- Revenue Code requires taxpayerseo r

art- characterize as ordinary income some
all of the gain on the disposition of certair
)0 types of business propertieShe amount

recharacterized as ordinary income (de
| preciation recapture) is the lesser of (1
the gain realized on the disposition, or (2

‘tio§?Ct'°'_‘ _1245.—Gam_From the total deductions allowed or allowable
acDispositions of Certain for depreciation or amortization from the
. Depreciable Property propery.

| 26 CFR 1.1245-1: General rule foetitment . On [_)ecember 12, 1996’ the IRS put
deof gain fom dispositions of certain degiable lished in theFederal Registe (61 F.R.

0 propetty. 65371) a notice of proposed rulemakin
th.»i'.D 8730 (REG-209762-95) to provide guidanc

on partnership allocations of depreciatio

UNHEPARTMENT OF THE TREASURY 'ecapture Although a public hearing was
O$nternal Revenue Service scheduled for March 27, 1997, the IR

)0 cancelled the hearing because it receive

»iI-26 CFR Part 1 no requests to speak.

L Allocations of Depreciation
Recapture Among Partners in a

¢ Partnership I. General Backgpund

.

The regulations provide guidance ol

Explanation of Povisions

CItAGENCY: Internal Revenue Service

(IRS), Treasuy allocating depreciation recapture amon
can ' partners, including depreciation recaptur
ACTION: Final regulations. attributable to contributed propert

ar The regulations provide that a partise
edSUMMARY: This document contains share of depreciation recapture is equal
,r_final regulations relating to the allocatiorthe lesser of (1) the partre share of total
' of depreciation recapture among partne@?in arising from the disposition of the
wilin a partnership The final regulations Property (gain limitation) or (2) the part-
amend existing regulations to require thate’'s share of depreciation or amoetiz
lu-gain characterized as depreciation recafion from the property (as defined in para
préure be allocated, to the extent possible, @aph (€)(2)(ii) of the regulations)This
.ndhe partners who took the depreciation dile seeks to insure, to the extent possibl
amortization deductionsThe final regu- that a partner recognizes recapture on t
e lations dfect partnerships (and their part-disposition of property in an amount
ners) that sell or dispose of certain depr@qual to the depreciation or amortizatiol
i ciable or amortizable propgrt deductions from the property previousl
- taken by the partmeAny depreciation re-
50.DATES These regulations ardfective capture that is not allocated to a partne
August 20, 1997. due to the gain limitation is allocatec
For dates of applicability of these regulaamong those partners whose shares
tions, see §§ 1.704-3(f) and 1.12451otal gain on the disposition of the prop
‘ (e)(2)(iv). erty exceed their shares of depreciation
y amortization from the propsrt This un-
FOR FLRTHER INFORMATION CON- allocated depreciation recapture isoall
'atrACT: Daniel J. Coburn, (202) 622-3050cated among those partners in proportic

gnot a toll-free number) to their relative shares of the total gain o
3,t the disposition of the propegrt
llasyuPPLEMENARY INFORMATION: The regulations provide special rule:
re

for determining a partmes share of depre-
ciation or amortization from contributed
This document amends the Inceifax property subject to section 704(c). Unde
Regulations (26 CFR part 1) relating tahe regulations, a contributing partie
the characterization and allocation of deshare of depreciation or amortization in
uepreciation recapture among partners in eludes depreciation or amortization al
partnership. Section 1245 of the Interndbwed or allowable prior to contribution.

p Backgound



In addition, the regulations provide thabf depreciation recapture from a propertPART 1—INCOME TAXES

curative and remedial allocations geneiif allocations under the general rule (allo o

ally reduce the contributing partrier cations in proportion to the remaining Faragraph 1The authority citation for

share of depreciation or amortization angartners'shares of gain from the dispesi Part 1 continues to read, in part, as-fol

increase the noncontributing partnerstion of the property) cause a remaining®Vs:

shares of depreciation or amortization. partnets share of depreciation to exceed Authority: 2.6 u.s.C. 78(_)
. the partne’s share of gain from the dispo Par 2. _Sectlon 1.704-3 is amended by:

