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The IRS Mission

Provide America’s taxpayers top quality service by help-
ing them understand and meet their tax responsibilities

Introduction

The Internal Revenue Bulletin is the authoritative instrument
of the Commissioner of Internal Revenue for announcing offi-
cial rulings and procedures of the Internal Revenue Service
and for publishing Treasury Decisions, Executive Orders, Tax
Conventions, legislation, court decisions, and other items of
general interest. It is published weekly and may be obtained
from the Superintendent of Documents on a subscription
basis. Bulletin contents are consolidated semiannually into
Cumulative Bulletins, which are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application
of the tax laws, including all rulings that supersede, revoke,
modify, or amend any of those previously published in the
Bulletin. All published rulings apply retroactively unless other-
wise indicated. Procedures relating solely to matters of in-
ternal management are not published; however, statements
of internal practices and procedures that affect the rights
and duties of taxpayers are published.

Revenue rulings represent the conclusions of the Service on
the application of the law to the pivotal facts stated in the
revenue ruling. In those based on positions taken in rulings
to taxpayers or technical advice to Service field offices,
identifying details and information of a confidential nature
are deleted to prevent unwarranted invasions of privacy and
to comply with statutory requirements.

Rulings and procedures reported in the Bulletin do not have
the force and effect of Treasury Department Regulations,
but they may be used as precedents. Unpublished rulings
will not be relied on, used, or cited as precedents by Service
personnel in the disposition of other cases. In applying pub-
lished rulings and procedures, the effect of subsequent leg-
islation, regulations, court decisions, rulings, and proce-

and by applying the tax law with integrity and fairness to
all.

dures must be considered, and Service personnel and oth-
ers concerned are cautioned against reaching the same con-
clusions in other cases unless the facts and circumstances
are substantially the same.

The Bulletin is divided into four parts as follows:

Part .—1986 Code.
This part includes rulings and decisions based on provisions
of the Internal Revenue Code of 1986.

Part Il.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions, and Subpart B, Legislation and Related
Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to
these subjects are contained in the other Parts and Sub-
parts. Also included in this part are Bank Secrecy Act Admin-
istrative Rulings. Bank Secrecy Act Administrative Rulings
are issued by the Department of the Treasury's Office of the
Assistant Secretary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The first Bulletin for each month includes a cumulative index
for the matters published during the preceding months.
These monthly indexes are cumulated on a semiannual basis,
and are published in the first Bulletin of the succeeding semi-
annual period, respectively.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.



Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 368.—Definitions Relating subsequently sells it know whether P iformer T shareholders and, thus, the re-

to Corporate Reorganizations the buyer. Without regard to the repurpurchase would not be treated as “in con-
chase program, a market exists for theection with” the merger. Under the facts
26 CFR 1.368-1(e): Continuity of interest. newly-issued P stock held by the former Ppresented, a sale of P stock on the open

shareholders. During the time P undemarket by a former T shareholder during
Continuity of interest on repurchase takes its repurchase program, there atbe repurchase program will have the same
of issuer’s sharesThis ruling holds that sales of P stock on the open markegffect on continuity of interest as a mere
an open market repurchase of shar&ghich may include sales of P shares bglisposition to persons not related to P.
through a broker has no effect on continlformer T shareholders.
ity of interest in a potential reorganiza- HOLDING

