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NOTE:
1.
This is an open book examination.


2.
This examination consists of three parts. You must answer all questions in Parts A and C. You have a choice of which questions to answer in Part B. Allocation of marks among the sets of question are indicated in brackets.
Part A (30 points total)

Michelle Khan (Ph.D. Chemistry) is an environmental scientist. In 2013, she joined fellow graduate students to form a start-up in Vancouver named CVTL, which focused on commercializing technology in the production of sodium batteries.  (Sodium batteries are much cheaper than lithium batteries and have extensive applications in building green electric grids.) In the years after 2013, CVTL’s research and development work generated promising applications, and the company grew on government grants and venture capital funding. But it still needed to secure more customers before being ready for a public listing.

As an employee, Michelle was granted options to acquire CVTL’s common shares—altogether 80,000 shares over the years, none of which she had exercised before 2021. CVTL offered these options to Michelle and other employees at exercise prices equal to the estimated fair market value of its shares between 2013 and 2020, which ranged from $0.20 to $1 per share. In early 2021, CVTL received an unsolicited offer from White North Solar (WNS), a company listed on NASDAQ with annual revenue of over $7 billion, to acquire all the shares of CVTL. CVTL accepted the offer, and as a part of the acquisition agreement, allowed CVTL’s employees to exercise their stock options in CVTL immediately before the acquisition and arranged WNS to purchase the shares issued thereupon for $4 a share. Those employees who continue to work for CVTL (which would become a WNS subsidiary) would receive WNS stock options instead as incentive options. On July 5, 2021, Michelle exercised all of the CVTL stock options she had previously been granted and, per the agreement between CVTL and WNS, sold the 80,000 shares to WNS, receiving proceeds (net of the exercise price) of $280,000.

Michelle decided to continue working for CVTL for the time being. Part of her compensation at WNS are options to acquire 4,000 shares of WNS per year, where the exercise price is set at 90% of the average traded price the previous year. However, as a new employee in the WNS group, Michelle’s WNS stock options would vest only in 2023, after two calendar years of employment. The exercise prices and the value of WNS shares on the date of Michelle’s option grants for the last 3 years are as follows.

	
	WNS price per share at time of grant 
	Exercise price

	July 2021
	$40
	$35

	January 2022
	$30
	$25

	January 2023
	$36
	$32



By early 2023, after her WNS stock options have vested, Michelle decided that her future career lies elsewhere. Her common-law partner, Jamie Lee, persuaded Michelle that she should pursue two sets of ideas that have long fascinated her: (1) results in her Ph.D. study that are highly relevant to developing carbon capture technology, and (2) figuring out how to better incentivize Canadians to make climate-friendly choices. An opening at a new thinktank, the Garibaldi Institute, would allow Michelle to start on these new pursuits.  Michelle gave notice to CVTL in February 2023. CVTL informed her that WNS, the parent company, desired Michelle to sign, before termination, several non-compete and non-disclosure agreements. Michelle had signed similar agreements with CVTL as a condition of employment, but as inducement to sign the further agreements with WNS, WNS offered Michelle $10,000, to be paid on April 1, 2003, the date her employment with CVTL was to terminate. Michelle signed these agreements and ended her employment on April 1. On April 7, 2023, she exercised her WNS options and sold the 12,000 shares of stock from the exercise for proceeds (net of the exercise price) of $80,000. 


Michelle had saved up her gains in 2021 from CVTL stock and invested around $250,000 in a portfolio of corporate bonds. As interest rates rapidly rose in 2022, however, the bonds in the portfolio lost substantial value, to about $225,000. Jamie Lee, on the other hand, realized about $50,000 of capital gains in 2022.  

Questions: Tax consequences for Michelle Khan 

Michelle’s sister Evelyn and Evelyn’s family had recently been audited by the CRA. Because of this, Michelle wants to be extra careful with her tax positions. She approached you for the following advice: 

1. What should have been the tax consequences of Michelle’s purchase and sale of CVTL shares in July 2021? In particular, does the fact that she exercised the CVTL options and immediately sold the CVTL shares at a gain affect the tax treatment of the transactions? (She doesn’t want to tell you yet how she actually reported on her 2021 returns.) 

2. What are the tax consequences to Michelle of her exercise of WNS stock options in March 2023? (15 points total for Questions 1 and 2)

3. What are the tax consequences of the payment from WNS Michelle received upon termination of her employment? In particular, Michelle wants you to consider the fact that at no point was she a WNS employee. (5 points)

4. Can Michelle realize the losses from her bond folio in a way that helps Jamie to reduce her tax liabilities on the capital gain realized in 2022? Suppose that Michelle transfers the bonds to Jamie as a gift, and Jamie then sells the bonds. Would Jamie then be able to realize the losses on the bonds and net the losses against her gain?  (10 points)

Part B (10 points)

Choose two from the following five questions to provide short answers (5 points for each answer):

i. What is imputed income? Give at least two examples.

ii. What are some differences between taxing income and taxing consumption?

iii. Are the “matching principle” and the “realization principle” the same? If not, how are they different?

iv. What is tax arbitrage? 

v. Under Canadian tax jurisprudence, can an asset used in a company’s business be neither capital property nor inventory? 
Part C (60 points total)

