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	Do not cite sections or divisions of the Act unless specifically required in the question.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





�
Question 1





	You have been asked to reconcile accounting income to income for tax purposes for your client, Maclaik Industries Ltd. The income statement for the year ended December 31, 1996 is shown below:





Maclaik Industries Ltd.


Statement of Income


Year Ended December 31, 1996





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





Other income:


	Gain on sale of fixed assets	$1,900


	Income from other investments	109,000


		$110,900


Income before income taxes	$308,900





Income taxes:


	Current	$93,000


	Deferred	4,500


	$97,500


Net income	$211,400





	�
	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.31/96





Raw materials	$295,000	$210,000


Work-in-process	565,000	370,000


Finished goods	715,000	595,000


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





(b) The December 31, 1996 finished goods inventory is stated net of a reserve for a possible decline in market value of $57,000.


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


(a) Landscaping	$17,000


(b) Cost associated with the valuation of land sold in the year	2,800


(c) Donations consisting of $63,000 to registered charities and $1,000 to registered political parties	64,000


(d) Premium for term life insurance policy on the president in which the


	company is the beneficiary and the policy is used as collateral for a


	bank operating line of credit	22,200


(e) Advertising in a foreign magazine distributed exclusively in Canada	13,400


(f) Memberships in private clubs for senior executives	3,200


(g) Meals and entertainment with clients	12,000


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


	provincial workplace safety laws	7,200


(i) Cost of Christmas party to which all employees were invited	17,700


(j) Warranty provision (actual warranty costs: $18,000)	28,000


(k) Reserve for decline in value of marketable securities	13,000


(l) Accrued bonuses, paid July 30, 1997	30,000


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


(a) Bond interest paid to November 30, 1996	$10,000


Bond interest accrued to December 31, 1996	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


�
(4) Included in other income are the following transactions:


(a) Sale of capital property	Cost	Proceeds





Truck (not Class 10.1)	$80,000	$25,000


Equipment - Class 8	300,000	75,000


Building	50,000	37,200


Equipment - Class 39*	55,000	7,500


Computer system hardware**	65,000	10,000


                                            	


*This was the last asset in the class.


**No separate class used.





(b) Income from other investments includes the receipt of a cash dividend of $7,500 from the subsidiary corporation.


(5) The company had the following balances in its tax accounts on January 1, 1996:


Depreciable capital property:


Class 1	$225,000


Class 8	55,000


Class 10	354,000


Class 12	nil


Class 39	10,000


Class 43	190,000


(6) The following purchases of assets were made during the year:


Office furniture	$1,000


Computer system - hardware	55,000


- application software	12,000





-REQUIRED


(1)	Calculate income for tax purposes for the company.		(34 marks)


(2)	Justify each item in the calculation by reference to the Act.	(15 marks)





�
Question 2





Far Eastern Airlines is a company incorporated in Korea in 1974.  The general manager and other active officers of the company are resident in Korea and have their offices there.  The directors and corporate officers of the company live in Korea as well.





During the year in question, its sole business was operating an international airline which had no landing rights in Canada.  However, in that year it had raised capital on the Canadian market for its international operations by selling an issue of its stock through an investment dealer in Vancouver.  The vice-president-finance of the company, who believed the stock issue would sell better in Canada, traveled from the head office in Korea to Vancouver to instruct the investment dealer.





The stock issue was highly successful and the proceeds of the issue were accumulated in a bank account in Vancouver.  During the several months in the year in question when these funds were being accumulated, the company became aware of an opportunity to purchase a vast quantity of aviation fuel at a very low price.  A purchasing agent was dispatched from the head office in Korea to Canada to complete the purchase using some of the funds accumulated from the stock issue.  The fuel was stored in Canada temporarily in rented facilities pending shipment to San Francisco, where it could be used by aircraft landing there.  Subsequently, the company was unable to make suitable arrangements for shipment.  The fuel was sold to a Canadian buyer at a considerable profit.  All contracts involved in the purchase and sale transactions were drawn up by a Canadian lawyer under the direction of the purchasing agent who operated from a hotel room in Vancouver during the period of the transactions.





-REQUIRED





	Evaluate in detail the alternatives in the residence issue as they relate to this fact situation.  Present your answer by discussing each possible degree of residence and its tax consequences.  State your conclusions on the case after appropriately weighing the significance of the facts considered.	(15 marks)


�
Comments on exam answers





1.	Question 1 was generally well done.  Some answers were not as well laid out as they could be: again I encourage you to use a cover page which summarizes your reconciliation of income for financial statement purposes with income for tax purposes, and to put items involving messy calculations (such as CCA calculations) on following pages.





2.	Many of you added the $375 bond premium amortization.  Since it is a premium, not a discount, it has been credited to income, and so you need to reverse the credit by subtracting.





3.	Some of you adjusted for the dividend.  Cash dividends received are income under 12(1)(j), so there is no difference between income for financial statement purposes and income for tax purposes.  The 25% gross-up applies to individuals, not corporations.





4.	Make your references to the act as specific as possible.  Section 67.1 covers a number of items; the general restriction on meals and entertainment is in subsection 67.1(1).  Also distinguish carefully between, e.g. 67.1 and 67(1).





5.	Several of you disallowed the $2800 valuation costs by reference to 18(1)(b).  Since the costs were not laid out to earn business or property income, they are not deductible by reason of 18(1)(a).





6.	Several of you disallowed the $13,400 of foreign advertising by reference to 19.1(1).  This section refers to broadcasting (e.g. radio), not to magazines and other periodicals.





7.	Question 2 was poorly answered.  The questions requires you to:


a.	Give each degree of residence and its tax consequences: 3 easy marks directly from section 2 (and 250(4)) of the act.


b.	Indicate the basis on which each degree of residence is decided (5 marks as discussed in chapter 2) and relate the facts of the case to the bases (7 marks).


c.	Reach and justify a conclusion (2 marks).


The worst answers gave no bases or mixed up the basis on which one decides whether a corporation is resident with the basis on which one decides whether it is carrying on business in Canada.  Others gave me the bases and then a long list of (sometimes irrelevant) facts, but did not relate the facts to the bases.  Without relating the facts to the bases you have no means of justifying a conclusion.  





8.	Some of you (incorrectly) wanted to tax the proceeds from the share issue.





Mark distribution for the  exam:


6	students obtained 	50 - 64 marks, awarded	A


8				40 - 49				B+


10				35 - 39				B


2				31 - 34				C


3				27 - 30				D


3				13 - 26				F
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