CHAPTER 2
FINANCIAL STATEMENTS, CASH FLOW, TAXES & CAPITAL COST ALLOWANCE

Financial statements are a key source of information for financial decisions. We pay special attention to the practical details of cash flow – the difference between the number of dollars that come in and go out.


STATEMENT OF FINANCIAL POSITION
This is the firm’s accounting on a particular date – it’s how much the company is worth. It’s a convenient means of organizing and summarizing what a firm owns (assets) and what a firm owes (liabilities) and the difference between the two (firm’s equity) at a given time.

What are you going to look at to value it?
· How many assets does the firm have?
· How much do they owe?

	Assets
	Liabilities

	Current Assets
	Current Liabilities

	Fixed Assets
	Long-Term Debt

			

		
	Equity

	
	Common Stock




The difference between ASSETS and LIABILITIES is shareholders’ equity:

	
(ASSETS) – (LIABILITIES) = SHAREHOLDERS’ EQUITY




ASSETS
These are things that the company owns. They’re classified as either current or fixed.

· Current Assets
· These have a life of less than one year: inventory, cash, accounts receivable – will be converted to cash within 12 months

· Fixed Assets (Capital Assets): Have a relatively long life.
· Tangible: Machinery, plants, trucks
· Intangible: Patents, knowledge

LIABILITIES
These are what the company owes – it’s the first thing listed on the right-hand side of the statement of financial position.

· Current Liabilities
· These have a life of less than one year: accounts payable
· Long-Term Liabilities: This is a loan that the firm will pay off over a longer period of time. Firms borrow from a number of sources, and we use the term bond & bondholder to refer to long-term debt and long-term debtors.
· Loans


SHAREHOLDER’S EQUITY
This is intended to reflect the fact that if the firm were to sell off all of its assets and use the money to pay off its debts, whatever residual value would belong to shareholders.

	
(ASSETS) – (LIABILITIES) = SHAREHOLDERS’ EQUITY





NET WORKING CAPITAL
This keeps the firm functioning. It’s the difference between current assets and current liabilities. 

	
(CURRENT ASSETS) – (CURRENT LIABILITIES) = NET WORKING CAPITAL




This number is positive when the cash that will be received over the next 12 months exceeds the cash that will be paid out.

A positive number usually indicates a healthy firm; it tells you how efficient the firm is or how successful they are.

	Canadian Enterprises Ltd
Statement of Financial Position
As of December 31, 2011 and 2012

	
	2011
	2012
	
	
	2011
	2012

	Assets
	
	Liabilities & Owner’s Equity

	Current Assets
	
	
	
	Current Liabilities
	
	

	  Cash
	$114
	$160
	
	  Accounts Payable
	$232
	$26

	  Accounts Receivable
	$445
	$688
	
	  Notes Payable
	$196
	$123

	  Inventory
	$553
	$555
	
	    Total
	$428
	$389

	    Total
	$1112
	$1403
	
	
	
	

	
	
	
	
	Long-Term Debt
	$408
	$454

	Fixed Assets
	
	
	
	Owners’ Equity
	
	

	  Net, plant & equipment
	$1644
	$1709
	
	  Common Shares
	$600
	$640

	
	
	
	
	  Retained Earnings
	$1320
	$1629

	
	
	
	
	    Total
	$1920
	$2269

	Total Assets
	$2756
	$3112
	
	Total Liabilities & Owners’ Equity
	$2756
	$3112



The structure of assets reflects the line of business the firm is in and also managerial decisions about how much cash and inventory to maintain and about credit policy, fixed asset acquisition and so on.

The liabilities side of the statement of financial position reflects main managerial decisions about capital structure and the use of short-term debt.

	
Ex.: In 2012, total long-term debt for the company was $454 and total equity was $2269 – so the total long-term financing was $454 + $2269 = $2723.

Of this amount, $454/2723 = 16.67% was long-term debt. This percentage reflects capital structure decisions made in the past by management.




