Solution to Problem 8-1

Facts:

Ms. Wells makes the following purchases and sales of shares:

	Memo Inc

	Dates of Purchase
	Dates of Sale
	# and Cost

	Feb. 2006
	
	60 @ $24

	Nov. 2007
	
	90 @ $28

	Apr 2008
	
	45 @ $30

	
	Oct. 2008 Sale
	(68) @ $36

	Sept. 2010
	
	22 @ 26

	
	Nov. 2010 Sale
	(53) @ 40


	Demo Ltd.

	Dates of Purchase
	Dates of Sale
	# and Cost

	Apr. 2009
	
	200 @ $24

	Dec. 2009
	
	160 @ $33

	
	July 2010 Sale
	(260) @ 36


What are the tax implications?

Memo Inc.:

February Purchase:  60 @ $24


$1,440

Nov. Purchase:  90 @ $28



  2,520

April Purchase:  45 @ $30



  1,350
Total Cost of 195 Shares



$5,310

Average Cost:  $5,310 ( 195 = $27.23

68 Shares are sold on October 2008.  The Tax Implications are:


Proceeds of Sale:  68 shares @ $36

$2,448.00


ACB:  68 shares @ $27.23



(1,851.64)


Capital Gain





$  596.36


Taxable Capital Gain



$  298.18

Balance in the account of Memo Shares:

    (195 – 68) shares X $27.23 avg. cost = 127 shares @ $3,458

Opening Balance:





$3,458

Sept. 2010 Purchase: 22 @ $26



     572
Total Cost of 149 shares




$4,030

Average Cost:  $4,030 ( 149 = $27.05

53 Shares are sold on Nov. 2010.  The Tax Implications are:


Proceeds of Sale:  53 shares @ $40

$2,120.00


ACB:  53 shares @ $27.05



(1,433.65)


Capital Gain





$  686.35


Taxable Capital Gain



$  343.18

Balance in the account of Memo Shares:


(149 – 53) shares X $27.05 average cost = 96 shares @ $2,597

Demo Shares:

April 2009 Purchase: 200 @ $ 24


$  4,800

December 2009 Purchase:  160 @ $33

    5,280
Total cost of 360 Shares




$10,080

Average Cost:  $10,080 ( 360 = $28.00

260 Shares are sold in July 2010 and the Tax Implications are:


Proceeds of Sale:  260 shares @ $36

$9,360


ACB:  260 shares @ $28.00


(7,280)


Capital Gain





$2,080


Taxable Capital Gain



$1,040

Balance in the account of Demo Shares:


(360 – 260) shares X $28.00 average cost = 100 shares @ $2,800

Problem 8-11

Facts:

· Winding Inc owned a Class 1 building with an original cost of $750,000, which sat on land valued at $150,000 (Total cost $900,000).  The current UCC of the building is $425,000.

· On July 10, the building was destroyed in an earthquake 

· Insurance paid $1,000,000 for the building on November 1st and the land was sold at the same day for $200,000.

· In February of the following year, Winding acquired a new replacement land and building for $1,400,000, of which $300,000 was allocated to the land 

· Winding Inc. will make the appropriate tax elections to reduce the tax effects of the replacement

Explain the tax effects:

· At the time of the involuntary disposition

· In the following year when the property is replaced

Solution  In the Year of Loss:
(1) Calculate Capital Gains:

Land:

Proceeds of Disposition (POD)


$200,000

Adjusted Cost Base (ACB)


(150,000)

Capital Gain





$  50,000

Taxable Capital Gains 



$   25,000

Building:

Insurance Received




$1,000,000

Adjusted Cost Base




(   750,000)

Capital Gains





$  250,000

Taxable Capital Gains 



$   125,000

(2)  Check for potential CCA Recapture on Depreciable Assets:

Capital Cost






$750,000

UCC








( 425,000)

Recapture of CCA





$ 325,000

Impact on Winding Inc’s Tax Return:

Taxable Capital Gain on Land


$   25,000

Taxable Capital Gain on Building

$ 125,000

Recaptured CCA




$ 325,000
Total to Include on Tax Return


$ 475,000

(1) Because the asset was replaced before the end of the second taxation year following the disposition, both the capital gains and the CCA recapture can be treated as a reduction the cost (ITA 44(1)) and the UCC (ITA 13(4)) of the replacement assets.

(2) An amended return can be filed for the prior year to remove the capital gain and CCA recapture from income.

Upon Replacement:  (with election)

New Land:

Capital Cost


$300,000

Deferred Capital Gains
(  50,000)

Deemed ACB


$250,000

New Building:

Actual Cost of Replacement Property

$1,100,000

Capital Gain Deferred by Election


(    250,000)

Deemed Cost of Replacement Property

$   850,000

Capital Cost of Replacement Property

$  850,000

Recaptured CCA Deferred by Election

(   325,000)

UCC balance of Replacement Property

$  525,000

As a result, the CCA claimed in the first year would be:

($525,000)(4%)(1/2)  =  $10,500
















