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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	Do not cite sections or divisions of the Act in answering parts (a) and (b) of the required.



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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Bev Will has been the proprietor of Will Motors for several years.  In addition to being the Mercedes Benz dealer, she has developed a solid reputation as a dealer and restorer of other classic automobiles.  Since the death of her husband in 1994, her interest in business has declined, and she is planning on retiring and moving to Victoria this summer with her sons David, born in 1975, and Jonathan, born in 1978.  She has already disposed of several of her Manitoba-based assets, and expects to sell her auto dealership this spring.



You have been asked to prepare her 1995 tax return. The auto dealership income statement for the year ended December 31, 1995 is shown below:



Will Motors

Statement of Income

Year Ended December 31, 1995



Sales	$4,780,000

Cost of sales	3,560,000

Gross profit	1,220,000



Expenses:

Selling	395,000

General and administrative	305,000

Depreciation	230,000

Interest on long-term debt	37,000

Other interest	55,000

	1,022,000



Net income	$ 198,000



During your review of the working paper file and last year's tax return, you have made the following notes to yourself, because you think that there might be tax implications associated with these items:



1.  Included in the cost of sales:



(a)	Inventories	Dec. 31/95	Dec. 31/94

Raw materials	$ 295,000	$ 210,000

Work-in-process	565,000	370,000

Goods available for sale	715,000	595,000

	$1,575,000	$1,175,000



(b)  The December 31, 1995 goods available for sale inventory is stated net of a reserve for a possible decline in market value of $15,000.



(c)  Opening goods available for sale inventory includes $5,000 of depreciation.  During the year $61,000 of depreciation was charged to cost of goods produced; $35,000 of this amount was included in closing goods available for sale inventory.



2.  Included in general and administrative expenses are the following transactions:



(a)  landscaping	$65,000



(b)  cost associated with determining possible sale price for the company’s land	6,600



(c)  donations consisting of $63,000 to registered charities and $1,000 to 

registered federal political parties	64,000



(d)  advertising in a foreign magazine distributed in Canada only	23,400



(e)  accrued bonuses, to be paid August 15, 1996	66,000



(f)  memberships in private clubs for senior executives	1,100



(g)  meals and entertainment with clients	13,000



(h)  cost of employee training seminar to teach employees about new provincial 

workplace safety laws	6,100



(i)  cost of Christmas party to which all employees were invited	3,200



(j)  warranty expense (actual warranty costs paid: $18,000)	28,000



(k) CPP payments for Bev	1,701



(l)  Jonathan’s summer wages	4,000



3.  Included in interest expense on long-term debt and other interest are the following transactions:



(a)	bond interest paid to November 30, 1995	$10,000

bond interest accrued to December 31, 1995	950

amortization of premium on bonds issued by company	375



(b)	interest on deficient income tax installments	1,200

	interest on late municipal property taxes	500







Bev has also provided you with the following information regarding tax matters.



4.	She had capital losses of $23,000 (of which $6,500 arose from the disposal of listed personal property) in 1990 that she has not been able to use yet.



5.	She sold 100 shares of Public Co. Inc., a corporation listed on the Toronto Stock Exchange.  She sold the shares in June 1995 for $40 per share less brokerage fees of $200.



	Historical data on Public Co. Inc. shares:



	June 1, 1975	Purchased 500 shares at $3 per share.



	September 30, 1976	Sold 300 shares at $2 per share.



	October 15, 1976	Purchased 1,000 shares at $2.10 per share.



	May 15, 1980	Received a stock dividend of 10%.  The paid-up capital of the corporation was credited with $4 for every share issued.



	December 18, 1988	Received a section 83(1) dividend of $0.11 per share.



	January 1, 1992	Purchased 1,000 additional shares at $6 per share.



	February 1, 1995	Received a stock dividend of 10%.  The paid-up capital of the corporation was credited with $7 for each share issued.





 6.	Bev sold the following items during 1995 that she bought in the years shown:



		Year	

		Bought	Cost	Proceeds	Commission



(a)	Winnipeg home		1984	$85,000	$126,000	$ 7,000

(b)	Lake Winnipeg cottage	1974	 26,000	  49,000	 3,000

(c)	Antique desk 		1988	   400	2,600	0

(d)	Coins		1973-93	1,500	900	0

(e)	Stamps		1980-88	1,100	4,200	0

(f)	1952 Ford (collector’s item)	1993	24,000	20,000	0

(g)	1941 Cadillac (collector’s item)	1994	25,000	33,000	0





 7.	She paid David’s tuition fees of $3,600 and cost of textbooks $1,400.  David was a full time college student throughout 1995 and had no income.





-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%.]



	(a) Calculate business income for tax purposes for Will Motors in respect of the 1995 fiscal year.  Assume CCA is enough to bring this amount to $200,000.

	(b) Calculate income for tax purposes for Bev Will in respect of the 1995 fiscal year.

	(c) Calculate, by reference to the Act, income taxes owing for Bev Will in respect of the 1995 fiscal year.	
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Comments on exam



1.	Some of you miscalculated the depreciation to be added back.  The $230,000 deprecation expense has to be added back .  The ($5,000 + 61,000 - 35,000 =) $31,000 of depreciation in cost of sales has to be added back, as does the $35,000 in the closing inventory.  Finally, the $5000 in opening inventory can be deducted.




2
.	Many of you classified the sale of the Ford and Cadillac as on capital account.  Although it is likely that the taxpayer bought them primarily for personal use, you still need to consider what her secondary intentions might have been.  The following point to the likelihood that she intended to sell the cars at a profit should she not be able to continue to use them personally.

a)	The purchase and sale are similar to what she was doing through Will Motors.

b)	The purchase and resale of the two cars occurred in a two to three year time frame, while cars usually last much longer than this.  [Ideally we would like to know if she sold other personal vehicles in previous years.]




3
.	Most of you missed the February 1
, 1995
 dividend income.




4
.	A few of you incorrectly classified the gain on sale of the Public 
Co.
 shares as property income.  It would be possible to classify it as business income, but that seems unlikely, given that she could elect under 39(4) to treat it as a capital gain.




5
.	Most of you failed to note that designating the cottage as principal residence for 1974 to 1984 assumes that no previous residence was designated as principal residence for those years.




6
.	A number of you referred to section 118(1)(a) for her personal tax credit, even though she is no longer married.




7
.	Several of you were not clear as to whom you were claiming as dependants under 118(1).  Equivalent to married credit can only be claimed for a minor child (e.g. Jonathan) or a parent or grand-parent of the taxpayer or an infirm person.  The dependent claim in 118(1)(d) can only be claimed for an infirm adult.




8
.	Many of you claimed the tuition and education tax credits under sections 118.5 and 188.6.  Only David could claim them under those sections.  You need to indicate clearly that these credits are transferred from David to Bev.




9
	A few miscalculated the surtax.  It is 3% of basic federal tax plus 5% of basic federal tax over $12,500.  This is equivalent to $375 plus 8% of basic federal tax over $12,500.





10
.
 	A few forgot that provincial taxes and the surtax are based on basic federal tax.  Bas
ic federal tax does not include the credit for the political contributions.





11.	Some of you did not show the details of your calculations.  This may save time, but if
 the only number you show is wrong, you lose any possibility of getting part marks.
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