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Instructions:

-	This is a closed book exam.

· The Income Tax Act allowed.

-	You are allowed a 1 page (8 ½ x 11) index sheet

· You are allowed dictionaries.

· The use of regular calculators is allowed.  
	Calculators which store text are NOT allowed

· This exam consists of 9 questions.

-	Total number of pages including cover sheet: 13

· Answer all questions in your exam booklet.
· 

THIS EXAMINATION MUST BE RETURNED
Question 1  (15 marks - 27 minutes)

The Minnow family took their annual vacation to the Blue Lagoon as they have done for the past 10 or so years. George minnow was an avid diver, until he met up with a Great White Shark. Needless to say who came up on top. That memorable date was August 15, 2014

George leaves behind his spouse, Jane, to whom he had been married for 15 years. He also leaves behind 2 children, Cindy, age 9 and Gordon, age12.

Even though he was only 42, George had done quite well. His financial affairs are in pretty good order. A review of his will lays out his final wishes:

He leaves to Jane the following assets:

1. The family home which was purchased in 2002 for $700,000. Its current fair market value is $1,600,000.
2. His RRSP which had a fair market value of $465,000 on August 15, 2014.
3. A life insurance policy for $3,000,000.
4. Shares of his 100% owned company, Lucky Me Ltd. The shares are considered QSBC shares. They have an ACB of $100,000 and a fair market value of $1,200,000.
5. Shares of Blue Liner Ltd., a public corporation. The shares which have a cost base of $30,000 were worth $70,000 at the time of his death.

He leaves to Cindy and Gordon the following assets:

1. To Cindy, his coin collection which has a cost base of $65,000 and fair market value of $130,000.
2. To Gordon, a 1st edition book of Herman Melville’s Moby Dick. The book had cost $38,000 and has a fair market value of $120,000.

He leaves to his secretary, Julia, the cottage which was purchased in 2011 for $400,000. Julia loved the cottage as she and George used it regularly to work on the company’s 5 year plan. The cottage has not appreciated in value since then.

Additional information:

1. George had received $190,000 of employment income as at the date of his death. His last paycheque for services rendered till August 15 was deposited in his bank account on that date.
2. He received $2,500 of dividends from Blue Liner Ltd.
3. Lucky Me Ltd. had declared $30,000 of dividends on August 10, which was to be paid on August 31.
4. On his 2007 tax return, George claimed a Business Investment Loss of $40,000.
5. George has yet to use any part of his Capital Gains Deduction.

Required:

a) Compute George’s 2014 minimum net income and minimum taxable income that would appear on his Final Return. Explain why certain items may have been omitted. Use any elections if advantageous. (11 marks)

b) Within the next year, Jane wishes to transfer some of the shares of Lucky Me Ltd. to each of her 2 children. Fully explain the tax consequences to Jane and to her 2 children of doing so. (4 marks)



Question 2  (12 marks - 22 minutes)

Potsy Flower Ltd. is a Canadian controlled private corporation with a June 30 year end.  All of the shares of the corporation are owned by Mr. Potsy, the founder of the corporation.

On June 30, 2014, the Balance Sheet of the Company is as follows:

Cash	 $ 50,000
Accounts Receivable	 215,000
Inventories (LCM) 	375,000
Land (Cost) 	132,000
Building (Cost)	 850,000
Accumulated Depreciation – Bldg.	 ( 263,000)
Equipment	120,000
Accumulated Depreciation – Equip.	(90,000)
Total Assets 	$1,389,000

Liabilities	 $ 373,000
Common Stock - No Par	 600,000
Retained Earnings 	416,000
Total Equities	 $1,389,000


Mr. Potsy wishes to retire and has agreed to sell all of the non-cash assets of the business, including goodwill, at their fair market values on July 1, 2014.  

The relevant fair market values and the resulting purchase prices are as follows:

Accounts Receivable 	$195,000
Inventories 	375,000
Land 	206,000
Building 	950,000
Equipment	10,000
Goodwill 	56,000
Purchase Price 	$1,792,000










Question 2 – Cont’d

Other Information:

1. The UCC of the Building is $692,000 and the UCC of the Equipment is $18,000.

2. As at June 30, 2013, the corporation has a balance in its Refundable Dividend Tax On Hand account of $31,000. No dividends were paid during the previous year ending June 30, 2013.

