Corporate taxation part I

Example 2: Interperiod Tax Allocation When Tax ExXpense Is
vitially Less Than Tax Payable

Vhen an originating timing difference results in taxable income being greater than accounting
scome (i.e. when accounting revenues are less than or accounting expenses are greater than those
- taxable income), the tax expense is less than the tax payable. Accounting for product warranties
:n serve as an example. In order to match expenses against revenues, accounting income includes
«arranty expense reflecting the estimated costs to be incurred under warranty contracts related to
ales of the current penod However, warranty costs can be deducted only as they are incurred for
srposes of determining taxable incom: mcome- Consequently, when the expense recognized in accounting
~come is greater than the actual costs incurred for the period, the amount of tax payable exceeds
- amount of tax expense and the difference is debited to Deferred Income Taxes. The Deferred

Income Taxes account is credited in later periods when the actual warranty costs are greater than
the expense recognized in the accounting income.

To illustrate, we will rerorn to the Baker Ltd. example. To avoid the complication of having
two sources of timing differences to account for, we will initially assume that depreciation expense
n accounting inconte equals the capital cost allowance each year. Also, assume that the company
has included a $20,000 product warranty expense in its annual total expenses of $250,000. The actual
warranty costs allowed for purposes of derermining taxable income from 1994 through 1998 are
$10,000, $15,000, $25,000, $28,000, and 521,000, respectively. The following schedule shows the
determination of tax expense, tax payable, and deferred tax amounts for 1994 through 1998.

!

Baker Ltd.
Interperiod Tax Allocation — Accouniting Ihcarme:
initially Less Than Taxable Income

1994 1995 199 1897 1998
Income Tax Expense Calculations:
Gross Revenue 5300,000 5$300,000 $300.000 $300,000 $300,000
Experses, including $20,000
for warrantles 250,000 250,000 250,000 250,000 250,000
Depreciation (equals CCAl 15,000 25,500 17,850 12,495 8,746
Accounting Income Before Tax $ 35000 $ 24500 S 32150 $ 37505 § 41,254
Income Tax Expense {45%) 15,750 11,025 14,468 16,877 18,564
Incorne Tax Payable Calculation:
Accounting Income Before Tax $ 35,000 $ 24500 % 32150 § 37505 § 41,254
Adjustmeanit for Timing Differences
Add: Warranty Expense 20,000 20,000 20,000 20,000 20,000
Deduct: Actuzl Warranty Costs (10,0001 {15,000} (25,0000 (28,0000 (21,000
Taxable Income 445,000 §$29.500 $27150 529,505 $ 40,254
Income Tax Payable {45%) 20,250 15,275 12,218 13,277 18,114

Deferred Incorme Taxes:
Tax Expense — Tax Pavable (545000 (32,2500 § 2250 § 3600 & 450




The entries to record the tax expense for the Arst two years are as follows.

1984 1995
Income Tax Expense 15,750 11,025
Deferrad Incorne Taxes 4,500 2,250
[ncome Tax Favable 20,250 13,275

For the next three years the entries are as shown below.

1985 1937 1698
Income Tax Expense 14,468 16877 18,564
Income Tax Pavable 12,218 13.277 18 114
Defarred Income Taxes 2,250 3,600 450

At the end of 19498, the Deferred Income Taxes acconnt is as follows.

Deferred Income Taxes

1994 4500
1995 2,250
1996 2,250
1997 3,600
1998 450

As this account has a debit balance cach year, it will likely be shown in the balance sheer under an
asset classificarion.



originating and Reversing Differences: Additional Clarification

As implied earlier, an originating difference is the initial timing difference berween accounting
inconte and taxable income, whether the accounting income exceeds, or is exceeded by, taxable
inconte. Depending on whether taxable income exceeds accounting income or vice versa in a year
of origination, an originating difference may result in either a debit or credic w Deferred Income
Taxes. When the direction of tming differences in subsequent vears is the same as that of the initial
timing difference, they are also referred to as originating differences (i.e. they increase exisung
hakances in the Deferred Income Taxes account). A reversing difference, on the other hand, eccurs
when timing differences that originated in prior periods ave eliminated and the tax effect is removed
from the Deferred Income Taxes account. As a result, a reversing difference may result in a debit or
credirt, depending on the ongmating difference.

[n Example 1 for Baker Ltd., the originating differences occur in the vears 1994 through 1997
when credits flow into the Deferred Income Taxes account because tax expense is initially greater
than tax payable in each year. Reversing differences occur from 1998 through 2003 when the
Deferred Income Taxes account is debited and the built-up credic balance is reduced.

In Example 2 for Baker L., the originating differences in 1994 and 1995 result in debits to
-he Deferred Income Taxes account because the tax expense is ininally less than wax payable. In this
cxample, the reversing differences occur from 1996 through 1998 when the built-up debit balance
1 the Deferred Income Taxes account is credited.

From these examples, it can be scen that an originating difference can start eitber as a credit
ar debit to Deferred Income Taxes and continues as an oviginating difference as long as the original
halauce established in the first period increases. Reversing differences occur when the balance in
Deferved Income Taxes is reduced.

