



It is April 15, 1997.  Ton A’Round, a foods analyst employed by ABC Ltd. (a public company), has come to you for some advice.  He is considering resigning from ABC April 30 and  purchasing Pierre Desarroi’s pretzel business (PPPL) effective May 1.  Pierre Desarroi’s company is not doing well and Pierre wants to sell it.  Ton believes the company’s problems are due to Pierre’s lack of attention to the company in recent months.  Ton is excited about the possibility of becoming his own boss, but his wife has expressed concerns about the impact of the purchase on her and their two children (Ben and Missy).  Even though Ton’s income has been sufficient to enable her to stay home with the children since their birth, she is concerned about the impact of Ton’s proposed undertaking on his parenting time, particularly since the kids have just entered the difficult teenage years.  Ton is convinced he can begin to show a profit within a few months of taking over the business, and plans to expand it significantly.  He realizes he may have somewhat less income for some months, but after that he expects to be making even more than he is now.



Here is the information Ton A’Round has brought you about his financial affairs.



He purchased a rental property on January 2, 1997 for $250,000 of which $150,000 was allocated to the building.  The property is registered in both Ton’s and his wife’s name.  Monthly rental income is $1050, while monthly cash expenses, including mortgage interest of $400, total $825.



He has invested $12,000 in 5% government savings bonds for each of his two children.  Total interest of $1,200 is paid each November 1.  



He earns a gross monthly salary of $10,000.  He contributes $600 a month to his employer’s registered pension plan.  As at the end of April he will have had Canada Pension Plan contributions totaling $893 and Unemployment Insurance premiums totaling $384 deducted from his gross salary.  Ton recognizes that he would not be able to collect any salary from PPPL for a few months (probably May to August), but he thinks he would be able to start paying himself some salary by September.  Since he would own the business, there would be no CPP or UIC on his salary.  PPPL does not have a pension plan.



On February 1, 1997, ABC purchased an automobile for Ton for $69,000, which included provincial sales tax (PST) of $4,237 and goods and services tax (GST) of $4,237.  Ton is fully reimbursed for all operating costs.  The following information relates to his use of the automobile.

Typical monthly operating costs before taxes		$  1,000

PST		70

GST		 70

Total operating expenses		$ 1,140

Typical personal kilometers driven per month		500

Typical business kilometers driven per month		3,200

He believes that ABC would sell him the car for about $53,500 including $3,500 GST.  No PST would apply to the sale.  He could then resell the car to PPPL.







Ton participates in ABC’s employee stock option plan.  The following transactions represent all of his participation in this employee stock option plan.  There were no brokerage fees on these transactions.



	Purchases:







No. of shares purchased�

Date options granted�

Option share 

price�

Date option exercised�FMV at grant date per share�FMV at exercise date 

per share

��4,500�June ‘95�	$14�March ‘97�	$14�	$27��3,000�April ‘94�	10�April ‘97�	12�	25��

	He plans to sell 5000 shares later in April at an estimated price of $26 per share.



Ton made the following other share purchases and sales in 1997:



Sale of shares on February 15, 1997:



	No. of	Cost	Sale price	Brokerage

Company	shares	per share	per share	fees on sale

Grepser Canada Ltd.		2,000	$28	$34	$100

Shlock Sales Inc.		3,000	36	25	200



Cost per share includes brokerage fees.



Purchase of shares on March 1, 1997:



	No. of	Cost	Brokerage

Company	shares	per share	fees

Bupkeh Ltd.		7,000	$13	$340

Shlock Sales Inc.		3,000	31	200

Tsoris Mfg. Ltd.		4,000	18	980



Ton’s home is worth about $300,000 and is not currently mortgaged.  He could borrow up to 75% of the value of the home by securing the loan with a mortgage.  Possible options are a demand loan at prime (5%) or a five year mortgage at 7%.  His banker has also indicated that he could borrow about $100,000 if he were to put up his life insurance policy as collateral.  His wife is concerned about losing either of these assets in the event of his death or the bankruptcy of the business.













Here is the information Ton has brought you about Pierre’s company.



Pierre’s Pretzel Packaging Ltd. (PPPL) commenced operations in 1995 with a December 31 year-end.  It makes and packages pretzels from a plant in Winnipeg.  The corporation incurred losses in its first two years of operations, as follows, because the market for pretzels took a twist and the business lacked sufficient financing to wait out the short-term downturn:



	       1995	1996

Non-capital losses		$10,000	$40,000

Net capital losses		Nil	60,000



At March 31, 1997 PPPL owns the following assets:



	Cost	UCC/CEC	FMV

Marketable securities		$ 70,000	-	$ 30,000

Inventory		35,000	-	25,000

Land		330,000	-	490,000

Building		370,000	$310,000	350,000

Furniture and equipment		125,000	95,000	80,000

Eligible capital property		60,000	40,000	40,000



Ton anticipates that he will not have to pay anything for the good-will of the business given its current difficulties.  Therefore the expected purchase price is the FMV of the assets, namely, $1,015,000.  The bank will lend him the full amount of $1,015,000 provided it can secure the loan with all Tom’s and the business’s assets.



A review of the records reveals losses of about $14,000 per month from the pretzel packaging operations of PPPL for the period of January 1, 1997 to March 31, 1997. Ton expects PPPL’s income for tax purposes for the period of May 1, 1997 to December 31, 1997 would be somewhere between the following worst case and best case scenarios:

		

		Best case	Worst case

Pretzel packaging business income		$260,000	$150,000	



Note that these amounts are before deducting:

Ton’s proposed salary of $10,000 per month for the last four months of the year

interest on the $1,015,000 loan

depreciation/amortization of the assets.

	

Ton believes the marketable securities will increase in value to between $34,000 and $38,000 by mid-July.  He plans to sell them then and use the cash to expand the business.  











REQUIRED:

1.	Calculate, by reference to and in accordance with the Act, Ton A’Round’s 1997 income and taxable income, other than any income/loss from the purchase or operation of the pretzel business.

2.	Discuss, by reference to the Act, the implications of Ton’s purchase of Pierre Desarroi’s business.  Your discussion may be in the form of notes to yourself which would form the basis of a future conversation with Ton.  Indicate the tax advantages and disadvantages of operating the business as a sole proprietorship or a corporation, and of purchasing the assets or the shares of Pierre’s corporation.  Estimate the income taxes that Tom and/or the business will have to pay over the next year.  Note also additional information you would need to get from Ton to complete your analysis.  
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