Corporate Finance
Taxation Exercises SOLUTIONS

1) A company provides the following tax information:
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a) Calculate the effective tax rate.
b) Calculate the quarterly and annual income tax expense.
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2) A company provides the following financial information:
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a) Calculate the net income for each company.
b) Calculate the net cash flow for each company.
c) Reconcile the difference in net cash flow based on financing choice and tax rate.

[image: ]


3) A company provides the following capital budgeting information:
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a) Calculate the present value of operating cash flows during the project.
b) Calculate the amount by which the company will understate present value of cash flows if it does not include the tax benefit of depreciation.
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4) A company provides the following investment property information:
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a) Calculate the gain/loss amounts end of years 1 and 2 under IFRS.
b) Calculate depreciation for years 1 and 2 under tax reporting.
c) Calculate the gain/loss on sale under tax reporting.
d) Calculate the deferred tax asset/liability balance at the end of years 1 and 2, and the year 3 income tax payable amount based on taxable gain/loss.
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Company A Company B

Operating income 650,000 $         650,000 $        

Interest expense 160,000 $         - $                 

Dividends - $                  160,000 $        

Income tax rate 35% 35%
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Company A Company B

Operating income 650,000 $         650,000 $        

Interest expense 160,000 $         - $                 

Taxable income 490,000 $         650,000 $        

Income tax expense 35% 171,500 $         227,500 $        

Net income 318,500 $         422,500 $        

Dividends - $                  160,000 $        

Net cash flow 318,500 $         262,500 $        

Difference 56,000 $          

Reconciliation

Financing cost 160,000 $         160,000 $        

Tax benefit 35% N/A

Difference 56,000 $          
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1                      2                      3                     

Operating income 125,000 $      180,000 $      360,000 $     

Depreciation 45,000 $        45,000 $        45,000 $       

Tax rate 28%

Discount rate 16%

Year
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1                      2                      3                     

Operating income 125,000 $      180,000 $      360,000 $     

Depreciation 5,000 $           5,000 $           5,000 $          

Operating cash flow 130,000 $      185,000 $      365,000 $     

Taxable income 125,000 $      180,000 $      360,000 $     

Tax rate 28% 28% 28% 28%

Tax payment 35,000 $        50,400 $        100,800 $     

Net cash flow 95,000 $        134,600 $      264,200 $     

Discount rate 16%

PV 213,360 $     

1                      2                      3                     

Operating cash flow 130,000 $      185,000 $      365,000 $     

Taxable income 125,000 $      180,000 $      360,000 $     

Difference (= depreciation) 5,000 $           5,000 $           5,000 $          

Tax rate 28% 28% 28%

Tax savings 1,400 $           1,400 $           1,400 $          

Discount rate 16%

PV 3,144 $          

CORRECT METHODOLOGY

Year

RECONCILIATION

Year
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Building 400,000 $        

Value end of year 1 440,000 $        

Value end of year 2 390,000 $        

Building life, years 25                      

Tax rate 32%
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Year 1 change 40,000 $          

IFRS journal entry:

Building 40,000 $          

    Fair value adjustment gain 40,000 $          

Year 2 change (50,000) $        

IFRS journal entry:

Fair value adjustment loss 50,000 $          

    Building 50,000 $          

Tax journal entries:

Year 1

Income tax expense 12,800 $          

Income tax payable 5,120 $            

    Deferred tax liability 17,920 $          

Year 2

Income tax payable 5,120 $            

Deferred tax asset 10,880 $          

    Income tax expense 16,000 $          

Year 3

Purchase price 400,000 $        

Annual depreciation 16,000 $          

Years 2                        

Accumulated depreciation 32,000 $          

Net book value 368,000 $        

Market value 390,000 $        

Gain/(loss) on sale 22,000 $          

Tax rate 32%

Income tax payable 7,040 $            

Deferred tax liability 7,040 $            

    Income taxes payable 7,040 $            
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Income tax rates Rate

First $200,000 income 8%

Next $800,000 income 12%

Next $3,000,000 income 25%

Income above $4,000,000 40%

Quarterly pre-tax income estimates Q1 Q2 Q3 Q4 Total

980,000 $         1,240,000 $     1,600,000 $     1,250,000 $     5,070,000 $    
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Tax calculation

Income Rate Tax Expense

200,000 $                8% 16,000 $          

800,000 $                12% 96,000 $          

3,000,000 $            25% 750,000 $        

1,070,000 $            40% 428,000 $        

5,070,000 $            1,290,000 $    

Effective tax rate 25.44%

Quarterly tax expense Q1 Q2 Q3 Q4 Total

Pre-tax income 980,000 $         1,240,000 $     1,600,000 $     1,250,000 $     5,070,000 $    

Effective tax rate 25.44% 25.44% 25.44% 25.44%

Income tax expense 249,349 $         315,503 $         407,101 $         318,047 $         1,290,000 $    