Il. Changes in Response to Comments ition of the property (1) Adding new paragraph (aj(L

tions clarify the e&ct of curative and re regulations allow but not require that part

medial allocations on the partnestiares Nerships allocate depreciation recapture [WS:

of depreciation or amortization from con Proportion to the partnershares of the g, 704 3 Contributed ppety.
tributed property The examples now gain from the disposition of the property

demonstrate that curative and remedial af 'S change was not made because the(a) *** -
locations can reduce the contributing parfRS andTreasury continue to believe that (11) Contributing and noncontributing

ner's share of depreciation or amortizatiomnatching depreciation recapture allecapartners’ recaptue shaes. For special
to zero, but not below zero. Once thecoﬁions to depreciation allocations most aprules applicable to the allocation of depre
tributing partneis share of depreciation Orpr.opnatel)/ carries out the policies underciation recapture with respect to property
amortization has been reduced to zero, tHéNg Section 1245. contributed by a partner to a partnership,
curative or remedial allocations do not af A number of terminology and stylistic see §§1.1245-1(e)(2) and 1.1250-1(f).
fect the contributing partniar share of de c1anges have also been made to these reg  x %k x

preciation or amortization. Howevehe ulations. These changes were made for . . .
curative or remedial allocations continudUrPoSes of economy _and should not be (f) Effective date.With the exception
to affect the noncontributing IOarmers,mterpreted as substantive changes. of paragraph (a)@) of this section, this

shares of depreciation or amortization. section applies to properties contributed

SpecialAnalyses .
The regulations have also been revised to a partnership and to restatements pur

to make it clear that these amendments to It has been determined that tfiieea  Suant to 81.704-1(b)(2)(iv)(f) on or after
the section 1245 regulations onlyfeaft sury decision is not a significant regulaDecember 21, 1993. Paragraph (&)(df
how the depreciation recapture recogtory action as defined in EO 12866 IS section applies to  properties eon
nized by the partnership is allocatedherefore, a regulatory assessment is nbtouted by a partner to a partnership on or
among the partners; they do ndeat the required. It also has been determined thafterAugust 20, 1997. Howevepartner
computation of depreciation recapture ggection 553(b) of thédministrative Pre Ships may rely on paragraph (a)jlof
the partnership levelThe regulations rec cedureAct (5 U.S.C. chapter 5) does nothis section for properties c:t_nntnbuteczL be
ognize that even absent a gain limitatiorapply to these regulations, and becaudgre August 20, 1997, and disposed of on
remedial and curative allocations mayhe regulations do not impose a collectiof" afterAugust 20, 1997. _

cause the total of the partnessiares of of information on small entities, the Reg Par 3. Section 1.1245-1 is amended
depreciation to exceed the amount of dellatory Flexibility Act (5 U.S.C. chapter by revising paragraph (e)(2) to read as
preciation recapture recognized at thé) does not apply Pursuant to section follows:

partngrship IeveI_. I_n such a case, the-paﬁfSQS(f) of the Internal Reve‘?“e Code, .th§1.1245-1 Generalute for treatment
nerships depreC|a't|on recapture Wlth- re notice of proppsed ruIemakmg prec:edln%f gain fiom dispositions of ceain

spect to the contributed property is to béhese regulations was submitted to thSepleciable popetty.

allocated among the partners in proporSmall Busines@\dministration for com '
tion to their relative shares of depreciatioment on its impact on small business.
or amortization with respect to that prop
erty. Howevey no partneis share of de () ***

preciation recapture from the property can The principal author of these regula (2)() Unless paragraph (e)(3) of this
exceed that partner share of the total tjons is Daniel J. Coburn, @de of Assis  S€ction applies, a partrisrdistributive
gain arising from the disposition of thetant Chief Counsel (Passthroughs anghare of gain recognized under section