i LAW AND ANALYSIS
tion. Under the facts presented, the open

Rev. Rul. 99-58 Requisite to a reorganization under thgnarket repurchase of shares through a
Internal Revenue Code is a continuity oProker has no effect on continuity of in-
SSUE interest as described in § 1.368—1(ejerest in the potential reorganization.
Section 1.368-1(b). The general purposgy \ 1\ |NFORMATION
What is the effect on continuity of in- E)f the continuity of mtgrest requirement is
terest when a potential reorganization i fo prevent transactions that resemble The principal author of this revenue
followed by an open market reacqmsitioriales. from quallfy[ng for nonrecognitioNryling is Marie C. Milnes-Vasquez of the
of P's stock? f gain or loss available to corporate reoroffice of Assistant Chief Counsel (Corpo-
ganizations.” Section 1.368-1(e)(1)()rate). For further information regarding
FACTS To achieve this purpose, the regulatioghis revenue ruling, contact Ms. Milnes-
provides that a proprietary interest in thg/asquez on (202) 622-7770 (not a toll-
T merges into P, a corporation whoséarget corporation is not preserved to thgee call).
stock is widely held, and is publicly andextent that, “in connection with the poten-
actively traded. P has one class of coniial reorganization, . . . stock of the issu-
mon stock authorized and outstanding. Itng corporation furnished in exchange fogection 743.—Optional
the merger, T shareholders receive 50 pe?-proprietary interest in the target COTPOA fiustment to Basis of
cent common stock of P and 50 percertion in the potential reorganization is re'Partnershi
. -y . ” p Property
cash. Viewed in isolation, the exchangéeemed.” _Id. However, for purposes of
would satisfy the continuity of interest re-the continuity requirement, “a mere dis»g org 1 743.1: Optional adjustment to basis of
quirement of § 1.368-1(e) of the Incomeposition of stock of the issuing corporapartnership property.
Tax Regulations. However, in an effort tdion received in the potential reorganiza-
prevent dilution resulting from the is-tion to persons not related . . . to the
:  mheal i i ie di » 14T1.D. 8847
suance of P shares in the merger, P’s prigsuing corporation is disregarded.”_ Id.
existing stock repurchase program idhe regulation provides that all facts and
modified to enable P to reacquire a nunpircumstaacehs will be ctc))nsidered in deterDEPARTMENT OF THE TREASURY
ber of its shares equal to the number ignining whether, in substance, a propri; -
sued in the acquisit?on of T. The numbegtary interest in the target corporation iéntemal Revenue Service
of shares repurchased will not exceed threserved. 26 CFR Parts 1 and 602
total number of P shares issued and out- Under the facts set forth above, contiAdjustments Following Sales of Part-
standing prior to the merger. The repumuity of interest is satisfied. There wagership Interests
chases are made following the merger, amot an understanding between the AGENCY: Internal Revenue Service
the open market, through a broker for thehareholders and P that the T sharehol@iRS), Treasury.
prevailing market price. P’s intention toers’ ownership of the P shares would bACTION: Final Regulations.
repurchase shares was announced priortt@nsitory. Further, because of the meSUMMARY: This document finalizes
the T merger, but the repurchase prograchanics of an open market repurchase, thegulations relating to the optional adjust-
was not a matter negotiated with T or theepurchase program does not favor particnents to the basis of partnership property
T shareholders. There was not an undeipation by the former T shareholdersfollowing certain transfers of partnership
standing between the T shareholders ariherefore, even if it could be establishethterests under section 743, the calcula-
P that the T shareholders’ ownership of Ehat P has repurchased P shares from fdfen of gain or loss under section 751(a)
stock would be transitory. Because of thener T shareholders in the repurchase présllowing the sale or exchange of a part-
mechanics of an open market purchase,d?am, any such purchase would be coincirership interest, the allocation of basis ad-
does not know the identity of a seller of Rlental. The merger and the stoclustments among partnership assets under
stock, nor does a former T shareholderepurchase together in substance woukkction 755, the allocation of a partner’s
who receives P stock in the merger andot resemble a sale of T stock to P by thieasis in its partnership interest to proper-
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ties distributed to the partner by the partory Affairs, Washington, DC 20503. caused by section 732(c) still may occur.
nership under section 732(c), and the Books or records relating to these colAccordingly, the rule contained in

computation of a partner’s proportionatéections of information must be retaineds1.732-1(d)(4), which requires the
share of the adjusted basis of depreciabigs long as their contents may become mayandatory application of section 732(d)
property (or depreciable real propertyjerial in the administration of any internali certain cases, remains in effect.

under section 1017. The changes will akevenue law. Generally, tax returns and
fect partnerships and partners where thetex return information are confidential, ag
are transfers of partnership interests, disequired by 26 U.S.C. 6103.
tributions of property, or elections under

(b) Statement required by partnership.
ecause partners, rather than partner-
ships, are required to report basis adjust-

sections 108(b)(5) or (c). In addition, the ments under section 732(d), the final reg-
final regulations under section 732(c) reBackground ulations require partnerships to provide
flect changes to the law made by the Tax- _ . . transferees with such information as is
payer Relief Act of 1997. This document (a) revises 881.743-100qqary for the transferees properly to

ancsL7SSSH o e income Tax Regula(':ompute basis adjustments made under

DATES: Effective DatesThese regula- .
tions (26 CFR part 1), and (b) ar‘nendgection 732(d). This information must be

tions are effective December 15, 1999. "gg1 735 1 1 732-2, 1.734-1, 1.751-158CH0N - a
Applicability Date: These regulgtlons 1.754-1, and §1.1017-1 of the Income Taquwded |f.a transferee notifies a partqer—
apply'to .tran.sfers of pe}rtnershlp 'nterEStﬁeguIations. ship that it plans to make the election
22rc:]g§rtrigu'fll%g5900(3uf”ng on or after De-  J January 29, 1998, proposed reguldinder section 732(d) or if a partnership
' : tions (REG 209682-94) were published ifnakes a distribution subject to the manda-