After being acquired by WNS in 2021, CVTL entered into several significant transactions. First, WNS wanted to CVTL to scale up its research to help WNS become a global player in this sector. CVTL began to construct a new laboratory building in Burnaby in 2021 and expects to put the lab to use in late 2023. In early 2023, the total cost of the new lab is estimated to be $13 million, of which $8 million are attributable to a range of equipment (“New Equipment”) that belongs to Classes 43, 43.1 and 53 of Schedule II in the Income Tax Regulations: these classes of assets are eligible for “enhanced allowance” of 100% (i.e., immediate expensing) in 2023. In expectation of the move to the new lab, CVTL also disposed of a range of equipment it had acquired as recently as January 2019 (“Old Equipment”). CVTL originally acquired the Old Equipment for $2 million, and was already able to claim a total of $1.8 million of capital cost allowance (CCA) on it in the three years since. But due to various investment incentives in both Canada and the U.S., the secondary market for similar equipment was quite hot, and CVTL was able to sell the Old Equipment to a third-party buyer for $1.5 million. 

To finance the purchase of the New Equipment and the construction of the Burnaby lab, CVTL borrowed $11.5 million—$7 million from the Bank of Montreal and $4.5 million from its parent company WNS. In other words, CVTL only needed to put in $1.5 million from its own cash flow for the new investment in the Burnaby lab.  

Second, WNS deemed one patented technology owned by CVTL to be almost ready for commercial deployment. It therefore caused CVTL to transfer the patent to another Canadian member of the WNS group—a company called EEAO—for $5 million at the end of 2021. Because CVTL itself developed the technology, it had already deducted all of the expenses associated with the patent’s development and so therefore reported a net profit of $5 million from the transfer to EEAO. Associated with this patent, however, was an unresolved patent dispute which implied ongoing legal fees and, according to CVTL’s lawyers, a potential cost of $4 million to settle (in a worst-case scenario). This potential liability had been disclosed to WNS before CVTL was required. As a part of the patent transfer, EEAO agreed to assume all liabilities arising from this unresolved dispute and hold CVTL harmless from any subsequent development. 


Third, in addition to the patent transfer, CVTL entered into a 7-year contract with EEAO for services relating to the transferred patent and for other research services. The total consideration for the contract is $5 million, but EEAO paid $3 million to CVTL at the end of 2021. The balance of the consideration ($2 million) would be paid in 2023, also well in advance of the end of the service contract. 


In 2023, to finance both the acquisition of CVTL and other business expansions, WNS is considering borrowing $100 million by issuing bonds in the public market. WNS’ bankers offered two options. One is to issue so-called Green Bonds or ESG Bonds, which would be easy to sell, but which would require regular interest payments and would not generally result in cheaper financing than regular bonds. The other is to issue bonds that offer the same yield as regular bonds but with lower regular interest payments: the bonds would be issued as a discount.  

Questions: Tax consequences for CVTL (40 points total)

Imagine that you are a first-year tax associate at a Vancouver law firm that advises CVTL. One day, when the tax partner in charge of the CVTL file is on extended vacation, a senior corporate associate rushes into your office and begins to quiz you about the tax consequences of CVTL’s transactions since 2021. 

5. You first gather that she has heard from a CVTL in-house lawyer that CVTL is now under audit by the CRA for the 2021 tax year. Two issues raised on the audit are (a) whether the patent transfer to EEAO generated capital gains or business income for CVTL, and (b) whether EEAO’s assumption of ongoing legal costs and potential liabilities under the patent dispute should be treated as consideration paid to CVTL. Please explain to her how to think about these two issues. (8 points for each of issues (a) and (b)).

6. Your corporate colleague also wants to know how CVTL’s building of a new Burnaby lab, acquisition of the New Equipment, and disposition of the Old Equipment might affect the calculation of CVTL’s tax liabilities in 2021. Can CVTL claim deductions from these 2023 expenditures and offset any profit that CVTL realized in 2021? How much deduction, roughly, can CVTL claim on the basis of the Burnaby lab in 2023? Your colleague points out that, so far, CVTL only put up $1.5 million for such investments whereas the rest was debt-financed. Even if CVTL deducts the entire $1.5 million, she wonders, it hardly offsets the $5 million of gain in 2021 from the patent transfer (which gain would be even more if the liability assumption by EEAO were to be treated as proceeds of disposition), right? (19 points)

7. Another question is how CVTL should report the receipt of payment from EEAO under the 7-year service contract. Would CVTL have already included the payment of $3 million in 2021 and would it have to include the payment of $2 million in 2023? (5 points)

Questions: Tax consequences for EEAO and WNS (20 points total)

Imagine instead that you are a tax associate in a Toronto law firm that advises WNS and its group companies, including EEAO. You are being quizzed by another senior corporate associate:

8. For federal income tax purposes, how should EEAO account for the cost of the acquisition of the patent from CVTL? And how should it account for the payments under the 7-year service contract with CVTL? (10 points) 

9. If WNS issued 7-year bonds at a discount, WNS’ bankers said, the bonds would probably be treated as “prescribed debt obligations” under the Income Tax Regulations. What are they referring to and what are the implications of this treatment? How does WNS deduct interest expenses during the life of the bond? (10 points)   

END OF EXAMINATION