Example 3: Interperiod Tax Allocation When More Than One
Timing Difference EXists

in typical situations, many timing differences of various types occur causing tax expense to differ
rom tax payable. While the basic calculadons previously illustrated apply to such situations, it is
tesirable to keep track of the nature of each timing difference (by source and whether it is an
niginating or reversing difference) in order to be able to meet financial statement presentation
~=quirements and to apply prescribed accounting procedures when tax rates change from year to
cear. These aspects are examined shortly. To conclude this set of examples, however, the following

ustration indicates a basic approach to compiling information when two or more timing differences

L
Rt

This example combines the previous two illustrations regarding Baker Ltd. Here it is assumed
2at timing differences between accounting income and taxable income for a year arise because
depreciation expense is not equal to CCA (using Example 1 amounts) and (2) warranty expense



is not equal to actual warranty costs (using Example 2 amounts). Accordingly, the tax expense, rax
pavable, ind deferred tax amounts for 1994 through 1998 are determined as shown helow,

Baker Ltd.
Interperiod Tax Allocatlon —Twa Timing Differences Exist

1994 19485 1996 1857 1998
income Tax Expense Calculation:
Accountng Income Before Tax* 40000 $40,000 540,000 40000 $40.000
Income Tax Expense 145%) 18,000 18,000 18,000 18,000 18,000

* Revenue of $300,000 less expenses of $250.000 tncluding warranty expense of $20,000! less
depreciation of $10,000.

Income Tax Pavable Calculation:

Accounting Income Before Tax 540,000 540,000 540000 S40000 S40.000
Adjustments for Timing DIfferences
Warranties:
Add: Warranty Expense 520,000  $20,000 $20,000  $20,000 520,000
Deduct: Actual Costs (10,0000 15,0000 250000 (28,0001 {21,000/
Net Adjustrrent for Warranties 510000 $ 5,000 $5,0000  t$8.000)  i$1,000)
Deprecation:
Addl: Depreclation Expense 310,000 $10000  $10000 410000 310,000
Deduct; CCA (15,0000 (255000 (17,8500 {12,495}  8,746)
Net Adiustment for Depreciation (85,0000 (5155000 (57,8500 (82,495}  $4,254
Taxable ncome $45,000 429,500  $27.150 $29505  $40.254
Income Tax Pavable (45%) 20,250 13,275 12,218 13277 18114

Qefarred Income Taxes:
Due to Tirming Differences on:

Warranties (S450M 522500 § 2250 53600 S 450
Depreciation 2,280 6,975 3,532 1,123 (564)
Total 52,2501 § 4725 55782 54733 85 1%

The information presented in dhis schedule is vsed w make the entries related o income
taxes, These entries, however, mayv inchide o Deferred Income Taxes account for each of the irems
causing the dming ditterences. [t only one aceount is used, the effect of the two tming differences
woukl be combined and the different nature of cach would be lost. This can create problems regard-
ingr requirements for financial statemnent presentation, as discussed in the following section.



lllustration of interperiod income tax allocation

EXHIBIT [7-2  Duta o Hlustrute Interperiod Tocome Tax Allocation

ILDIKO CORPORATION

Pretay Statements of [ncome
For Year Tnded December 31

1992 1943
Revenues;
Salesrevenue . . . . . . . ... L. .. . S 000 F 120,000
Rent revenue . . . . . . . 0 o e - 6.0} G100
Investment revenue ., . . . . . Lo L0 (WL
Total revenues. . . . . . . .o L. . f107.000 127,000
Expenses:
Costafgoodsseld. . . . . . ... . ... 63, AKN) 75,000
Deprecintion expense . . . . . . . . . HIDUD 10,000
Tnierest expense. . . . . . .. . - .. .. 2000 200
Total expénses . . .. oL 0 ¥7,000 g7.000
Pretax income . . . . . . . . .. .. .. O30 5 40,000

Average income tax rate, H4%,



The pretax data given in Exhibit 17-2 illustrate the principles of interperiod income
tax allocation. Notice that Ildiko Corporation has three different types of revenue,
three different types of expense, and a resulting pretax income of $30,000 for 1992, and
$40,000 for 1993.

The following four independent cases are analyzed:

Case A—no timing or permanent tax differences.

Case B—a timing difference that causes a deferred tax debit.
Case C—a timing difference that causes a deferred tax credit.
Case D—a permanent tax difference only.

Case A—no timing or permanent differences:

Assumption relating to Exhibit 17-2. The revenues and expenses for each year also
were included in taxable income.

Analysis—pretax income, accounting income, and taxable income are the same each
year because there are no timing or permanent differences.

Entries to record income tax:

'1992:
Income tax expense (30,000 x 40%) . . . . . . .. . ... .. 12.000
Income tax payable (530,000 X 40%) . . . .. .. .. ... 12,000
1993:
Income tax expense (340,000 X 40%) . . . . . . . ... . L. 16,000
Income tax payable (§40,000 X 40%) . . . . . . . . . . .. 16,000

No deferred income tax is reported for either year. Both income tax expense and
income tax payable are the same for each period.
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