



1.	There are two questions totalling 100 marks: 25 marks for the first, 75 for the second.



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	Do not cite sections or divisions of the Act unless specifically required in the question.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 (25 MARKS)



Shlepper Ltd. is a Canadian-controlled private corporation located in Truro, Nova Scotia.  Each of its divisions (manufacturing, retailing, and advertising) is headed by a vice-president.  There is also a vice-president (finance) who is responsible for various investments.  For its fiscal year ended December 31, 1996, the corporation had correctly calculated its income for tax purposes under Division B as follows:



	Domestic sources:

Manufacturing income (Note (1))		$ 21,000

Profit on the sale of excess land (Note (2))		10,500

Royalty income 		42,000

Retailing income		147,000

Interest income on outstanding accounts 

  receivable in retailing business		14,500

Recapture of CCA (Note (3))		10,500

Advertising agency loss		(73,500)

Rental income (Note (4))		31,500

Taxable capital gains net of losses (Note (5))		63,000

Interest income from 5-year bonds		52,500

Dividends from taxable Canadian corporations 		13,000

	Foreign sources:

Foreign business income in Cdn. $ (Note (6))		     40,000

	Division B net income for tax purposes		$ 372,000



Notes:



(1)	Manufacturing income was correctly computed according to the provisions of Regulation 5200.



(2)	The land had been held for approximately 3 years.  It had been held vacant in order to realize a profit on its sale at the right time.



(3)	The recapture resulted from the sale of some fixtures used in the retailing business.



(4)	The rental income was derived from leasing the entire space on a 5-year lease in an unused warehouse.



(5)	The net taxable capital gains resulted from the sale of marketable securities purchased with short-term surplus funds in the manufacturing operation.



(6)	No foreign income tax on the pre-tax foreign business income of $40,000 earned through an unincorporated branch in the U.S. was payable.





Additional Information



(A)	Shlepper Ltd. made the following selected payments during the year:



Charitable donations		12,500

Political donations		21,000



(B)	Four quarterly dividends of $25,000 were declared at the end of each calendar quarter of 1996 and were paid within two weeks of their declaration.  The dividend for the last quarter of 1996 was paid in January 1997 and a dividend of $22,500 declared in the last quarter of 1995 was paid in January 1996.



(C)	The corporation has permanent establishments in Nova Scotia, New Brunswick and the U.S.  Its gross revenue and salary and wages information is as follows:



	Gross Revenue	Salary and Wages



Nova Scotia		45.0%	55.0%

New Brunswick		43.5	36.5

U.S.		11.5	8.5



(D)	The balance in the tax accounts on January 1, 1996 were:



Charitable donation carryforward		$ 2,500

Non-capital losses from 1992		46,500

Net capital losses from 1991		6,000

Refundable dividend tax on hand		20,000

Dividend refund for 1995		8,000



REQUIRED:



(A)	Calculate the federal Part I tax and provincial tax at 16% for Nova Scotia and 17% for New Brunswick payable by the corporation for 1996.



(B)	Calculate the refundable tax on hand balance as at December 31, 1996 and calculate the dividend refund for 1996.

�

QUESTION 2 (75 MARKS)



The following information for 1996 has been presented to you by Paula Promoter, the new vice-president of marketing for a public Canadian oil company, Overpriced Petroleum Limited.  Paula, who is 52 years old and who now lives in Calgary, travels extensively across Canada negotiating contracts on her employer’s behalf.  She began her employment with Overpriced Petroleum on January 1, 1996.



Receipts and Fringe Benefits - 1996



Salary - net of payroll deductions		$ 58,746

Director fees		5,000

Receipt of an amount, not to compete, from former employer		50,000

Termination payment from former employer		8,000

Travel allowance (Note (2) below):

	Accommodation and meals @ $200 per day for 150 days		30,000

	Car operating cost allowance @ 25 cents per kilometre

	  plus $10 per day of traveling for business travel

	  only (9,000 kilometres) for 150 days		3,750

Income protection receipts received from Regal Assurance

  (Note (1) below)		15,000	 $170,496	



Benefits paid by the corporation:



Registered pension plan		$   4,000

Extended health care - Liberty Mutual		125

Group income protection premiums

  - Regal Assurance (Note (1) below)		210

Membership fee in Petroleum Club

  - initiation fee		1,000

  - annual fee		500

Moving costs (Note (3) below)		17,250

Group term life insurance (coverage is $300,000)		600

Loans by company (Note (4) below)		 160,000	$183,685

	$354,181



�

Payroll deductions and selected disbursements - 1996



Payroll deductions:

Income taxes withheld		$ 35,000

Registered pension plan (defined benefit)

