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Notes:



1.	There are 5 pages - make sure you have them all.



2.	The examination books must be handed in when the exam is completed.



3.	Hand calculators and an annotated copy of the Income Tax Act may be used but not shared.  The Act may not have material pasted into it (e.g. post-it notes), have more than 25 tabs, nor have tabs with other than section numbers on them.  There will be a penalty of 1% for each tab in excess of 25, and for each word on tabs or material pasted, stabled or otherwise attached to the Act.  Flagrant violations will result in the Act being confiscated until the exam is handed in.



4.	Do not cite sections or divisions of the Act unless specifically required in the question.



5.	If you feel you require more information in a fact situation, outline the exact nature of the information and specify how it would affect your decision, but do not contradict fact or assume the abnormal.



6.	If you are given financial statements, assume they are prepared in accordance with GAAP, unless clearly indicated to the contrary.



7.	"Calculate" means determine the amount(s) required, showing individual amounts totalling to the amount(s) required.  Where the Act refers to "the lesser of" some amounts, you need only calculate that lesser amount.  

	“Calculate in accordance with the Act” means determine the amounts required in the manner specified in the Act.  Where the Act refers to “the lesser of” some amounts, each amount is to be calculated.  

	"Discuss" means indicate quantitative and qualitative factors relevant to the question.  Where the Act refers to "the lesser of" some amounts, you should show each of the amounts to demonstrate which is the lesser one.

	For questions requiring you to "calculate" an amount, marks are awarded for each amount needed to compute the total; marks will be deducted for amounts included incorrectly in the calculation.   



8.	Bonus marks will be awarded for intelligent tax planning ideas relevant to the question.
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�	It is February 5, 1996.  Mr Altman has asked you to help prepare the tax returns for his family and for Old East Developments Inc.(OEDI), of which he is the sole shareholder.  The Altmans arrived in Canada shortly after the Iron Curtain came down, and Mr Altman has been amazingly successful as a home builder.  Mrs Altman spends much of her time with their children, but she does help out at year-end preparing financial statements for the bank and tax returns for the government.  The bank manager has occasionally questioned parts of the statements, but seems to have been quite happy with the Altmans’ openness and willingness to correct and learn from their accounting mistakes.  Some of their experiences with Revenue Canada have not been as happy; indeed the last Revenue Canada official they dealt with accused them of being cheap, and suggested that, with the amount of money they were making, they should be getting professional help.  That’s where you came in.   



The following information is taken from the financial statements and Mrs Altman’s working papers of OEDI for its fiscal year ended December 31, 1995.



Old East Developments Inc.

Condensed Income Statement

For the Year Ended December 31, 1995

Sales		$15,363,000  

Cost of goods sold		  (14,050,000)

Gross profit		$1,313,000  

Selling expenses	$975,000

General and administrative expenses	195,000	$(1,170,000)

Income before provision for income taxes		$143,000  

Provision for income taxes - current	$22,000

- deferred	31,000	$(53,000)

Net income		$90,000  



Included in sales for the year is a deposit of $8,200 received from a customer for a house to be built in 1996.



The following items were deducted in arriving at the above net income:

(1)  Management bonuses of $93,000 were accrued at December 31, 1995 ($27,000 will probably not be paid until July 30, 1996, due to lack of sufficient funds).  (Last year’s bonus accrual was $39,000, of which a $2
8
,000 was paid in March 1995 and $1
1
,000 in August 1995.)  The management bonuses are shared equally by Mr Altman, Mrs Altman, and the sales manager.  Mr Altman’s monthly salary is $4,000.  After withholdings of $70.83 for CPP and $1229.17 for income tax, his pay cheque is $2,700.  Mrs Altman does not receive any remuneration other than the bonus.   

(2)  During the year, a warehouse worker managed to remove valuable inventory worth $8,000 during the night shift by taking it out in his lunch box.

(3)  Because some houses have to be repaired under warranty, the company set up a reserve for this expense as part of current liabilities.  Last year the reserve was $76,000.  This year the reserve was increased to $85,000.

(4)  Charitable donations were made in the amount of $8,000.

(5)  Golf club membership fees in the amount of $1,600 were paid for the sales manager who used the club regularly to close sales.

(6)  The sales manager incurred expenses related to meals and entertainment at the golf club in the amount of $2,300.

(7)  In order to expand their market they decided to begin work in the U.S. market.  Advertising in a U.S. magazine which is distributed solely in the Minneapolis area cost them $7,100.

(8)  The Christmas banquet for the employees cost $10,000.