5***

* * * * *

Drafting Information

property Special Industries), IRS. Howevyerther 1245(a)(1) by the partnership is equal to
Example 2 of paragraph (e)(2)(iii) of personnel from the IRS arfdeasury par the lesser of the partrisrshare of total
the regulations has also been revised {gipated in their development. gain from the disposition of the property
demonstrate more thoroughly how recap e e e (gain limitation) or the partn& share of
ture is allocated when a partieshare of depreciation or amortization with respect
depreciation recapture is capped by thRdoption ofAmendments to the to the property (as determined under para
partnets share of gain from the disposi Regulations graph (e)(2)(ii) of this section)Any gain
tion of the property As illustrated in the recognized under section 1245(a)(1) by

example, some partnerships may find it Accordingly 26 CFR part 1 is amendedthe partnership that is not allocated under
necessary to make multiple reallocationas follows: the first sentence of this paragraph



(e)(2)(i) (excess depreciation recapture) isontributing partner with respect to thateneral partnershigThe partnership agreement pro

allocated among the partners whosproperty and by the amount of any cura‘g’,'(‘)j‘;’i3 :::;t‘{;p;iﬂa{g’ggig‘;ﬁggs ;"r']'é bgnat't'%czgfg

shares of total gain from the disposition ofive allocation of deduction or loss (othekf depreciable properph will first be allocated gain
the property exceed their shares of depréhan capital loss) to the noncontributingdo the extent necessary to equaie and BS capi

- . . . tal accounts.Any remaining gain will be allocated
ciation or amortization with respect to thepartner with respect to that properffhe . percent té and 50 percent o B. In its first year

property Excess depreciation recapturg@artnersshares of depreciation or amerti of operationsAB purchases depreciable equipment

is allocated among those partners in-pra@ation with respect to property fromfor $5,000. AB depreciates the equipment over its

portion to their relative shares of the totalvhich curative allocations of depreciatior]sir'f;gtﬁg‘é‘_’eg |Ft)se;:?§ iggreé?ﬁtsetfaﬁiiéhi 2tga'ght'

gain (including gain recognized undeior amortization are taken is determinedrating income equals its expenses (other than de
section 1245(a)(1)) from the dispositiorwithout regard to those curative allecapreciation). (b simplify this exampleAB’s

. . depreciation deductions are determined without re
of the property that is allocated to thdions. SeeExample3(iii) of paragraph gard to any first-year depreciation conventions.)

partners who are not subject to the gaife)(2)(iii) of this section. (i) Year L.In its first year of operation#B has
limitation. SeeExample2 of paragraph  (3) A partnets share of depreciation or$1.000 of depreciation from the partnership equip

. . . . ment. In accordance with the partnership agree
(e)(2)(iii) of this section. amortization with respect to property €0N ment AB allocates 90 percent ($900) of the depreci

(i)(A) Subject to the adjustments de tributed by a partner is adjusted to- acation toA and 10 percent ($100) of the depreciation
scribed in paragraphs (e)(2)(ii)(B) andcount for any remedial allocations. (Seé B. Atthe end of the yeaAB sells the equipment

. . . - for $5,200, izing $1,200 of gain ($5,200
(e)(2)(ii)(C) of this section, a partrier 81.704-3(d) for a description of the reme(,f,;Ount ,ea“;‘;g",gg‘;z&?ooo adjus‘t’edgf‘;ﬂ éasis)' In

share of depreciation or amortization wittdial allocation method.)The contributing accordance with the partnership agreement, the first

respect to property equals the total amoupartnets share of depreciation or amerti $2?SQCogp?g{‘ajic%'mitegn? ttr?ee?:nigr?irt\gess%g of
of allowed or allowable depreciation orzation with respect to the contributecgain is allocated $200 ®and $200 to B.

amortization previously allocated to thaproperty is decreased (but not below zero) (i) Recaptue allocations.$1,000 of the gain

; i indrom the sale of the equipment is treated as section
partner with respect to the property .by_the amount of any_remedlal aIIocatl_o 245(2)(1) gain. Under paragraph (2)2)() of this
(B) If a partner transfers a partnershipf income to the contributing partner Withsection, ‘each partnes share of the section

interest, a share of depreciation or amortiespect to that propertyA noncontribut  1245(a)(1) gain is equal to the lesser of the pasner

zation must be allocated to the transferdag partnets share of depreciation orshare of total gain recognized on the sale of the
equipment or the partnarshare of total deprecia

partner as it would have been allocated @mortization with respect to the c¢on ton with respect to the equipmerithus,A's share
the transferor partneif the partner trans tributed property is increased by thef the section 1245(a)(1) gain is $900 (the lesser of