Three important things to keep in mind when examining a statement of financial position:

· Liquidity
· Debt VS Equity
· Market Value VS Book Value


Liquidity – The speed and ease with which an asset can be converted to cash.
Liquidity has 2 dimensions:
· Ease of conversion
· Loss of value
Any asset can be quickly converted to cash if the price is lowered – a highly liquid asset is therefore one that can be quickly sold without significant loss of value.

An illiquid asset is one that can’t be quickly converted to cash without a substantial price reduction.

On the statement of financial position, the assets that are most liquid are listed first. Fixed assets are relatively illiquid. These consist of things like buildings and equipment. Intangible assets, like trademarks, have no physical existence but can be very valuable.

Debt VS Equity – Creditors are usually given first claim to the firm’s cash flow. Equity holders are only entitled to the residual value, the portion left after creditors are paid.

(Assets) – (Liabilities) = Shareholder’s Equity

The use of debt in a firm’s capital structure is called financial leverage. The more debt a firm has (as a percentage of assets), the greater its degree of financial leverage.

Value VS Cost – The accounting value of a firm’s assets is usually referred to as the carrying value or the book value of the assets.

IFRS allows companies to use the historical cost method; it also allows the revaluation (fair value) method.

Revaluation Method: All items in a class of assets should be revalued simultaneously and then revaluation should be performed with enough regularity that at the statement of financial position date, the carrying amount isn’t materially different from the fair value amount.

Market Value – The price at which buyers and sellers trade assets
When market values are considerably below book values, its customary accounting practice to write down assets


STATEMENT OF COMPREHENSIVE INCOME
This measures the performance over a period of time, usually one year. The statement of comprehensive income equation is:

	
REVENUE – EXPENSES = INCOME




Generally, you report revenues first and then deduct any expenses for the period. Subsequent parts include, among other things, financing expenses such as interest paid. Taxes paid are reported separately.

The last item is not income; net income is often expressed on a per-share basis and called earnings-per-share (EPS).

	Canadian Enterprises
2012 Statement of Comprehensive Income
($ millions)

	Net Sales
	
	$1509

	Cost of goods sold
	
	$750

	Depreciation
	
	$65

	Earnings before interest & taxes
	
	$694

	Interest paid
	
	$70

	Income before taxes
	
	$624

	Taxes
	
	$250

	Net Income
	
	$374

	  Addition to retained earnings
	$309
	

	  Dividends
	$65
	



The company paid dividends of $65. The difference between net income and cash dividends, $309, is the addition to retained earnings for the year. This amount is added to the cumulative retained earnings account on the statement of financial position.

IFRS 
The matching principle of IFRS (International Financial Reporting Standards) dictates that revenues must be matched with expenses. So income is reported when it’s accrued even in the case of no cash flow (selling goods on credit).


Accounting & Finance
Finance and accounting use different values; market values (finance) VS book values (accounting) and cash (finance) VS non-cash (accounting) items.

	
Market Value – This is the fair value of the asset; the value in the market. The asset is traded at that value.

Book Value – Also known as ‘carrying value’. This is the value in your accounting books or the value carried on the balance sheet; it’s regularly revalued.





Cash VS Non-Cash Items
A primary reason that the accounting income differs from cash flow is that the statement of comprehensive income contains non-cash items.

Non-cash items like depreciation lower net income.

Sales booked increase income but customer may not have paid yet.

	
Ex.:
A firm buys an asset for $5000 and pays cash. 
The firm has a $5000 cash outflow when it’s purchased.
But instead of deducting the $5000 as an expense, an accountant might depreciate the asset over a 5-year period.
If the depreciation is straight-line, the asset is written down to zero over that period, $5000/5 = $1000 would be deducted each year as an expense.

The important thing is that this $1000 deduction isn’t cash, it’s an accounting number. The actual cash outflow occurred when the asset was purchased.




So, the accountant seeks to expense the purchase of the asset with the benefits produced from owning it as a way of representing the use of the asset over time.

The actual timing of cash inflows and outflows is critical in coming up with a reasonable estimate of market value, so we have to know how to separate the cash flows from the non-cash accounting entries.

Time & Costs
It’s useful to think of the future as having 2 distinct parts:
· The short-run
· The long-run
This distinction has to do with whether costs are fixed or variable. In the long-run, all business costs are variable – given enough time, assets can be sold, debts can be paid, and so on.

