Solution to Problem 8-3
Facts:

Ms. Fabrice purchased a tract of land in 2005 for $430,000. It was sold this year for $1,730,000. 
She receives a down payment of $519,000 and accepts a 14 year, 8 percent mortgage for the balance of $1,211,000. The payments on this mortgage begin next year and require the repayment of $86,500 per year in capital.

Ms. Fabrice wishes to use reserves to defer the payment of taxes on capital gains for as long as possible. 
Required: 
Calculate the capital gains taxation effects of this sale, assuming that Ms. Fabrice deducts the maximum capital gains reserve each year.
Solution:

The anticipated cash payments are:



                                                             Payment
Balance Owing
Sale Price = Total Proceeds
                                            
$1,730,000

Current1 Payment (30%)
$519,000
                          1,211,000

Next Year (Yr.1) Payment (5%)
  86,500                           1,124,500

Year 2 Payment (5%)
  86,500                           1,038,000

Year 3 Payment (5%)
  86,500                              951,500

Year 4 Payment (5%)
  86,500                              865,000
Year 5 Payment (5%)                  86,500                              778,500

Year 6 Payment (5%)
  86,500                              692,000
Year 7 Payment (5%)
  86,500                              605,500
Year 8 Payment (5%)
  86,500                              519,000
Year 9 Payment (5%)
  86,500                              432,500
Year 10 Payment (5%)
  86,500                              346,000
ETC to Year 14
Proceeds Of Disposition
$1,730,000 

Adjusted Cost Base
(  430,000)

Total Capital Gain
$1,300,000 

Inclusion Rate                                            1/2 

Total Taxable Capital Gain
$  650,000 

Under ITA 40(1)(a)(iii), the amount that can be deducted as a capital gains reserve is equal to the lesser of:

· (Capital Gain)(Proceeds not yet Due ÷ Total Proceeds)

· (20%)(Capital Gain)(4 – Number of Years Ending after Disposition)

In the Year of Sale (Year 0):

The maximum reserve would be the lesser of:

· [($1,300,000)($1,211,000 ÷ $1,730,000)] = $910,000

· [($1,300,000)(20%)(4 - 0)] = $1,040,000

The taxable capital gain to be added in the Income Return would be:

Total Capital Gain 
$1,300,000 

New Reserve
(  910,000)

Capital Gain
$  390,000 

Inclusion Rate
1/2 

Taxable Capital Gain
$  195,000 

One Year After Sale:
The maximum reserve would be the lesser of:

· [($1,300,000)($1,124,500 ÷ $1,730,000)] = $845,000

· [($1,300,000)(20%)(4 - 1)] = $780,000

The taxable capital gain would be:

Previous Year’s Reserve
$910,000 

New Reserve
(  780,000)

Capital Gain
$130,000 

Inclusion Rate
1/2 

Taxable Capital Gain
$ 65,000 

Subsequent Years:
· 2nd Year after Sale:

 [($1,300,000)(20%)(4 Years - 2 Years)] = $520,000

· 3rd Year after Sale:

 [($1,300,000)(20%)(4 Years - 3 Years)] = $260,000

· 4th Year after Sale:

 [($1,300,000)(20%)(4 Years - 4 Years)] = Nil

Based on this, taxable capital gain for these three years will be calculated as follows:



2nd 
3rd 
4th 
Previous Year’s Reserve
   $780,000 
     $520,000 
      $260,000 

New Reserve
                       ( 520,000)
    ( 260,000)
               Nil 

Capital Gain
                        $260,000 
    $260,000 
      $260,000 

Inclusion Rate
1/2 
1/2 
1/2 

Taxable Capital Gain
         $130,000      
$130,000 
      $130,000 

By the 4th year after the sale, the entire taxable gain of $650,00 will have been recognized:

Year 0
$195,000 

Year 1
65,000 

Year 2
130,000 

Year 3
130,000 

Year 4
130,000 

Total
$650,000 
