3. As at June 30, 2013, the capital dividend account has a balance of $63,000 and there is a nil balance in the General Rate Income Pool (GRIP) account.

4. The PUC of the corporation is equal to the account balance for the Common Stock. This is also Mr. Potsy’s adjusted cost base for the shares.

5. The corporation is subject to a provincial tax rate of 3 percent on income eligible for the federal small business deduction and 13 percent on other income.

6. For 2014, Mr. Potsy will have income from other sources in excess of $200,000. This means that he will be taxed at the top federal marginal rate of tax. His provincial marginal rate of tax will be 14%. The provincial dividend tax credit is equal to one-third of the gross up for all dividends.


Required:

a) Calculate the after corporate tax amount that will be available for distribution to Mr.
    Potsy after the asset sale. (9 marks)

b) Calculate the amount that will be available to Mr. Potsy, after personal taxes are    
    paid, on the distribution of the funds resulting from the winding-up of Potsy Flower   
    Ltd. (3 marks)

    Assume that appropriate elections and designations will be made to minimize the     
    taxes that will be paid by Mr. Potsy.


Question 3  (12 marks - 22 minutes)


For the last six years, Ms. Sarah Delmor has operated Delmor Industries as a sole proprietorship. The business has been very successful and, as a consequence, has experienced rapid growth. Given this situation, Ms. Delmor has concluded that in order to enhance her ability to raise additional capital, the assets and liabilities of Delmor Industries should be transferred to a new corporation, Delmor Inc.

On July 1, 2014, the tax values (adjusted cost base or UCC) and fair market values of the assets and liabilities of Delmor Industries are as follows:

	
	    Fair Market Value
	             ACB/UCC

	
	
	

	Accounts receivable
	$149,000
	$162,000

	Inventories
	231,000
	220,000

	Land
	188,000
	120,000

	Building
	300,000
	200,000/170,000

	Furniture  & Fixtures
	13,000
	61,500/21,000

	Machinery
	177,000
	210,000/130,000

	Goodwill
	200,000
	nil

	Accounts payable
	(72,000)
	(72,000)

	Mortgage payable
	(80,000)
	(80,000)

	
	
	

	Net FMV
	$1,106,000
	




The transfer of the Delmor Industries' assets to Delmor Inc. will take place on July 1, 2014, and an election will be made under ITA 85. Delmor Inc. will assume the liabilities of Delmor Industries and issue a combination of debt and common shares to Sarah.

Required:

a)  Which of the above assets should not be transferred under S85. Explain.   
     Any liabilities/debt is 1st to be assumed for assets transferred/sold outside of   
     S85(1).  Any remaining debt, would be part of the S85(1) transfer.  (2 marks)

b)  Prepare a table which would indicate which assets should be transferred under   
     S85(1). Maximum non-share consideration is to be received. (8 marks)

c)  Compute the ACB and the PUC of the shares received as part of the transfer.  
     (2 marks)

Question 4 (10 marks – 18  minutes)

Mr. Jerome Farr owns all of the outstanding shares of Farr Flung Ltd. (FFL), a Canadian
Controlled Private Corporation with an October 31 year- end. The Company has been
extremely successful and, as a consequence, it has accumulated over $1,500,000 in cash that is not needed in the operations of the business.

Given this situation, Mr. Farr has decided to have the corporation provide him with loans for a variety of purposes. Because of the abundance of cash in the corporation, Mr. Farr has indicated that, with respect to loans that will be used to acquire a dwelling or an automobile to be used in the business, loans will be extended to other employees of the company on the same basis that they are extended to him.

Mr. Farr spends at least 40 hours per week working in the business and, in most years, receives a significant amount of salary from the company. He has been advised by his accountant that he should keep detailed records with respect to the date on which each loan was made and the purpose of the loan. 

During the calendar year ending December 31, 2014, his records indicate the following:

Personal Expenditures 

Because of his increasing appreciation of the finer things in life, Mr. Farr experienced a need for larger amounts of cash to be used for personal expenditures. FFL loaned made him the following loans:

1. On June 30, 2014 The company loaned him $20,000 on an interest free basis. The loan is to be repaid on June 30, 2015.

2. On October 31, 2014 the company loaned him $40,000 at an annual interest rate of 1%. The loan is to be repaid on November 1, 2015.


Dwelling 

On January 1, 2013, FFL provided Mr. Farr with a $100,000 loan to acquire a
dwelling. The rate on the loan is 1% per annum and the loan agreement calls for
five annual payments of $20,000, plus accrued interest, commencing January 1,
2014. The loan does not qualify as a home relocation loan.