(9)  OEDI had a dispute with one of its major suppliers over the use of the supplier’s product.  As a result of a court decision, the supplier was awarded damages for breach of contract in the amount of $38,000.

(10)  In order to raise money for expansion, the company mortgaged the property where the head office is located. It incurred accounting fees of $5,000 and appraisal fees of $2,000 related to this financing.  The mortgage has a 10-year term and a 30-year amortization period.

(11)  A number of years ago the company issued a bond at a discount.  They have been amortizing this discount at the rate of $7,000 per year ever since, including this year.

(12)  During the year the company bought the shares of another company.  In completing this transaction, legal fees of $7,500 were incurred.

(13)  During the year they borrowed money to buy new equipment.  The interest expense related to this was $21,000.

(14)  Instead of borrowing money at the bank, the company decided to pay their income tax installments late.  This resulted in an interest charge from Revenue Canada in the amount of $90.

(15)  A life insurance policy was taken out on Mr Altman’s life in order to provide funding for the company in the event of his death.  Life insurance premiums on this policy amounted to $4,200.

(16)  Business interruption insurance premiums of $3,100 were paid to protect the company in the event a fire forced them to close for a period of time.

(17)  Computer software costing $750 related to word processing was expensed because they always bought the upgrades each year.

(18)  Depreciation expense on the fixed assets was $66,000.

(19)  Amortization of goodwill which was bought in 1992 for $
75
,000 was $2,500.

	(20)  On May 24, 1995, OEDI loaned Mr Altman $91,800 to assist him to pay for the cost of a personal residence built for him by the company.  The fair value of the residence was $100,000; the company’s cost was $90,000.  Interest on the loan was set at 5% per year payable on the outstanding balance of the loan at the end of each year.  Five equal annual installments of $18,360 were to be made in repayment of the principal on the anniversary date of the loan.  Loans were available on these terms to all employees of the corporation, and all employees are entitled to purchase homes from the company at cost plus 2%.  Mr Altman’s December 31 payment of $2,800 is included in sales revenue, as is the $91,800 purchase price. 









	An examination of the capital cost allowance schedule for 1994 provided the following balances for the undepreciated capital cost for each class of OEDI’s assets:

Class 1 - building ................................................................................................$220,000

Class 8 - office furniture and equipment ................................................................. 60,000 

Class 10 - trucks for transportation of building materials ........................................ 80,000

Class 12 - small tools ............................................................................................... 5,000

Class 13 - leasehold improvements ....................................................................... 150,000

Cumulative eligible capital account balance	
8
5
,
3
00



The following i additional nformation was found in the 1995 fixed asset schedules in the working paper files.

(1)  The building which cost $250,000 in 1992 was sold for its net book value of $195,000.  The land was also sold at the same time for its fair market value which was equal to its cost.  It was the only building in Class 1 at the time of  its sale.

(2)  New office furniture was purchased for $20,000.  This purchase replaced old assets which were sold for $5,000, their net book value.

(3)  Three small trucks purchased in 1992 for $12,000 each were traded in for three new trucks.  Each new truck was priced at $15,000, but this was reduced by a trade-in credit of $2,500 for each old truck.  The net book value of each of the trucks was $5,
5
0
0.

(4)  Some small tools were sold for a total of $7,000.  All of these tools were sold at their net book value.

(5)  Leasehold improvements had been made to a leased warehouse at a cost of $225,000 in 1993.  The remaining length of the lease in that year was six years with two successive renewal options of three years each.  Further leasehold improvements were made to this warehouse in 1995 at a cost of $21,000.

(6)  During 1995, an unlimited life franchise was sold for $120,000, resulting in a gain of $43,000.

	(7)  Early in July, the company purchased a Ford Thunderbird LX for $28,000 plus 8% PST.  The car was driven 10,000 km by the end of December, and the operating costs of $2100 were paid for and expensed by the company.  Mr Altman is the sole driver of the car; he estimates that only 1200 km were for personal use; all the rest were on company business.

(8)  On April 1, OEDI sold Mr. Altman, for cash, a piece of  undeveloped land for $55,000 which was the company’s cost.  The fair market value of the land at the time of the purchase was $85,000.  Mr. Altman had a new personal residence built on the land as noted above (point 20).

	





	











The following information relates to the Altmans.



(1) Mr
 Altman owns two rental buildings which had the following revenues and expenses in 1995 and the indicated U.C.C. at the beginning of the year:



	123 Gamma Rd.	456 Delta Ave.



	
 
    
Class 3
    
	
 
    
Class 6
     



Revenue	$60,000	$80,000

Expenses:

Interest	27,000	35,000

Property tax	10,000	30,000

Other	20,000	40,000

U.C.C.	500,000	100,000



	(2)  The Altmans have four children.  Peter, born in 1980, Paul, born in 1982, Mary, born in 1991, and Joseph, born in 1992.  The Altmans incurred $9,400 in baby-sitting costs during 1995.