If the time is relatively short, costs are effectively fixed – they have to be paid (property taxes etc.). Other costs, like wages to workers and payments to suppliers, are still variable.

As a result, even in the short-run, the firm can vary its output level by varying expenditures in these areas.

The distinction between fixed and variable costs is important to the financial manager, but the ways that costs are reported on the statement of comprehensive income isn’t a good guide as to which costs are which. Accountants tend to classify costs as either product costs or period costs.

Product Costs – Raw materials, direct labor expense, manufacturing overhead
These are reported on the statement of comprehensive income as costs of goods sold, but they include both fixed & variable costs.

Period Costs – Incurred during a particular time period 
They’re reported as selling, general and administrative expenses. Some of these costs include fixed & variable. The company president’s salary is a period cost and is probably fixed in the short-run. 



STATEMENT OF CASH FLOWS
Cash flow is one of the most important pieces of information that a financial manager can derive from financial statements.

· How much money do we have?

We want to know what’s happening to cash flow, how it’s generated and how it’s paid. Money generated should technically be allocated to shareholders and debt holders.

We know that the value of a firm’s assets is equal to:

[The value of its liabilities] + [The value of its equity]

Similarly, the cash flow from assets must equal the sum of the cash flow to bondholders (creditors) plus the cash flow to shareholders (owners).


CASH FLOW FROM ASSETS
This is the total cash flow to bondholders (debts) and shareholders. The CFFA (cash flow from assets) is what the firm generates.



Cash flow from assets involves 3 components:
· Operating cash flow
· Capital spending
· Additions to net working capital

	
Operating Cash Flow – The cash flow that results from the day-today activities of producing and selling.




Expenses associated with the firm’s financing of its assets aren’t included because they’re not operating expenses.

	
Capital Spending – The net spending on fixed assets (purchases of fixed assets less sales of fixed assets).





	
Additions to Net Working Capital – The amount spent on net working capital. It’s measured as the change in net working capital over the period being examined and represents the net increase in current assets over current liabilities.





	
(CASH FLOW TO BONDHOLDERS) + (CASH FLOW TO SHAREHOLDERS)
=
CASH FLOW FROM ASSETS (CFFA)


(INTEREST PAID) – (NET NEW BORROWING) = CASH FLOW TO BONDHOLDERS


(DIVIDENDS PAID) – (NET NEW EQUITY RAISED) = CASH FLOW TO SHAREHOLDERS




CFFA consists of 3 parts:

· Operating Cash Flow: Made something, sold it

· Net Capital Spending: Had to replace a machine

· Changes in NWC: Needed larger inventory – added to net working capital

	
(OPERATING CASH FLOW) – (NET CAPITAL SPENDING) – (CHANGES IN NWC)
=
CASH FLOW FROM ASSETS (CFFA)







OPERATING CASH FLOW
The operation of a company will generate some earnings.

To calculate operating cash flow, we want to calculate: [Revenues] – [Costs], but we don’t want to include depreciation since it’s not a cash outflow, and we don’t want to include interest because it’s a financing expense. We don’t want to include taxes because taxes are paid in cash.

EBIT = earnings before interest and taxes

	
(EBIT) + (DEPRECIATION) – (TAXES)
=
OPERATING CASH FLOW




Depreciation is not a cash expense.

	Canadian Enterprises
2012 Operating Cash Flow

	Earnings before interest & taxes
	$694

	+ Depreciation
	$65

	- Taxes
	$250

	  Operating cash flow
	$509



The $694 above is almost what we want because it doesn’t include interest paid – but we have to make 2 adjustments:
· Depreciation is a non-cash expense (add it back in)
· Taxes are paid in cash (subtract it)

The result is operating cash flow – Canadian Enterprises had a 2012 operating cash flow of $509

This can be confusing because in accounting, operating cash flow is often defined as net income plus depreciation, for Canadian Enterprises, this would have been $374 + $65 = $439.

The accounting definition of operating cash flows differs from ours in one important way: Interest is deducted when net income is computed. The difference between the $509 operating cash flow and this $439 we calculated is $70, the amount of interest paid for the year.