FOR FURTHER INFORMATION CON- o £eqeral Register(63 FR 4408). tory application of section 732(d).
TACT: Matthew Lay, (202) 622'3059' Written comments were received in re- (c) Effective date. One commentator
SUPPLEMENTARY INFORMATION:  gp5nse to the notice of proposed rulemalasked for clarification regarding the appli-
ing. One speaker provided testimony at gation of the final regulations to section
public hearing held on September 10732(d) adjustments. If section 732(d) ap-
The collections of information in these1998. plies to a distribution, it is necessary to
final regulations have been reviewed and After consideration of all the com-.5icyjate the basis adjustments which
approved by théffice of Management Ments, the proposed regulations undef, 4 have been required under section
and Budgetin accordance with the Pa-Sections 732, 734, 743, 751, 755, ar?é%(b) if a section 754 election were in

perwork Reduction Act (44 U.S.C. 3507)L017 are adopted, as revised by this Trea: o
Under control number 15451588, Resury Decision. effect for the partnership in the taxable

) . ear in which the partnership interest was
sponses to these collections of mformz y P P

Paperwork Reduction Act

tion are mandatory for partnerships tha xplanation of Revisions and transferred to the partner. In calculating
have made an election under section 7524mmary of Contents these basis adjustments, the partnership

and for which a section 743 transfer ha e should apply the final regulations under
been made, and for partnerships whic -Basis in Distributed I_Droperty ~ section 743 and 755 if the distribution to
distribute property in a transaction subject (2) Mandatory application of sectionyhich section 732(d) applies occurs after
to section 732(d). 732(d). Section 1.732-1(d)(4) of the curpecember 15, 1999.

An agency may not conduct or sponsof €Nt regulations requires transferees % gasis Adjustments Under Section
and a person is not required to respond t8PPly the special basis rule in certaifyg3(p)
a collection of information unless the col-cases. In the preamble to the proposed 5y coordination with section 704(c).
lection of information displays a valid regulations, the IRS and the Treasury D&yhere a partnership adopts the remedial
control number assigned by ttéfice of partment requested comments on thg|ocation method, the proposed regula-
Management and Budget proper scope of section 732(d), andions provide that the section 704(c) built-

The estimated annual burden per respecifically, under what circumstances, ifn gain portion of a basis adjustment
spondent varies from 1 hour to 300 hourgny, the Secretary should continue to exsnder section 743(b) shall be recovered
depending on the individual circum-gcise his authority to mandate the applPver the remaining cost recovery period
stances, with an estimated average of &yion of section 732(d) to a transferedOr the section 704(c) built-in gain. Some
hours. _ Several commentators suggested that tf@Mmmentators suggested that the final

.Comments concerning the accuracy %andatory application of section 732(d¥egulat|ons.should prow.de. thls_treatment
this burden estimate and suggestions for . ar the section 704(c) built-in gain portion
reducing this burden should be sent to thrt%:) longer should be reqplred, because tr&ﬁ the adjustment regardless of the
Internal Revenue ServiceAttn: IRS Re- changes ma(_je to section 732(C)_ by thr%ethod elected by the partnership for al-
ports Clearance Officer, OP:FS:FP, Washlaxpayer Relief Act of 1997, Public Law|qcating section 704(c) built-in gain and
ington, DC 20224, and to theffice of 105-34, 111 Stat. 788, 945-46 (1997)0ss. The IRS and the Treasury Depart-
Management and Budget Attn: Desk Mmake the distortions targeted by the regiynent continue to believe that, except for
Officer for the Department of the Treadations less likely to occur. However,partnerships which adopt the remedial al-
sury, Office of Information and Regula-other commentators noted that distortioncation method, it is appropriate for sec-

December 27, 1999 702 1999-52 |.R.B.