Automobile 

On June 30, 2014, FFL provided Mr. Farr with an interest free $50,000
loan to acquire an automobile to be used in the business. Because of his commitment
to repay the other loans, Mr. Farr is not sure when he will be able to repay this loan.

Question 4 – Cont’d

All repayments were made as scheduled. In all of the years under consideration, assume the relevant prescribed rate is 2%

Required: 

Indicate the tax consequences, in each of the years 2013, 2014, and 2015, that
will accrue to Mr. Farr as a result of receiving these loans. Briefly explain your conclusions.

Base your interest calculations on the number of months the loans are outstanding.



Question 5  (8 marks – 12 minutes)

Flabbergasted Ltd., which has a December 31 year-end, spent $3,100,000 on qualifying Current R&D activities in 2014. The company also spent $100,000 on capital expenditures that was used solely in their research laboratory.

The company will report taxable income of $600,000 in 2014. It is eligible for the Small Business Deduction and has $11,000,000 of taxable capital.

Flabbergasted Ltd. is associated with Headscratcher Co. Headscratcher Co. has no R&D activities. It is in a break-even position and has taxable capital of $2,000,000.

Required:

A) Compute the 2014 Investment Tax Credit generated from the R&D Expenditures.    (3 marks)

B) Compute the 2014 ITC Refund amount (3 marks)

C) Compute the ITC carry forward amount (1 mark)

D) Compute the R&D carry forward account balance at January 1, 2015, assuming the company’s policy is to deduct its R&D in the year generated. Assume the company’s R&D carry forward account balance at January 1, 2014 is NIL. (1 marks)







Question 6 (10 marks – 18 minutes)

Part A

At the beginning of the current year, Scott Inc. has 131,000 shares of common stock
outstanding. The shares were originally issued at $11.25 per share for total proceeds of
$1,473,750, with this amount constituting the PUC. During the current year, a creditor
holding $505,000 of the company’s debt agrees to accept 43,000 newly issued common
shares of the company in exchange for settlement of the debt obligation. At the time of this exchange, the shares are trading at $12.05 per share. Subsequent to the exchange, Mr. Scott, who had purchased 7,000 Scott Inc. shares at the time of their original issue, sells the shares for $14.36 per share.


Required:

Describe the tax consequence(s) to all of the shareholders of Scott Inc. as a result of the exchange of debt for common shares. In addition, describe the tax consequences to Mr. Scott resulting from the sale of his Scott Inc. shares. (5 marks)


Part B

At the time of its incorporation, Alleham Ltd. issued 176,000 common shares in return for $3,960,000 in cash ($22.50 per share). All of the shares were issued to Mr. Izaak Alleham, the founder of the Company. Mr. Alleham is still holding all of the originally issued shares, except for 30,000 shares that Mr. Alleham sold to his brother for $18.75 per share, the estimated fair market value of the shares at that time. Because Mr. Alleham does not approve of his brother’s increasingly irresponsible lifestyle, he would prefer to sever all relations with him. To facilitate this goal, he arranges to have Alleham Ltd. redeem all of his 30,000 Alleham Ltd. shares at a price of $24.35 per share. Any dividends resulting from the redemption will be non-eligible. 


Required:

Determine the tax consequences of this redemption to Mr. Alleham, as well as to his brother. (5 marks)


Question 7 (15 marks – 27 minutes)

Mr. John Kapp owns 75 percent of the outstanding common shares of Kapp Ltd., a Canadian controlled private corporation. His shares have a paid up capital and an adjusted cost base of $600,000. The current fair market value of Mr. Kapp’s shares is $1,200,000.

The other 25 percent of the outstanding common shares of Kapp Ltd. are owned by Mr. Kapp’s 35 year old daughter, Emily. Her shares have a paid up capital and an adjusted cost base of $200,000.

In May, 2014, Mr. Kapp arranges to exchange his common shares for cash of $225,000 and redeemable preferred shares with a fair market value of $775,000. The legal stated capital of these preferred shares is also $775,000. On September 28, 2014, Kapp Ltd. redeems the preferred shares.

Mr. Kapp has fully utilized his lifetime capital gains deduction. The Company has a nil balance in its General Rate Income Pool (GRIP) account.

