Part IV. Items of General Interest

Notice of Proposed Rulemaking and the hearing, Evangelista Lee, (202and should therefore be allocated to the
and Notice of Public Hearing 622-7190 (not a toll-free number). extent possible to the partner that re-

ceived those depreciation deductions. Fi-
Allocations of Depreciation SUPPLEMENTARY nally, the current regulations do not
Recapture Among Partners in a INFORMATION: provide guidance on the allocation of
Partnership Background re%z_aptl:rte gaint_fron; G:A(f)(nt)ritiut?ﬁ plrop_elrty

subject to section c). In the legisla-
REG-209762-95 This document proposes to change theive history of the 1984 amendment to

: . ncurrent Income Tax Regulations (26section 704(c), Congress suggested that
AGENCY: Internal Revenue Service . h ' SR
CFR part 1) relating to the characterizaTreasury and the Service issue regula-

(IRS), Treasury. tion and allocation of depreciation re-tions governing the allocation of recap-
ACTION: Notice of proposed rulemak- capture among partners in a partnershigure gain inherent in property contrib-
ing and notice of public hearing. Section 1245 of the Internal Revenuaited to a partnershigseeH.R. Rep. No.
Code requires taxpayers to recharacte861, 98th Cong., 2d Sess. 857 (1984);
SUMMARY: This document containsize as ordinary income some or all ofsee alsoStaff of the Joint Comm. on
proposed regulations relating to the allothe gain on the disposition of certainTaxation, 98th Cong., 2d Ses&general
cation of depreciation recapture amongypes of business properties. The amourxplanation of the Revenue Provisions
partners in a partnership. The proposefkcharacterized as ordinary income (reef the Deficit Reduction Act of 19814
regulations amend existing regulationgapture gain) is the lesser of: (a) thgComm. Print 1984). In the 1994 pre-
to require that any gain characterized again realized on disposition, or (b) theamble to the section 704(c) final regula-
depreciation recapture must be allocatetbtal deductions allowed or allowabletions, Treasury and the Service indicated
to each partner in an amount equal tdor depreciation or amortization fromthat this issue would be considered in a
the lesser of the partner’s share of totalhe property. Section 1.1245-1(e)(2) okeparate regulations project. 59 Fed.
gain from the sale of the property or thethe Income Tax Regulations currentlyReg. 66,726 (1994).
partner’s share of depreciation from therovides that each partner’s share ole . -
property. The proposed regulations afrecapture gain will generally be deter- Xplanation of Provisions
fect partnerships and their partners. Thisined in accordance with the provisions The proposed regulations provide
document also contains a notice of pubef section 704. The regulations alsoguidance on allocating recapture gain
lic hearing on the proposed regulationsprovide that, if the partnership agree-among partners, including recapture gain
ment provides for the allocation of totalattributable to contributed property. The
gain from the property but does notproposed regulations provide that a part-
rovide for the allocation of recapturener’'s share of recapture gain is equal to
gtain, recapture gain IiS allocated in thehe lesser of (1) the partner's share of
- ~“’same manner as total gain. total gain arising from the disposition of
ﬁ;l\/}:fg] 6at119%7a.m., must be receive The current regulat_ions create somé¢he property, or (2) the_ partner’s share
' : uncertainty because it is unclear howof depreciation or amortization from the
ADDRESSES: Send submissions to"eécapture gain is allocated under sectioproperty. This rule seeks to insure, to
CC:DOM:CORPR [REG—209762—95],704- The allocation of recapture gainthe extent possible, that a partner recog-
room 5226, Internal Revenue Servicecannot have substantial economic effeatizes recapture on the disposition of
POB 7604, Ben Franklin Station, Washbecause classifying a portion of the gairproperty in an amount equal to the
ington, DC 20044. Submissions may béS recapture gain merely changes the tadepreciation or amortization deductions
hand delivered between the hours of gharacter of the gain. In addition, bypreviously taken by the partner on the
am. and 5 p.m. to: CC:DOM:CORP:Rallowing the partnership to allocate re-property. If recapture gain remains unal-
[REG-209762-95], Courier's Desk, In-capture gain in the same manner as totécated under the general rule, the re-
ternal Revenue Service, 1111 Constitugain, the current regulations increase thmaining unallocated gain is allocated
tion Avenue, NW. Washington, DC.Possibility that a partner may receive aramong those partners whose shares of
Alternatively, taxpayers may submit@llocation of recapture gain in excess ofotal gain on the disposition of the
comments electronically via the Internethe partner’s share of depreplat|on fronproperty exce_ed _thelr shares of deprecia-
by selecting the “Tax Regs” option on the property. For example, if a partnettion or amortization with respect to the
the IRS Home Page, or by submittingcduires an interest in a partnership thatroperty. Recapture gain may be unal-
comments directly to the IRS Internethas fully depreciated the property andocated under the general rule if, for
site at http://www.irs.ustreas.gov/prod/th? property is subsequently sold at @xample, the total gain allocated to a
tax_regs/comments.html. The publicdain, the partner may be aIIoca_lted gartner on the sale of the property is
hearing will be held in room 3313, Portion of the total gain and a portion ofless than the amount of depreciation
Internal Revenue Building, 1111 Constithe recapture gain, even though thereviously allocated to that partner.
tution Avenue, NW., Washington, DC. partner did not receive any depreciation The proposed regulations provide spe-
deductions from the property. This mis-cial rules for determining a partner’s
FOR FURTHER INFORMATION match between depreciation allocationshare of depreciation or amortization
CONTACT: Concerning the regula- and recapture allocations should bdrom contributed property subject to
tions, Daniel J. Coburn or Deborahminimized because recapture gain isection 704(c). The proposed regulations
Harrington, (202) 622-3050 (not a toll-intended to offset the earlier depreciaprovide that a contributing partner’s
free number); concerning submissionsion deductions taken from the propertyshare of depreciation or amortization