· This definition of cash flow treats interest paid as an operating expense; our definition treats it properly as a financing expense


CAPITAL SPENDING
What has changed? How much value has been lost through depreciation?

Net capital spending is: [money spent on fixed assets] = [money received from the sale of fixed assets].

	
(ENDING NET FIXED ASSETS) – (BEGINNING NET FIXED ASSETS) + (DEPRECIATION)
=
NET CAPITAL SPENDING





	Ending Fixed Assets
	$1709

	- Beginning Fixed Assets
	$1644

	+ Depreciation
	$65

	  Net Investment in Fixed Assets
	$130



The 2012 statement of financial position shows $1709 in net fixed assets, so we must have spent a total of 1709 – 1579 = $130 on fixed assets during the year.

The $130 is our net capital spending for 2012.

Net capital could be negative – this would happen if the firm sold more assets than it purchased. The ‘net’ refers to purchases of fixed assets net of any sales.


CHANGE IN NET WORKING CAPITAL
Not only do firms invest in fixed assets, they also invest in current assets.

Ex.: Going back to the statement of financial position, we see that at the end of 2012, Canadian Enterprises had current assets of $1403 and at the end of 2011, current assets were $1112. So, during the year, the invested 1403 – 1112 = $291 in current assets.

As a firm changes its investment in current assets, its current liabilities usually change as well.

To determine the changes in net working capital, the easiest approach is to take the difference between the beginning and ending net working capital (NWC) figures:


	
(ENDING NET WORKING CAPITAL) – (BEGINNING NET WORKING CAPITAL)
=
CHANGES IN NET WORKING CAPITAL





	Ending NWC
	$1014

	- Beginning NWC
	$684

	  Change in NWC
	$330




Net working capital increased by $330 – in other terms, Canadian Enterprises has a net investment of $330 in NWC for the year.

Conclusion
Now we’re ready to calculate cash flow from assets. The total cash flow from assets is given by:
[Operating Cash Flow] – [Amounts Invested in Fixed Assets & NWC]

So, for Canadian Enterprises we have:

	Canadian Enterprises
2012 Cash Flow from Assets

	Operating cash flow
	$509

	- Net capital spending
	$130

	- Changes in NWC
	$330

	  Cash flow from assets
	$49




CASH FLOW TO CREDITORS & SHAREHOLDERS

The cash flows to creditors and shareholders represent the net payments to creditors & owners during the year. They’re calculated in similar way:


	
(INTEREST PAID) – (NET NEW BORROWING) = CASH FLOW TO BONDHOLDERS


(DIVIDENDS PAID) – (NET NEW EQUITY RAISED) = CASH FLOW TO SHAREHOLDERS









Cash Flow to Creditors 
From the statement of comprehensive income, we see that Canadian Enterprises paid $70 in interest to creditors. From the statement of financial position, we see that long-term debt rose by $454 – 408 = $46.

So Canadian Enterprises paid out $70 in interest, but it borrowed an additional $46. Net cash flow to creditors (bondholders) is thus:

	Canadian Enterprises
2012 Cash Flow to Creditors

	Interest paid
	$70

	- Net new borrowing
	$46

	  Cash flow to creditors
	$24




Cash Flow to Shareholders
From the statement of comprehensive income, we see that the dividends paid to shareholders are $65. To calculate net new equity raised, we need to look at the common share account – the account tells us how many shares the company has sold.

During the year, this account rose by $40, so $40 is net new equity raised. Given this, we have:

	Canadian Enterprises
2012 Cash Flow to Shareholders

	Dividends paid
	$65

	- Net new equity
	$40

	  Cash flow to shareholders
	$25



The cash flow for shareholders for 2012 was thus $25.

We now have to check that we didn’t make any mistakes. Since all cash flow has to be accounted for, total sources (cash flow from assets) must equal total uses (cash flow to creditors and shareholders).

We found that cash flow from assets is $49
Cash flow to creditors and shareholders is $24 + $25 = $49, so everything checks out.