; i ; ; _AaA's share of the total gain ($1,000) &id share of
fers a portion of the partnership interest, amount of any remedial allocation of dedepreciation ($900)). B share of the section

share of depreciation or amortization propreciation or amortization to the noneoNn1245(a)(1) gain is $100 (the lesser of Bhare of
portionate to the interest transferred mugtibuting partner with respect to that propthe total gain ($200) and 8'share of depreciation

; ($100)). Accordingly, $900 of the $1,000 of total
be allocated to the transferee partner erty. SeeExampIe3(|v) of paragraph gain allocated té\ is treated as ordinary income and

(C)(2) A partnets share of depreciation (€)(2)(iii) of this section. $100 of the $200 of total gain allocated to B is
or amortization with respect to property (4) If, under paragraphs (e)(2)(ii)(@)( treated as ordinary income.

. . - - f Example 2. Recapterallocation subject to gain
contributed by the partner includes th@nd (€)(2)(i)(C)8) of this section, the y oy ) Facts. A, B, and C form general part

amount of depreciation or amortizatiorpartnersshares of depreciation or amerti nershipABC. The partnership agreement provides
allowed or allowable to the partner for thezation with respect to a contributed propthat depreciation deductions will be allocated

Seiod before h. propery & contbuia ety exceed e acusmonts refected il aron e pumor st b {1 b
(2) A partnets share of depreciation orthe adjusted basis of the property undeent toA and 25 percent to BABC purchases de
amortization with respect to property eon§1.1245-2(a) at the partnership leveRreciable personal property for $300 and subse

. . . [N P quently allocates $100 of depreciation deductions
tributed by a partner is adjusted to-acthen the partnershig’gain recognized ., toA, B, and C, reducing the adjusted tax basis

count for any curative allocations. (Seeénder section 1245(a)(1) with respect tef the property to $0ABC then sells the property

§1.704-3(c) for a description of the tradithat property is allocated among the parfor $44t0- ]ﬁ&aoé;"ocgteﬁ $3t30 5101; lg}ethgain {90(t75B
. . . . . . . . ercent o ana allocate: e gain to
tional method with curative allocations.)ners in proportion to their relative shareg,; bercent of $440). No gain is anocatgd 0 C.

The contributing partnés share of depre Of depreciation or amortization (subject to (i) Application of gain limitation.Each partnes

iati iz ati ; nv again limitation that might applv). share of depreciation with respect to the property is
Clatlo.n or amortlzatlo.n with respect to thed y5g.|_h- h 29 . é)p )1) $100. Cs share of the total gain from the disposi
contributed property is decreased (but not (5) This paragraph (e)(2)(ii)(C) also-ap (o of the propertyhowever is $0. As a result,

below zero) by the amount of any curativ@lies in determining a partrisrshare of under the gain limitation provision in paragraph

allocation of ordinary income to the con depreciation or amortization with respecte)(2)() of this section, &' share of section
e . f hich dferences between 1245(a)(1) gain is limited to $0.
tributing partner with respect to that propto property for whic (i) Excess depriation ecaptue. Under para

erty and by the amount of any curative albook value and adjusted tax basis are crgraph (e)(2)(i) of this section, the $100 of section

; ; ted when a partnership revalues pattn 245(a)(1) gain that cannot be allocated to C under
location of deduction or loss (other thar® P P P the gain limitation provision (excess depreciation re

capital loss) to the noncontributing partship property pursuant to 81.704—,5¢re) is allocated tA and B (the partners not
ners with respect to that proper# non 1(b)(2)(iv)(). subject to the gain limitation at the time of the allo

. . e icati ic cation) in proportion to their relative shares of total
contributing partnes share of deprecia (i) ExamplesThe application of this -2 " £ disposition of the properti's rela

tion or amortization with respect to theparagraph (e)(2) may be illustrated by thge share of the total gain allocateditand B is 75
contributed property is increased by théollowing examples: percent ($330 of $440 total gain). sBelative share