1997-3 I.R.B. 12

DATES: Written comments must be re-
ceived by March 6, 1997. Outlines of
oral comments and requests to speak
the public hearing scheduled for March3



includes depreciation or amortization al- Persons that wish to present oratotal gain from the disposition of the
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. from the IRS and Treasury Departmentransfers a partnership interest, a share
Special Analyses participated in their development. of depreciation or amortization must be
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not apply. Pursuant to section 7805(f) of 2. New paragraph (a)(9) is added@mortization allowed or allowable to the
the Internal Revenue Code, this notice The addition reads as follows: partner for the period prior to the prop-

X X g erty’s contribution.
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ness. partners’ recapture sharesFor special g 0cations. (See § 1.704-3(c) for a de-
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admitted beyond the Internal Revenue (2)(i) Unless paragraph (e)(3) of thisproperty is increased by the noncontrib-
Building lobby more than 15 minutessection applies, a partner’s distributiveuting partner’s share of any curative
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of any curative allocation of deduction
or loss (othe than capitd losg allocated
to the noncontributig partne with re-
spec¢ to the contributel propery. The
partners shares of depreciatio or ama-
tization with respet to propery from
which curative allocatiors of deprecia-
tion or amortization are taken is dete-
mined without regad to those curative
allocations.

(C) The partners share of deprecia-
tion or amortizatiom with respet to
propery contributel by a partneg must
be adjustel to accoun for ary remedial
allocations (Se= § 1.704-3(d for a de-
scription of the remedia allocdtion
method) The contributing partne’s
shae of depreciatio or amortization
with respet to the contributel property
is decrease (but not below zerg by the
amoun of ary remedia allocation of
ordinal income to the contributirg part-
ner with respet to the contributel prop-
erty. A noncontributig partne’s share
of depreciatio or amortization with re-
spe¢ to the contributel propery is
increasd by the amoun of ary remedial
allocation of depreciatia or amortiza-
tion to the noncontributig partne with
respet to the contributel propery.

