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Term Test #3  (1 hour)

ADM 4344A – Tax II
November 24, 2015
Prof. Kathryn Pedwell

Student Name::  _______________________________________________________________

Student I.D.:  _________________________________________________________________

	Question #1


	/24 

	Question # 2


	/16

	Question #3


	/10

	Total:


	                                  /50                           /100


	Statement of Academic Integrity

The School of Management does not condone academic fraud, an act by a student that may result in a false academic evaluation of that student or of another student. Without limiting the generality of this definition, academic fraud occurs when a student commits any of the following offences: plagiarism or cheating of any kind,  use of books, notes, mathematical tables, dictionaries or other study aid unless an explicit written note to the contrary appears on the exam, to have in his/her possession cameras, radios (radios with head sets), tape recorders, pagers, cell phones, or any other communication device which has not been previously authorized in writing. 

Statement to be signed by the student:

I have read the text on academic integrity and I pledge not to have committed or attempted to commit academic fraud in this examination.

Signed:______________________________________  

Note: an examination copy or booklet without that signed statement will not be graded and will receive a final exam grade of zero. 


Question #1  Salary or Dividend as Optimal Remuneration   (24 Marks)
Trifolio Inc. is a Canadian controlled private corporation with Taxable Income of $600,000, all from active business income.

The corporation is subject to the provincial taxes of 4% on income eligible for the small business deduction and 14% on other income.  

Sarah Beeston is the sole owner of Trifolio Inc.  She has no income other than what Trifolio will provide for her, and Ms. Beeston likes to live a very lavish lifestyle!  Therefore she wants the maximum remuneration from Trifolio as possible.  
Personal federal tax rates have been provided on the last page of this exam.  In addition, Ms. Beeston lives in a province which levies a flat personal tax rate of 10% and provides a provincial tax credit of 30% of the gross up on all dividends.  Ms. Beeston has a combined federal and provincial personal tax credit of $3,800.

Required:  Answer the questions (Parts A to C) on this and the following pages.  Consider both taxpayers (Trifolio Inc. and Ms. Beeston).
Part A:

Determine the amount of after-tax cash Ms. Beeston will enjoy spending if she is paid entirely by salary from Trifolio Inc.

For Trifolio:
If Trifolio pays its entire $600,000 earnings as salary to Ms. Beeston, it will have no Taxable Income and pay no tax.
2 Marks
For Miss Beeston:

Salary Received






$600,000

Federal Tax on first $138,586





(   29,327)
1 Mark
Federal Tax on ($600,000 -  $138,586)=$461,414 @ 29%

( 133,810) 
1 Mark
Provincial tax ($600,000 @ 10%)




(   60,000)
1 Mark
Personal Tax Credit






       3,800
After Tax Retention on Salary Option



$380,663

Solution to Question #1:  
Part B:

Identify the corporate tax rates by summing federal/provincial tax rates, and any tax relief or disincentives that apply to Trifolio Inc.
The company’s Tax Rate on Income Eligible for the SBD:  
(38% - 10% – 17% + 4%) = 15%
2 Marks
The company’s Tax Rate on Income not eligible for the SBD:  
(38% - 10% – 13% + 14%) = 29%
2 Marks
Part C:

Determine the amount of after-tax cash Ms. Beeston will enjoy if she is paid entirely by dividends from Trifolio Inc.

For the Corporation:

Income









$600,000

Corporate Tax:

   Income Eligible for SBD  ($500,000 @ 15%)

$75,000


1 Mark
   Income ineligible for the SBD ($100,000 @ 29%)

  29,000


1 Mark
Total Corporate Taxes






(104,000)
Available for Dividends





$496,000
1 Mark
Paying taxes at the high rate results in a balance in the GRIP account:

	GRIP Balance:

Prior Balance 







$         0

+ (72%) Times:

       (CCPC taxable Inc 



$600,000

· Income eligible for SBD


(500,000)

· – CCPC aggregate Investment Income)

0
  72% X 
$100,000 =
$72,000

+ eligible dividends Received





$         0

 – eligible dividends paid  





$         0
Eligible Dividend






$72,000
2 Marks



Available for Dividends





$496,000

Eligible Dividend






$  72,000
Non-Eligible Dividend





$424,000
2 Marks
Solution to Question #1:  Continued
Ms. Beeston’s Taxable Income:
Non-Eligible Dividend Received



$424,000
Dividend Gross-up @18%




    76,320
1 Mark
Eligible Dividend Received




    72,000
Dividend Gross-up @38%




    27,360
1 Mark
Taxable Dividend





$599,680
1 Mark
Taxes Payable by Ms. Beeston:

Federal Tax on first $138,586



$  29,327
Federal Tax on Rest ($461,094 @29%)