Cash Flow Summary Table

	The cash flow identity
	

	  Cash flow from assets
	= Cash flow to creditors (or bondholders)

	
	  + Cash flow to shareholders (or owners)

	
	

	Cash flow from assets
	

	 Cash flow from assets
	= Operating cash flow
  - Net capital spending
  - Additions to net working capital (NWC)

	Where:
	

	a. Operating cash flow
	= Earnings before interest & taxes (EBIT)

	
	  + Depreciation
  - Taxes

	
	

	b. Net capital spending
	= Ending net fixed assets
  - Beginning net fixed assets
  + Depreciation

	
	

	c. Additions to NWC
	= Ending NWC

	
	  - Beginning NWC

	
	

	Cash flow to creditors (bondholders)

	Cash flow to creditors = Interest paid – Net new borrowing

	
	

	Cash flow to shareholders (owners)

	Cash flow to shareholders = Dividends paid – Net new equity raised




Several types of cash flow are relevant to understanding the financial situation of the firm:

Operating Cash Flow – Earnings before interest & depreciation, minus taxes

This measures the cash generated from operations not counting capital spending or working capital requirements.
It should usually be positive; a firm is in trouble if operating cash flow is negative for a long time because the firm isn’t generating enough cash to pay operating costs.

Total Cash Flow – This includes capital spending and additions to net working capital. It will often be negative. When a firm is growing at a rapid rate, the spending on inventory and fixed assets can be higher than cash flow from sales.

Net income is not cash flow.

In determining the economic and financial condition of a firm, cash flow is more revealing.





TAXES

Taxes are very important; cash flows are measured after taxes. The size of the tax bill is determined through tax laws and regulations in the annual budgets of the federal government and provincial governments.


INDIVIDUAL TAX RATES
Individual tax rates apply to income from employment (wages and salary) and from unincorporated businesses. Investment income is also taxable.

Interest income is taxed at the same rates as employment income, but special provisions reduce the taxes payable on dividends and capital gains.

Ex.:
If you live in BC and have a taxable income over $75,042, your tax on the next dollar is:

32.50% = federal tax rate + provincial tax rate = 22% + 10.50%


AVERAGE VS MARGINAL TAX RATES
It’s important to distinguish between average and marginal tax rates.

· Marginal: The percentage paid on the next dollar earned (your tax bracket)

· Average Tax Rate: The percentage of your income that goes to pay taxes (total taxes paid over total income)

With a flat tax rate, there is only one tax rate (like in Alberta). With such a tax, the marginal tax rate is always the same as the average tax rate.

The marginal tax rate is relevant for decision making – any new cash flows are taxed at that marginal rate. Since financial decisions usually involve new cash flows or changes in existing ones, this rate tells us the marginal effect on our tax bill.


TAXES ON INVESTMENT INCOME
There are 2 clear goals in the treatment of dividends in Canada:

· Corporations pay dividends from after-tax income so tax laws shelter dividends from full tax in the hand of shareholders. This diminishes double taxation.

· The dividend tax credit applies only to dividends paid by Canadian corporations. The goal is to encourage Canadian investors to invest in Canadian firms as opposed to foreign companies




When an investor holds stocks, they’re subjected to 2 types of taxes:

· Dividend Tax Credit: A tax formula that reduces the effective tax rate on dividends. This is tax paid on the dividend received from investment.

· Capital Gains Tax: Tax paid on the investments’ increase in value over its purchase price. This is tax paid when you sell your investment and it has increased in value.

Capital gains are lightly taxed because individuals pay taxes on realized capital gains only when the stock is sold – many people hold shares for a long time (they have unrealized capital gains) so the time value of money dramatically reduces the effective tax rate on capital gains.

· Investors can also manage capital gains to offset with losses


CAPITAL COST ALLOWANCE

CORPORATE TAXES
Corporations are taxed separately and on their own as an individual entity. Corporate taxes are passed on to consumers through higher prices, to workers through lower wages or to investors in the form of lower rates.

They’re also allowed to consider amortization as an expense.