(D) The principles of this paragraph
(e)(2)(iii) apply in determinirg the effect
of remedi& or curative allocatiors on a
partne’s shae of depreciatio or ama-
tization with respet to propery for
which difference betwea bodk value
and adjustel tax bass are createl when
a partnershp revalues partnerskp prop-
erty pursuan to 8 1.704-1(b)(2)(iv)(f).

(iv) Examples The application of this
paragrap (e)(2 may be illustrated by
the following examples:

Exampek 1. Recaptue allocations (i) Facts A
and B ead contribue $5,0® cas to form AB, a
generd partnership The partnerstp agreement
provides tha depreciatio deductiors will be allo-
cated 90 percen to A ard 10 percen to B, and on
the sak of deprecial® propery, A will first be
allocatel gain to the extert necessar to equalize
A's ard B’s capitd accountsAny remainirg gain
will be allocatel 50 percen to A ard 50 percer to
B. In its first yea of operations AB purchases
depreciak® equipmen for $5,000 AB depreciates
the equipmen over its 5-yea recovey period and
elecs to use the straight-lire method In its first

yea of operations AB’s operatirg income equals
its expense (othe than depreciation).

(ii) Year 1. In its first yea of operations AB
has $1,00 of depreciatio from the partnership
equipment (To simplify this example the partne-
ships depreciatio deductios are determined
without regad to ary first-yea depreciatio con-
ventions) In accordane with the partnership
agreementAB allocates 90 percen ($900 of the
depreciatio to A ard 10 percen ($100 of the
depreciatio to B. At the erd of the yea, AB sells
the equipmen for $5,20Q recognizig $1,2® of
gain ($5,2@ amourn realized less $4,00 adjusted

tax basis) In accordane with the partnership
agreementthe first $800 of gain is allocatel to A

to equaliz the partners capitd accounts and the

remainirg $400 of gain is allocatel $200 to A and
$200 to B.

(iii) Recaptue allocations $1,00 of the gain
from the sak of the equipmen is treata as gain
recognizel unde sectilm 1245(a)(1) Unde para-
graph (e)(2)() of this section ead partne’s share
of this sectim 1245 gain is the lesse of the
partne’s shae of totd gain recognize on the sale
of the equipmen or the partne’s shae of total
depreciatio with respet to the equipment Thus,
A's shae of the sectim 1245 gain is $900 (the
lesse of A's shae of totd gain ($1,00Q0 and A's
shae of depreciatio ($900) ard B's shae of the
sectim 1245 gain is $10 (the lesse of B's share
of totd gain ($200 ard B’s shae of depreciation
($100)) Accordingly, $900 of the $1,0® of total
gain allocatel to A will be treatel as ordinary
income and $100 of the $200 of totd gain
allocatel to B will be treatel as ordinay income.

Exampé 2. Recaptue allocation limited by
gain shae. Assune the sane facts as in Example
1, excep tha the partnershp agreemen provides
tha gairs and losses from the sak of depreciable
propery will be allocatel equaly betwea the
partners On the sak of the equipment the
partnershifs totd gain of $1,2 is allocatel $600
to A and $600 to B. Unde paragrap (e)(2)() of
this section A's shae of the sectim 1245 gain is
limited to $600 (the amourt of totd gain allocated
to A) even thouch A’'s shae of the totd deprecia-
tion from the equipmen was $90Q The remaining
$400 of sectim 1245 gain mug be allocatel to B.
Accordingly, all $600 of totd gain allocatel to A
is treatel as ordinay income ard $400 of the
$600 of totd gain allocatel to B is treatal as
ordinay income.