P of the total gain allocated # and B is 25 percent
noncontributing partnés share of any eu Example 1Recaptue allocations.(i) Facts. A ($110 of $440 total gain). Howeveunder the gain

rative allocation of ordinary income to theand B each contribute $5,000 cash to faxBy a limitation provision of paragraph (e)(2)(i) of this



section, B cannot be allocated 25 percent of the exnder §1.704-3(c) using depreciation from D1, thé$200) decreased by the amount of the remedial al
cess depreciation recapture ($25) because thasults will be the same as under the traditiondbcation of income ($100)). C and D will each have
would result in a total allocation of $125 of depreci method, except that $150 of the $200 of tax deprech $200 share of depreciation with respect to D1.
ation recapture to B (a $100 allocation equal t® B’at|or_1_fr0m D1 that unld be allocated to C under the (B) Year 5. At the end of five years, €'share of
share o_f d_epreC|at|on plus a $25_allpcat|on of exce$_|sad|t|ona| m(_ath_od wlll be allocated to D as addi depreciation with respect to C1 will be $0 (the total
depreciation recapture), which is in excess of B’tional depreciation with respect to CAs a result, depreciation taken by C prior to contribution ($200)
share of the total gain from the disposition of thafter the first year of partnership operationss C’ P y &~ p
property ($10). Therefore, only $10 of excess-de share of depreciation with respect to C1 will be redecreased, but not below zero, by the total amount of
preciation recapture is allocated to B and the reduced to $50 (the total depreciation taken by C pridh€ remedial allocations of income to C ($600)s D
maining $90 of excess depreciation recapture is alléo contribution ($200) decreased by the amount gfhare of depreciation with respect to C1 will be
cated toA. A is not subject to the gain limitation the curative allocation to D ($150)). £8hare of de  $1,400 (the total depreciation allocated to D under
becausel's share of the total gain ($330) still-ex preciation with respect to C1 will be $350 (the dethe traditional method ($800) increased by the total
ceedsA’s share of section 1245(a)(1) gain ($190)preciation allocated to D under the traditionalamount of the remedial allocations of depreciation to
Accordingly, all $110 of the total gain allocated to B method ($200) increased by the amount of the-cur@ ($600)). HoweverCD's section 1245(a)(1) gain
|st_treat(|=.|d ast odrc:mzéry Imco$rrl18 ($}100 sharg of dgprt_edlvgzaol(l)ocr?tlon t?CIID ($15_0)t). C z_atr;]d D will tetacgrave;,\,ith respect to C1 will not be more than $1,000
ation allocated to B plus of excess depreciatioa share of depreciation with respect to D1. , - :
recapture) and $190 of the total gain allocateli® (B) Year 4.At the end of four years, €'share of (.Co E 3;2;( tieggifrﬁ)t:ﬁir;rg$éoz(go‘;)lUSS?Z);?eg:zcg h
treated as ordinary income ($100 share of deprecidepreciation with respect to C1 will be reduced to $§ pr . . : paragrap ,
tion allocated tA plus $90 of excess depreciation(the total depreciation taken by C prior to contribu e)(2)(i)(C)(4) of _th'_s secpon, because the partners
recapture). tion ($200) decreased, but not below zero, by thghares of depreciation with respect to C1 exceed the
Example 3. Determination of paers’'shaes of amount of the curative allocations to D ($600)), an@djustments reflected in the propestgdjusted basis,
depeciation with espect to contributed ppetty. ()  D’s share of depreciation with respect to C1 will b&D’s section 1245(a)(1) gain will be allocated in-pro
Facts.C and D form partnership CD as equal part$1,400 (the total depreciation allocated to D undegortion to the partnerglative shares of depreciation
ners. C contributes depreciable personal properthe traditional method ($800) increased by thevith respect to C1. BecausesGhare of deprecia
C1 with an adjusted tax basis of $800 and a fair maamount of the curative allocations to D ($600))tion with respect to C1 is $0, andskhare of depre
claimed $200 of deprecition from CAt the ime. 1o CL il not be more than S1.000 (@i depre.  C.210n Vilh respect 1o C1 is $1.400, all of GO
claime! of depreciation from e time , : S
of the contribution, C1 is depreciable under theiation ($800) plus G'tax depreciation prior to cen gl’zct)?hzf:sgt;c;r;i\}gd'ggar);lég;:z gltvﬁleeaal?hcﬁf\?etg
straight-line method and has four years remainingibution ($200)). Under paragraph (e)(2)(ii)(C)(4) .. years, . -
on its 5-year recovery period. D contributes $2,800f this section, because the partnetires of depre >1:000 share of depreciation with respect to D1 (five
cash, which CD uses to purchase depreciable pesiation with respect to C1 exceed the adjustments r¥ears of $200 depreciation per year).
sonal property D1, which is depreciable over seveftected in the propertg’adjusted basis, C®5ection
years under the straight-line method.o @mplify ~ 1245(a)(1) gain will be allocated in proportion to the  (iv) Effective dateThis paragraph
the example, all depreciation is determined withoypartnersrelative shares of depreciation with respec ; : : ;
regard to any first-year depreciation conventions.) to C1. Because €'share of depreciation with-re {e)(2) IS efectlvg for properties acquired
(i) Traditional method. C1 generates $700 of spect to C1 is $0, and ®share of depreciation with by a partnership on or aftéwugust 20,
book depreciation (1/4 of $2,800 book value) andespect to C1 is $1,400, all of GD$1,000 of section i
$200 of tax depreciation (1/4 of $800 adjusted tat245(a)(1) gain will be allocated to At the end of 19_97' Howeverpartnershms may r_EIy on
basis) each yearC and D will each be allocated four years, C and D will each have an $800 share 8hiS paragraph (e)(2) for properties-ac
$350 of book depreciation from C1 in year 1. Undedepreciation with respect to D1 (four years of $20Q]uired beforeAugust 20, 1997, and dis
the traditional method of making section 704(c) aldepreciation per year).
locations, D will be allocated the entire $200 of tax (iv) Effect of emedial allocations(A) Year 1.If posed of on or aﬁe‘kUQUSt 20, 1997.
depreciation from C1 in year 1. D1 generates $40Me partnership elects to make remedial allocations