Ex.: Corporate tax rates using Alberta as an example:

	
	Federal (%)
	Alberta (%)
	Combined (%)

	Basic corporations
	15
	10
	25

	All small companies with a taxable income < $400,000
	11
	3
	14



Small corporations receive a tax break in the form of lower rates.

Taxable Income
The statement for Canadian Enterprises included both dividends and interest paid. An important difference is that interest paid is deducted from EBIT in calculating income but dividends paid aren’t.

Interest is a tax deductible expense
So debt financing has a tax advantage over financing with common shares

Ex.: 
Canadian Enterprises paid $250 million in taxes on taxable income of $624 million (the firm’s tax rate  $250/624 = 40%)
This means that to pay another $1 in dividends, Canadian Enterprises has to increase EBIT by $1.67
Of the marginal $1.67 EBIT, 40%, or $0.67, goes in taxes leaving $1 to increase dividends
· In general, a taxable firm must earn 1 / (1 – Tax Rate) in additional EBIT for each extra dollar of dividends. 

Because interest is tax deductible, Canadian Enterprises needs to earn only $1 more in EBIT to be able to pay $1 in added interest.

It’s the other way around when we contrast interest & dividends earned by the firm. Interest earned is fully taxable just like any other form of ordinary income. Dividends on common shares received from other Canadian corporations qualify for a 100% exemption and are received tax free.


Capital Gains & Carry-Forward & Carry-Back
When a firm disposes of an asset for more than it originally paid, the difference is a capital gain. Like it is with individuals, firms receive a favorable tax treatment on capital gains.

Capital gains received by corporations are taxed at 50% of the marginal tax rate.

When calculating capital gains for tax purposes, a firm nets out all losses in the same year – if capital losses > capital gains, the net capital loss may be carried back to reduce taxable capital gains in the three prior years.

	
Carry-Back Feature – A firm has to file a revised tax return and they’ll receive a refund of prior years’ taxes.




	
Carry-Forward Feature – Similar to the carry-back feature, but a carry-forward is allowed for up seven years.





CCA:
CAPITAL COST ALLOWANCE

Capital Cost Allowance (CCA) is amortization for tax purposes (depreciation in a sense). It’s deducted in determining income.

Taxable corporate income may often be lower than accounting income because the company is allowed to use accelerated capital cost allowance rules in computing depreciation for tax purposes while using straight-line depreciation for IFRS reporting.

A CCA calculation start with assigning every capital asset to particular class – this class establishes its maximum CCA rate for tax purposes.


	Class
	Rate
	Assets

	1
	4%
	Buildings acquired after 1987

	8
	20%
	Furniture, photocopiers

	10
	30%
	Vans, trucks, tractors and equipment

	13
	Straight-line
	Leasehold improvements

	16
	40%
	Taxicabs & rental cars

	43
	30%
	Manufacturing equipment



Intangible assets (like leasehold improvements) follow straight-line depreciation for CCA. For all other assets, CCA follows the declining balance method.

The CCA for each year is computed by multiplying the asset’s book value for tax purposes (called the UCC) by the appropriate rate.

	
UCC: Undepreciated Capital Cost - This is how much is left in value after depreciation is calculated and deducted from the original cost.




Ex.:
A firm is considering buying a van costing $30,000 including any setup costs that my (by law) be capitalized.
The table indicates that vans fall into Class 10 with a 30% CCA rate
To calculate the CCA, we use the CRA’s half-year rule that allows us to figure CCA on only half of the assets’ installed cost in the first year of use.


	
Half-Year Rule - Only half of the CCA rate will be applied for the first year when the item was purchased. This rule assumes that all assets acquired in the first year are acquired at mid-year.




The following table shows the CCA for our van for the first five years:

	Year
	Beginning UCC
	CCA
	Ending UCC

	1
	$15,000*
	$4,500
	$10,500

	2
	$25,500
	$7,650
	$17,850

	3
	$17,850
	$5,355
	$12,495

	4
	$12,495
	$3,748
	$8,747

	5
	$8,747
	$2,624
	$6,123



In calculating CCA under current tax law, the economic life and future market value of the asset are not an issue. Because of this, an asset can differ substantially from its actual market value.