Exampeé 3. Determinatiom of partners shaes of
depreciation with respet to contributel property.
(i) Facts C ard D form partnerstp CD as equal
partners C contributes deprecialé personé prop-
erty C1 with an adjustel tax bass of $800 and a
fair market value of $2,800 D contributes $2,800
cash Prior to contributing C1, C claimed $200 of
depreciatio from C1. At the time of contribution,
C1 has four years remainirg on its 5-yea recovery
periad and is depreciat® unde the straight-line
method At the time CD is formed it purchases
depreciat® personh propery D1 for $2,800,
which is deprecial® over seven yeas unde the
straight-lire method (To simplify the example all
depreciatio is determine without regad to any
first-yea depreciatio conventions).

(ii) Traditional method C ard D will ead be
allocatel $3%0 of the totd of $700 of book
depreciatio from C1 in yea 1. Unde the tradi-
tiond methal of making sectim 704(Q alloca-
tions C will not be allocatel ary tax depreciation
from C1 and D will be allocatel the entire $200
of tax depreciatio from C1. C and D will ead be
allocatel $200 of bodk ard tax depreciatio from
D1. As aresult after the first yea of partnership
operations C's shae of depreciatio with respect
to C1 is $200 (the depreciatio taken by C prior to
contributior) ard D’s shae of depreciatio with
respetto Cl is $200 (the amourt of tax deprecia-
tion allocatel to D). C and D ead hawe a $200
shae of depreciatio with respetto D1.

(iii) Effed of curative allocations If the part-
nershp elecs to make curative allocatiors under
§ 1.704-3(¢ usirg depreciatio from D1, the
resuls in yea 1 will be the sane as unde the
traditiond method except tha $150 of the $200
of tax depreciatio from D1 tha would hawe been
allocatel to C unde the traditiond methal will be
allocatel to D as additiond depreciatio with

respet to C1. As aresult after the first yea of
partnershp operations C's shae of depreciation
with respet to C1 will be reducel to $50 (the
totd depreciatio taken by C prior to contribution
(%200 decrease by the amoun of the curative
allocation to D ($150)) C's shae of depreciation
with respet to D1 will still be $200 ard D’s share
of depreciatio with respet to C1 will be $350
(the depreciatio allocatel to D unde the tradi-
tiond metha ($200 increasd by the amoun of
the curative allocatian to D ($150)) D’s shae of
depreciatio with respet to D1 will still be $200.

(iv) Effed of remedi& allocations If the part-
nershp elecs the remedi& allocation methal for
making section 704(Q allocatiors unde § 1.704—
3(d), there will be $600 of totd bodk depreciation
from C1 in yea 1. (Unde the remedid allocation
method the amourt by which C1's bodk basis
($2,800 exceed its tax bass ($800 is depreci-
ated over a 5-yea life, rathe than a 4-yea life). C
and D will eah be allocatel one-hal ($300 of
the totd bodk depreciation As unde the tradi-
tiond method C will be allocatel $0 of tax
depreciatio from C1 ard D will be allocatel $200
of tax depreciatio from C1l Because the ceiling
rule would cau® a dispariy of $100 betwea D’s
bodk and tax allocatiors of depreciation D will
al receive a $10 remedid allocation of depre-
ciation with respet to C1, ard C will receiwe a
$100 remedi4 allocatian of income with respet to
CLl As aresult after the first yea of partnership
operations D’s shae of depreciatio with respect
to C1 is $30 (the depreciatio allocatel to D
unde the traditiond methal ($200 increasd by
the amoun of the remedi4 allocatian ($100)) C's
shae of depreciatio with respet to C1 is $100
(the totd depreciatio taken by C prior to contri-
bution ($200 decrease by the amourn of the
remedid allocation of income ($100)) As under
the traditiond method C and D ead hawe a $200
shae of depreciatio with respetto D1.

(v) Effedive date. This paragraph
(e)(? is effective for properties acquired
by the partnerstp on or after the date
the regulatiors are publishal as final
regulatiors in the Federd Registe .

* * * * *

Margard¢ Milner Richardson,
Commissioneof Internd Revenue.

(Filed by the Office of the Federd Registe on
Decembe 11, 1996 8:45 a.m, and publish& in
the isste of the Federh Registe for Decembe 12,
1996 61 F.R. 65371)