	- current contribution		4,000

Canada Pension Plan contributions		893

Unemployment insurance contributions - 44 weeks		1,151

Group income protection premiums (Note (1))		       210	$ 41,254



Purchased 2,000 common shares under a stock option plan at

a price of $25 per share.  Fair market value of shares at the 

date of purchase was $35.  Fair market value of the shares

was $25 per share on the date when the option was 

granted (Note 5)			50,000

Legal fees paid in connection with the collection of the

$50,000 non-competition receipt from her previous

employer			     5,000

	$ 96,254



Notes and Additional Information:



(1)	The company paid 50% of the premium to Regal Assurance re income protection payment.  During 1996, Paula received $15,000 in periodic payments in respect of an eight-week illness.



(2)	Paula’s actual traveling and car expenses, which she is required to pay according to the terms of her employment contract, are as follows:



Meals		$11,250

Accommodation		23,750

Travel costs (other than car - see below)

  reimbursed by company		6,000



Car expenses (9,000 kilometres for business purposes out of total kilometres of 16,000):



Gasoline		$1,000

Maintenance		500

Auto accident costs while on a business trip		1,600

Insurance		1,000

License		60

Interest paid on car loan (see Note (4) below)		     500

	$4,660



(3)	Although Paula started to work for Overpriced Petroleum on January 1, 1996, her family did not move to Calgary from Toronto until February 28.  The company paid for all the moving costs of $12,250 and gave her a disruption allowance of $5,000.



(4)	Paula obtained two loans from the company as part of her employment contract:



(a)	A loan dated July 1, 1996, to acquire a new home in Calgary of $150,000 at 4% to be paid over a twenty-five year period payable in equal annual installments on the anniversary date of July 1.  Interest is payable on the same date.



(b)	Loan of $10,000 at 5% on January 1, 1996, to assist in the acquisition of a car (acquired in early January 1996 for $30,000, excluding GST; no PST in Alberta) to be used in connection with her duties of employment.  Interest is payable on December 31 of each year and the loan is to be repaid over the next three years in equal annual installments.  Paula paid the interest due on December 31.



	

(5)	Paula sold 1200 of these shares in December 1996 at $40 per share.  She paid her broker $360 for the sale.





REQUIRED:



(A)	Calculate by reference to the Act Paula Promoter’s taxable income for 1996.



(B)	Indicate by reference to the Act why you have excluded any of the above amounts from your answer in Part (A).



(C)	Calculate by reference to the Act the effect, if any, of the above items in adjusting income per the financial statements to income for tax purposes for her employer, Overpriced Petroleum Limited.

�Marker’s comments



Question 1:



Most of you did not calculate the small business deduction correctly.  ITA 125(7) defines both “active business” and “income from an active business”.  ITA 125(1)(a) specifies that the SBD amount is income from an active business carried on in Canada.



Some of you tried to “correct” the $372,000 amount by adding to it donations and political contributions, even though the question states that the $372,000 is already the correct calculation of Division B income.



Some of you confused Part I tax with the ITA 123.3 Refundable Part I tax.



Some of you came up with remarkable numbers for the M&P deduction.  It cannot exceed 7% of  ($21,000 - the SBD amount).   Since all of you calculated a SBD amount greater than $21,000, the M&P deduction must be zero.

 

Question 2:



Several of you lost marks because your references were not specific enough.  Since 6(1)(a), 6(1)(b), and 8(1)(j) go on for some length,  a reference to them should include the appropriate sub
paragraph.
  Conversely, others made up non-existent paragraphs, e.g. 5(1)(a).




Some of you forgot to pro
rate the CCA and car loan interest expense based on the number of business kilometres.





A few included car benefits under 6(1)(e)
 and
 
(k)
 even tho
ugh the employer does not provide her with a car.





Some of you confused 
tax-free 
benefit
s with deductions
.  Some also tried to net benefits rather than showing the gross benefit under 6(1) and th
en the deduction under 8(1).  As noted in class, there are some calculations in the Act th
at depend on gross employment income (i.e. the amounts determined under ITA 5, 6, and 7) a
nd other calculation that depend on 
(
net
) employment income determined under ITA 5, 6, 7, and 8.





There were many creative answers to part C.
  Some suggested that part of the car operating allowance would not be deductible because 
it exceeded the amounts specified in ITR 7306.  Though this appears to be the case on a st
rict reading of the provisions, your text indicates (page 160) that Revenue Canada
’
s position
 
(
see IT-522R par
.
 43)
 is not to disallow such a deduction if the amount is included in the employee
’
s income, presumably because such a disallowance would lead to double taxation.  
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