With our van, as we can see, after five year, the undepreciated capital cost of the van is $6,123.
CCA CLASSES & RULES

Different assets depreciate differently. Assets are divided into classes:

· All assets in a class are known as an asset pool. All values of these assets are combined together

· Each class has its own CCA rate because each depreciate at their own rate

· Income Tax Act: Sets classes and CCA rates

· Declining-Balance Depreciation: Higher depreciation costs earlier in an asset’s lifetime


Why is CCA so important?
Ex.:
	Not Claiming for Depreciation
	
	Claiming for Depreciation

	CCA = 0
	
	
	CCA = 30,000
	

	Sales
	100,000
	
	Sales
	100,000

	- Cost
	20,000
	
	- Cost
	20,000

	- CCA
	0
	
	- CCA
	30,000

	= EBT
	80,000
	
	= EBT
	50,000

	
	
	
	
	

	Taxes (40%)
	32,000
	
	Taxes (40%)
	20,000

	Operating Cash Flow (OCF*) = 48,000
	
	OCF = 30,000
	



*OCF = (Sales) – (Cost) – (Taxes) = OCF 
The OCF is higher when you’re claiming depreciation costs.
In this example, the CCA tax shield = $12,000


	
CCA TAX SHIELD
=
TAXES (CCA = 0) – TAXES (CCA = 30,000)
=
32,000 – 20,000




Shortcut:
	
CCA TAX SHIELD 
= 
CCA * tax rate = 30,000 * 0.4 = 12,000







CCA: For a Single Asset
d = Depreciation rate
UCC = undepreciated capital cost
CCA * T = Tax shield
	
Half-Year Rule:
First Yr Asset is in Class:

½ * d * I

All other Years:

d * UCC



Ex.:
The company buys a new computer system
$160,00 cost
Class 10 (equipment)
30% CCA rate

	
Year
	UCCB
(beginning of year)
	
	
CCA
	
	UCCE
(end of the year)

	1
	*$160,000
	-
	$24,000
( ½ * [0.30 * 160,000] )

	=
	$136,000

	2
	$136,000
	-
	$40,800
(0.30 * 136,000)

	=
	$95,200

	3
	$95,200
	-
	$28,560
(0.30 * 95,200)

	=
	66,640

	4
	$66,400
	-
	$19,992
(0.30 * 66,400)
	=
	$46,648


*Half-year rule!

ASSET PURCHASES & SALES
When an asset is sold, the UCC in its asset class (or pool) is reduced by what’s realized on the asset or by its original cost – whichever is less.

Ex.:
Suppose we wanted to sell the van after 5 years
Let’s say the van will be worth 25% of the purchase price (0.25 * 30,000 = $7,500)
Since the $7,500 is less than the original cost, the adjusted cost of disposal is $7,500 and the UCC in Class 10 is reduced by this amount.

We know that the van has a UCC after 5 years of $6,123

The $7,500 removed from the pool is $1,377 more than the UCC of the van that we’re selling and future CCA deductions will be reduced as the pool continues.

Had we sold the van for $4,000, the UCC in Class 10 would be reduced by $4,000 and the $2,123 excess of UCC over the sale price would remain in the pool. Then future CCA increases as the declining balance calculations depreciate the $2,120 excess UCC to infinity.


Net Acquisitions Rule
Firms often buy & sell assets from a given class in the course of year (more than just one item comes in or out of pool). In this case, we apply the net acquisitions rule.

From the total installed cost of all acquisitions, we subtract the adjusted cost of disposal of all assets in the pool – the result is net acquisitions for the asset class.