Required:

a) With respect to this reorganization, calculate:
1. the amount of any conferred benefit  that Mr. Kapp has made to his daughter;
2. the PUC of the new preferred shares;
3. the adjusted cost base for the new preferred shares;
4. the amount of any deemed dividends arising on the exchange; and
5. any capital gain or loss resulting from the exchange of the common shares.

(2 marks each item = 10 marks)

b) Calculate the taxable capital gain or allowable capital loss that would accrue to Mr. Kapp on the redemption of his preferred shares for $775,000 as well as any other tax consequences. (5 marks)


Question 8 (12 marks – 22 minutes)

Burt and Sam Jones are brothers and professional accountants. They operate a partnership that specializes in doing accounting and tax work for small to medium sized manufacturing companies. The partnership agreement calls for them to share the partnership profits equally. The partnership has a fiscal year that ends on December 31.

For the year ending December 31, 2014, they have prepared the following Income statement for the partnership:

Burt and Sam Jones
Partnership Income Statement
Year Ending December 31, 2014

Revenues 	$707,000
Eligible Dividends from Canadian corporations 	32,000
Gain on Sale of Shares of Canadian Public Corporations	 52,000
Total Revenues 	$791,000

Expenses:

Salaries to employees	$286,000
Office Rent 	 64,000
Office Supplies 	 26,000
Depreciation on assets 	 29,000
Charitable Donations 	63,000
Drawings by Burt 	145,000
Drawings by Sam  	153,000 	766,000
Net Income 	 $ 25,000

Additional Information:

On January 1, 2014 the partnership had a Class 10 UCC balance of $90,000 and a balance of $28,000 in Class 8. During the year, the partnership purchased furniture totalling $12,000. There were no dispositions.


Required:

Calculate the minimum amount of Net Business Income from the partnership to
be reported in the tax returns of each of the brothers for the 2014 taxation year. Also indicate other amounts that would be allocated to the brothers by the partnership, as well as any credits against federal tax payable that would result from these allocations.



Question 9 (6 marks – 12 minutes)


1)	A testamentary trust is one that is established at the time of an individual’s death.  Which of the following statements is correct with respect to testamentary trusts?

A.	The taxation year of the trust must be the calendar year.
B.	The trust return is due 90 days after the trust’s year end.
C.	All of the income of the trust will be taxed at the highest federal rate of 29 percent.
D.	The trust will not be eligible for a dividend tax credit on dividends received and retained in the trust.


2)	Which of the following amounts will not be included in the determination of Net Income for Tax Purposes of a trust?

A.	Retained income which has been allocated to a preferred beneficiary of the trust.
B.	Amounts paid or payable to a beneficiary of the trust.
C.	The difference between the fair market value and the cost of assets transferred to a capital beneficiary.
D.	Amounts that have been paid to a beneficiary but have been designated not to have been paid.


3)	Which of the following items cannot be allocated to beneficiaries of a trust?

A.	Losses incurred on the disposition of trust capital property.
B.	Gains resulting from the disposition of trust capital property.
C.	Recapture of CCA on the disposition of trust depreciable assets.
D.	All of the above.
E.	A and C above.


4)	When an individual dies, there is a deemed disposition of certain types of property.  This would include property held by one type of trust for which the deceased taxpayer was a settlor.  That type of trust is:

A.	A discretionary trust.
B.	A testamentary trust.
C.	A joint spousal or common-law partner trust.
D.	An alter ego trust.



Question 9 – Cont’d

5)	Which one of the following statements with respect to a qualifying spousal trust is not correct?

A.	The transferor’s spouse must be entitled to receive all of the income of the trust arising before the spouse’s death.
B.	The settlor must be 65 years of age or older.
C.	No person other than the spouse may receive or benefit from any of the income or capital of the trust, prior to the death of the spouse.
D.	A spousal trust can be a non-discretionary trust.


6)	An individual settled a trust in favour of his minor children.  The property transferred to the trust for no consideration included securities on which there were accrued capital gains.  Which one of the following statements is not correct with respect to inter-vivos trusts?

A.	Any income and capital gains earned by the trust and allocated to the beneficiaries will be attributed back to the individual.
B.	The individual will have to recognize the accrued capital gains on the securities at the time of their transfer to the trust.
C.	The income in the trust will be taxed at the maximum 29 percent rate applicable to individuals.
D.	The trust will not be taxed on income that is distributed to the children during the year.






END OF EXAMINATION
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