of book and tax depreciation each year (1/7 ofinder §1.704-3(d), there will be $600 of book depre oo

$2,800 book value and adjusted tax basis). C anddation from C1 in year 1. (Under the remedial allo .

will each be allocated $200 of book and tax deprectation method, the amount by which €bbok basis Michael P Dolan,
ation from D1 in year 1As a result, after the first ($2,800) exceeds its tax basis ($800) is depreciated Acting Commissioner of
year of partnership operationssGhare of depreci over a 5-year life, rather than a 4-year life.) C and D

ation with respect to C1 is $200 (the depreciatiowill each be allocated one-half ($300) of the total Internal Revenue.

taken by C prior to contribution) and D5share of book depreciationAs under the traditional method,
depreciation with respect to C1 is $200 (the amouri2 will be allocated all $200 of tax depreciation fromApproved July 8, 1997.
of tax depreciation allocated to D). C and D eack1l. Because the ceiling rule would cause a disparity

have a $200 share of depreciation with respect tf $100 between B’book and tax allocations of-de Donald C. Lubick
D1. At the end of four years, €'share of deprecia preciation, D will also receive a $100 remedial -allo . . '
tion with respect to C1 will be $200 (the depreciacation of depreciation with respect to C1, and C will ActingAssistant Seetary of
tion taken by C prior to contribution) andsDshare receive a $100 remedial allocation of income with the Teasuy.

of depreciation with respect to C1 will be $800 (fourespect to C1As a result, after the first year of part
years of $200 depreciation per yeafit the end of nership operations, B’share of depreciation with (Fjled py the Ofice of the Federal Register @u-
four years, C and D will each have an $800 share oéspect to C1 is $300 (the depreciation allocated @Jst 19, 1997, 8:45 a.m., and published in the issue
depreciation with respect to D1 (four years of $20@ under the traditional method ($200) increased bgf the F,ederaI7Register férugust 20 1997. 62.R
depreciation per year). the amount of the remedial allocation ($100))s C’ 4214 ' T

(iii) Effect of curative allocationgA) Year 1.I1f  share of depreciation with respect to C1 is $100 (th%- )
the partnership elects to make curative allocatiortstal depreciation taken by C prior to contribution