Net acquisitions = Positive  We apply the half-year rule and calculate CCA as we did before

Net acquisitions = Negative  There’s no adjustment for the half-year rule


CCA Calculation: General Rules

· Apply a certain CCA rate to a certain ‘pool’ of assets

· When you buy an asset, add its cost to the pool (apply the half-year rule in the first year)

· When you sell an asset, remove min[original cost, selling price] from the pool

· No adjustment for the half-year rule
· If the selling price > original cost  it’s a capital gain, the amount is the subject to tax is:

(selling price – original cost) * inclusion rate

· Inclusion rate: The rate at which capital gains (losses) are taxed (allowed)

· When you buy & sell assets: net acquisitions rule

· Net Acquisition = total acquisition – min[original cost, selling price]
· If net acquisition > 0  apply half-year rule to net (means that I’m adding to the asset pool)
· If net acquisition < 0  no adjustment for half year rule (means the value of the pool didn’t increase)



EXAMPLE: Buy / Sell Assets
· The firm currently has a truck on the books at $50,000 (book value)
· CCA rate for trucks is 30%

Year 1:
· Buy a new truck for $100,000
· Add cost to the pool
	Year
	
	UCCB
	
	CCA
	
	UCCE

	1
	
	*$150,000
	
	$30,000
	
	$120,000


*half-year rule applied
Year 2:
· Buy 2 vans for $50,000 and $150,000, respectively
· Sell the truck bought in year 1 for $98,000 
(net acquisition rule)
	Net Acquisition = Total acquisitions – min[original cost, sell price]
	If net acquisition > 0: apply half-year rule to net acquisitions
	If net acquisition < 0: no adjustment for half-year rule

	Year
	
	UCCB
	
	CCA
	
	UCCE

	2
	
	*$222,000
	
	$51,300
	
	$170,700

	
Net acquisition = 50,000 + 150,000 – 98,000 = 102,000 > 0
222,000 = 120,000 + 102,000
51,300 = (120,000 + [102,000 * ½] ) * 0.3



Year 3:
· Sell a truck (that originally cost $84,000) for $15,000
(Reduce pool)

		When sell an asset: remove min[original cost, selling price} from the pool
		No adjustment for the half-year rule
If selling price > original cost, then it’s a capital gain, subject to tax
Amount subject to tax: (selling price – original cost) * inclusion rate

	Year
	
	UCCB
	
	CCA
	
	UCCE

	3
	
	$155,700
	
	$46,710
	
	$108,990

	
	
	
	
	
	
	

	155,700 = 170,700 – 15,000
46,710 = 155,700 * 0.3



[bookmark: _GoBack]When An Asset Pool is Terminated
The company decides to contract out all transport and gets rid of its Class 10 assets; the asset pool in this class is terminated.

The adjusted cost of disposal is the net sales proceeds or the total installed cost of all the pool assets – whichever is less.

This adjusted cost of disposal is subtracted from the total UCC in the pool.

NEXT, unless the adjusted cost of disposal happens to equal the UCC exactly, a positive or negative UCC balance remains and this has tax implications.

Positive Balance  This happens when the adjusted cost of disposal is LESS than UCC before the sale. In this case, the firm has a terminal loss equal to the remaining UCC. This loss is deductible from income for the year.

Ex.:
If we sell the van after two years for $10,000, the UCC of $17,850 (in the table) exceeds the market value by $7,850. The terminal loss of $7,850 gives rise to a tax savings of:

0.40 * 7,850 = $3,140
(assuming tax rate is 40%)

Negative Balance  This occurs when the adjusted cost of disposal EXCEEDS UCC in the pool.

Ex.:
Let’s assume the van is the only Class 10 asset the company has when it sells the pool for $7,500 after five years. There’s a $1,377 excess of adjusted cost of disposal (7,500 – 6,123) over UCC, so the final UCC credit balance is $1,377

The company has to pay tax at its ordinary rate on this balance.

· The company has to pay tax because the difference in adjusted cost of disposal and UCC is excess CCA recaptured when the asset is sold. We deducted $1,377 too much in CCA and paid $551 too little in taxes (at 40% rate) and we have to make up the difference

This is not tax on a capital gain – a capital gain only occurs if the market price exceeds the original cost.

EX. – Capital Gain
Instead of buying a van, the company bought a classic car for $50,000
After five years, the classic car will be sold for $75,000
The sale price would exceed the purchase price, so the adjusted cost of disposal is $50,000 and the UCC pool is reduced by this amount.
The total negative balance in the UCC pool is $50,000 - $6,123 = $43,877 and this is recaptured CCA.
On top of that, the company has a capital gain of $75,000 - $50,000 = $25,000