	(3)  Mrs Altman owns $12,000 regular Canada Savings Bonds purchased in 1993.  They pa
y interest
 
on  October 31 of each year.
  
7.5% interest 
of $900 
was paid October 31, 1994.
 
7
% interest of $8
4
0 was paid October 31, 199
5
.  6.5% interest of $780
 
will
 be
 paid October 31, 199
6
.
  
6% interest of $720 will be paid October 31, 199
7
.


(4)  In November of 1994 and 1995 Mr Altman bought $10,000 compound interest Canada Savings Bonds registered in each of the children’s names (i.e. a total expenditure of $80,000).  The 1994 bonds earn 6% per annum; the 1995 bonds earn 5% per annum.

	(5)  Mrs Altman was a full time commerce student May 1 to June 9.  Mr Altman paid her tuition fees of $630.



-REQUIRED



[Note that marks will be deducted for including items that do not belong in the calculations. Assume that the provincial tax rate was 55% and that the prescribed rate was 7% .]



	(A) Calculate, by reference to the Act, income for tax purposes for Old East Developments Inc. in respect of the 1995 fiscal year.
 
[
6
0
 
m
a
r
k
s
]


	(B) Calculate income for tax purposes, income taxes owing, and refundable tax credits for each of Mr and Mrs Altman in respect of the 1995 fiscal year.
 
[
3
5
 
m
a
r
k
s
]


	(C)  Calculate the maximum RRSP contribution that each of Mr and Mrs Altman can make in 1996.
 
[
5
 
m
a
r
k
s
]






�
Comments on exam






1
.	Many of you deducted the increase in the 
warranty
 reserve instead of adding it.  
Remember
 that
 the $85,000 
reserve
 
is
 not deductible under 18(1)(e).
  





2
.	Many of you computed the CECA on the $75,000 goodwill for each of 1992, 1993, and 1994.
 
T
hese amounts are not 
relevant
, s
ince you are given th
at th
e CEC account balance at the end of 1994
 is $85,300
.
 






3
.	Some of you
 incorrectly
 applied the half year rule for CCA to additions only, rather than 
to 
addition
s net of disposals.





4
.	Some of you prorated the CCA o
n the car based on the number of personal use m
iles.  This would have been correct if Mr Altman owned the car.  From the corporation
’
s point of view, the car was purchased to earn income, either directly by being used in th
e business, or indirectly as part of compensation costs for th
e
 employee, and so the full
 CCA of $3
,
888 is deductible.
  Where a corporation buys a car for an employee to use, it would be un
reasonable
 to charge the 
employee a stand-by benefit and 
to 
reduce
 the company
’
s CCA claim.






5
.	Many of you 
incorrectly 
included in the 
Altman’s
 
employment
 income the bonus accrued in 1995 rather than the bonus paid in 1995.
  Recall that 
employment
 income is computed on a cash basis.





6
.	Several of you incorrectly calculated the operating cost benefit using the rules for 6(
1)(l) rather than 6(1)(k)
.






7
.	Several of you 
incorrectly 
included OEDI
’
s income on Mr Altman
’
s tax return.  This would have been correct if OEDI were a sole 
proprietorship
, but the q
uestion told you it was incorporated and Mr Altman was its shareholder.






8
.	Many of you claimed CCA on Mr Altman
’
s rental property even though it increases his rental loss, contrary to Regulations 1100(1
1) to (20).





9
.	Many of you forgot that Mr Altman can claim child care expenses only for the 6 weeks wh
ile his wife is 
a stude
n
t
.
  Some of you treated Peter as an 
eligible
 child, even though he turned 14 in 1994.






10
.
	Some of you tried to claim a deduction under 110(1)(j) for interest on the 
“
home relocation loan
”
.
  However
 the loan in this 
question does not me
e
t the 248(1) definition since 
the
 
new home is not 40 
kilometres
 closed to his work than the old home was.





11.	Some of you forgot that the GST and child tax credits are adjusted for family (i.e. bo
th Mr and Mrs 
A
ltman
’
s) income
.











Mark distribution 


1	student obtained 	
97
 marks, awarded	A+


7
				
85
 - 
89
			A

6				
75
 - 
84
			B+


9
				
63
 - 
74
			B


5
				
58
 - 
62
			C+


3
				
52
 - 
57
			C


3
				
50
 - 
5
1			
D
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