tions 704(c) and 743(b) to operate indednder §1.704-3, even where it is not reagerjury, and require the transferee to pro-
pendently. Accordingly, this change hady apparent at the time the property ivide the amount of any liabilities assumed
not been adopted. contributed that the ceiling rule will beor taken subject to by the transferee, and
In the preamble to the proposed reg,."e{-;:,pplicable. any other information necessary for the
tions, comments were requested concern- (P) Previously taxed capital. One compartnership to compute the transferee’s
ing the application of the remedial allocamentator suggested that the second sepasis in the partnership interest. In order
tion method to contributed propertytence in proposed §1.743-1(d)(2), relatintp assist the partnership in properly calcu-
where there are no distortions caused B9 the correlation between a partner’s inkating depreciation and amortization de-
the ceiling rule at the time the property€rest in previously taxed capital and thductions which may be subject to anti-
was contributed to the partnership. EveRartnership’s capital accounts, is redunchurning provisions, the regulations
if it is not clear that the ceiling rule will dant and should be deleted. This suggekequire the transferee to describe its rela-
apply at the time the property is contion has been adopted; however, no subienship, if any, to the transferor. Finally,
tributed because the adjusted basis of ti§éantive change is intended by théhe statement required by a transferee that
contributed property is sufficient so thagdeletion. acquires an interest by death must include
the non-contributing partners will be allo- (c) Common basis election. Soméhe date of the decedent’s death.
cated their appropriate share of deprecigommentators suggested that the provi- One commentator suggested that the
tion or amortization attributable to thesion in the proposed regulations that pestatement required by a transferee that ac-
property, the partnership’s adoption of thénitted the partners to elect to apply negayuires a partnership interest by sale or ex-
remedial method still may be relevant duéive basis adjustments under sectionhange should be provided within 30 days
to allocations resulting from a subsequent43(b) to the partnership’s common basisf the sale or exchange, regardless of
disposition of the property. For instanceshould be deleted. The commentators awhether or not the transfer occurs at the
suppose that partners A and B form a pargued that the provision was contrary t@nd of the calendar year. This change has
nership and agree that each partner will BBe purpose of section 743(b), because lieen adopted.
allocated a 50 percent share of all partnepermitted basis adjustments under section One commentator suggested that refer-
ship items, and that the partnership wilF43(b) to affect nontransferring partnersences to the tax matters partner in 81.743-
make allocations under section 704(cyhe commentators also argued that thHk) of the proposed regulations (regard-
using the traditional method. A con-provision would be used by a small numing the partnership’s obligations where a
tributes depreciable property with an adber of partnerships and would add unnegartner’s statement is clearly erroneous,
justed tax basis of $40 and a book valuessary complexity to the regulations. Iror a partner fails to notify the partnership
of $50, and B contributes $50 in cash. Atesponse to these suggestions, the protiat an interest has been transferred and
the time of the contribution, it is not read-sion that permitted the partners to elect tthe partnership has actual knowledge of
ily apparent that the ceiling rule will haveapply negative basis adjustments undehe transfer) should be changed. This
any application. However, if, before anysection 743(b) to the partnership’s comeommentator emphasized that while the
federal income tax depreciation accrue®on basis has been deleted. tax matters partner has a specialized role
with respect to the contributed property, (d) Statements by partners. Some conwith respect to consolidated administra-
the property’s value declines to $40, anthentators suggested modifying the statdive and judicial proceedings to determine
the property is sold for that amount, thergents which partners are required to prdhe tax treatment of partnership items at
will be no tax gain or loss. The book losyide to the partnership in the case othe partnership level, the tax matters part-
of $10 would be shared equally betweetransfers which result in basis adjustmentser does not have any special responsibil-
Aand B. In this situation, the ceiling ruleunder section 743(b). Many of these sugties with respect to federal income tax re-
would prevent B from being allocated thegestions have been adopted. For examerting. The final regulations adopt this
$5 tax loss to which it otherwise would beple, the regulations specify that the trangssomment. Section 1.743-1(k) now refers
entitled. However, if the partnershipferee of a partnership interest is requiretb partners who are responsible for federal
elected to use the remedial method witto provide the name, address, and taxacome tax reporting by the partnership.
respect to the contributed property, Bpayer identification number of the trans- (e) Oil and gas. One commentator sug-
would be allocated a $5 tax loss, and Aeror only if that information is ascertain-gested that the example described in
would be allocated a corresponding $5 tag&ble by the transferee. The regulation§1.743-1(j)(6) should be changed to de-
gain. In addition, if a contributing partneralso specify that if a partnership interest iscribe a non- oil and gas property. This
transfers its interest in a partnership dutransferred to a nominee which is requiredhange has been made. The commentator
ing a period when a section 754 electiotp furnish the statement under §1.6031(crlso suggested that in the case of domestic
is in effect, the section 704(c) method.T to the partnership, the nominee magil and gas properties that are depleted at
adopted by the partnership will determingatisfy the notice requirements of both théhe partner level, the transferee partner
the recovery period for the built-in gainsection 743 and 6031 regulations by prdrather than the partnership) should be re-
portion of the transferee’s section 743(byiding a single statement with respect touired to make and allocate basis adjust-
adjustment. The IRS and the Treasurthat transfer, but only if the statement saments among such properties. The final
Department believe that under the currergfies all requirements of both regulationstegulations adopt this comment.
regulations under section 704(c), a part- The regulations require the transferee The same commentator suggested that
nership may use the remedial methotb sign the statement under penalties afie regulations should specify a method
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for adjusting the basis of sectionchanges to the rules made by these finphrt by reference to the transferor’s basis
613A(c)(7)(D) properties in order to ac-regulations as compared to the regulations the interest.  In many such cases, the
count for percentage depletion made by that were in effect at the time that sectionet section 743(b) adjustment will be
partner with respect to such propertiest54 elections previously were made, theero. However, a positive or negative
Under the principles of §1.743-1(j), perdRS and Treasury believe that it is apprasection 743(b) adjustment may result, be-
centage depletion should reduce first angriate to provide for a one-time revocacause the transferee’s basis in the interest
carryover basis under §1.613A-ion of such elections. Accordingly, amay not be equal to the transferee’s share
3(e)(6)(iv). After the carryover basis hagartnership having an election in effecof the partnership’s bases in its assets.
been recovered, any further percentagender section 754 for its taxable year that The IRS and the Treasury Department
depletion should reduce the section 74Bicludes December 15, 1999 may revokpelieve that, although these transferred
adjustment for the property. such election by attaching a statement tgasis transactions involve transfers which
3. Sales of Partnership Interests the partnership’s return for that year. Thare subject to section 743(b), the new,
One commentator suggested that refereturn must be filed on or before the dueomprehensive basis allocation rules in
ences to fair market value should specifglate (including extensions) for the returnhe proposed regulations should not be

