tax return?  (Ignore totals and subtotals other than net income.) 

 
 a. Effect on the Income statement for 2008?  (As reported vs. Restated) 

 
 b. Effect on the Balance sheet at December 31, 2008?  (As reported vs. Restated) 
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Exhibit 1 
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Exhibit 2 
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Exhibit 3 
 

SOUTHWEST AIRLINES CO. 
Note 16 from the financial statements on income taxes (excerpt) 

 

 
 

(Continued on next page) 
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Exhibit 3 (continued) 
 

SOUTHWEST AIRLINES CO. 
Note 16 from the financial statements on income taxes (excerpt) 

 
 

 
 

 
 