  133,717
Total Federal Tax




$163,044
1 Mark
Provincial Tax $599,680@10%)


    59,968
1 Mark
Total Taxes Payable




$223,012
Personal Tax Credits




 (   3,800)
1 Mark
Dividend Tax Credit:

  Eligible Dividend(6/11 + 30%)($27,360)  (approx..)
(  23,132) 
1 Mark
  Ineligible Dividend (13/18 + 30%)($76,320)  (approx.)
(  78,016) 
1 Mark
Taxes Payable





$118,064
After-Tax Retention by Ms. Beeston:

Dividends Received



$496,000
Taxes Paid




( 118,064)
After-Tax Cash Retained


$377,936
2 Marks
Question #2:  Section 85 Rollover  (16 Marks)
The taxpayer has operated her unincorporated business for many years.  Given its size, she feels limited liability is a necessary safeguard for her personal assets and so she decides to incorporate her business.

The taxpayer has elected to transfer her assets to the corporation at minimum tax values so as not to create any tax consequences for herself.  Thus although the corporation has a fair market value of $726,000, she has elected to transfer the business assets, including internally generated goodwill, at a transfer price of $467,000.

  The corporation will assume $122,000 in business liabilities of the proprietorship and issue a note payable to the taxpayer in the amount of $128,000.  Other consideration will be made up of redeemable preferred shares with a FMV of $150,000 and common shares with a FMV of $326,000.  

Required:
Answer the following questions (Parts A to C) regarding this Section 85 Rollover.

Part A:


Determine if a gift is conferred on either the transferer or the transferee.

FMV of Corporation = $726,000

FMV of Consideration = $122K assumed liab + $128K note + $150K preferreds + $326K common = $726K

No gift

2 Marks
Part B:


Determine the Adjusted Cost Base (ACB) and the Paid Up Capital (PUC) of both the preferred and the common shares.
Total Elected Value



$467,000

Non-Share consideration ($122K + $128K)
(250,000)
1 Mark each = 2 Marks total
ACB of All Shares



$217,000

ACB of Preferred Shares


( 150,000) 
1 Mark
ACB of Common Shares


$  67,000
1 Mark
Reduction in PUC:
$259,000
1 Mark
Preferred Shares $150,000 – ($259,000)($150,000/$476,000) =
$  68,382
2 Marks
Common Shares $326,000 – ($259,000)($326,000/$476,000) =
$148,618
2 Marks
Part C:
The taxpayer immediately decides to redeem 5% of her common shares for their current FMV in order to take a well-deserved vacation.  Identify all of the tax consequences of this redemption for the taxpayer.  (Round up to the nearest dollar)

Redemption Proceeds (5%)($326,000)

$16,300
1 Mark
PUC (5%)($148,618)




(   7,431) 
1 Mark
Deemed Dividend




$  8,869
1 Mark
Redemption Proceeds (5%)($326,000)

$16,300

Deemed Dividend




(   8,869)

ACB (5%)($67,000)




(   3,350) 
1 Mark
Capital Gain





$  4,081
1 Mark
Question 3:  Short Answer Questions  (2 Marks each = 10 Marks Total)
	Question
	Answer Only

	What does “GRIP” mean?


	General Rate Income Pool

	What is the most significant reason for incorporation of a proprietorship?


	Limited Liability

	When the sole shareholder of a business pays family members to provide services to the business, what does tax call this activity?


	Income Splitting

	If this “concept or system” works well, the owner/manager is indifferent between receiving income as salary or as dividend.  What is this concept/system called in tax?


	Integration

	What does “LRIP” mean?


	Low Rate Income Pool


	Small Business Deduction is •17% deduction on the least of:
a) Net Canadian Active Business Income 

b)   Taxable Income, Less                                          

•100/28 times the foreign tax credit

on non-business income   (10/3)($8,250)          

• 4 times the foreign tax credit

on foreign business income without

 considering the general rate reduction

c)  The Annual Business Limit, Less                                           
Any portion allocated to associated corporations             

The reduction for large corporations

SBD:  (17%) X 


	General Rate Reduction:  13% times:

Taxable Income, Less                                        

Amount Eligible for the MP&P Deduction         

Income Eligible for the SBD                              

Aggregate Investment Income of a CCPC         

Amount Eligible for the GRR                             




	GRIP Balance:

Balance from last year

+ (72%) (CCPC taxable Income – income eligible for SBD – CCPC aggregate Investment Income)

+ eligible dividends Rec’d

– eligible dividends paid in previous year



	Federal Tax Rates for Individuals

	Taxable Income in Excess of:
	Federal Tax Payable
	Marginal Rate on Excess

	$0
	$0
	15%

	$  44,701
	$  6,705
	22%

	$  89,401
	$16,539
	26%

	$138,586
	$29,327
	29%


PAGE  
6