whether fair market value is determinedor that year. available. For example, where a partner-
taking into account section 7701(g) 5. Allocation of Basis Adjustments Amonghip interest is contributed to a corpora-
which generally provides that fair marketPartnership Assets tion in a transaction to which section 351

value shall be treated as being not less (a) Income in respect of a decedengpplies, or to a partnership in a transac-
than the amount of any nonrecourse imOne commentator requested that the fin&ibn to which section 721(a) applies, the
debtedness to which the property is sulsegulations illustrate the allocation oftransferor merely has changed the form of
ject. The regulations specify that for purbasis adjustments among partnership ags investment. |If the allocation rules
poses of the hypothetical sale employegets where one or more of such assets rephich apply to other section 743(b) trans-
to determine the income or loss realizegesents income in respect of a decederigrs were applied to these exchanges, then
by a partner upon the sale or exchange Wfhere a partnership interest is transferrgortners could use these exchanges to
its interest in section 751 property, faitas a result of the death of a partner, undehift basis from capital gain assets to ordi-
market value is determined taking into acsection 1014(c) the transferee’s basis inary income assets, or vice versa.
count section 7701(g). Basis adjustmenig partnership interest is not adjusted for Therefore, the final regulations contain
under section 743(b) also are allocated khat portion of the interest, if any, which isspecial basis allocation rules for trans-
reference to a hypothetical transactiorattributable to items representing incoméerred basis exchanges. The special rules
The IRS and the Treasury Department irin respect of a decedent under sectiogenerally are modeled on the rules for al-
tend to issue guidance in the near futur@91. Because the transferee’s basis in iiscating basis adjustments under section
which will provide rules for determining partnership interest does not include thé34(b). The final regulations do not con-
the fair market value of partnership assetzlue of assets which represent income imin a specific anti-abuse rule regarding
in certain situations, including for pur-respect of a decedent, the section 743()e special basis allocation rules which
poses of allocating section 743(b) basisdjustment likewise does not reflect thare applicable to such transfers. How-
adjustments upon the transfer of a partralue of such assetsGeorge Edward ever, there may be situations where tax-
nership interest. The IRS and the TreaQuick’s Trust 54 TC 1336 (1970) (acq.), payers will attempt to undertake abusive
sury Department anticipate that the guidaff’d per curiam 444 F.2d 90 (8th Cir. transactions using these special rules. For
ance will provide that section 7701(g)1971); Chrissie H. Woodhall28 T.C.M. instance, a partner could acquire a part-
will apply in determining the fair market 1438 (1969)aff’'d, 454 F.2d 226 (9th Cir. nership interest during a year in which no
value of partnership assets for purposes #072); Rev. Rul. 66-325, 1966-2 C.Bsection 754 election is in effect, and then
allocating section 743(b) basis adjust249. Where a partnership holds assefs a related transaction) contribute the
ments. that represent income in respect of a decproperty to a wholly-owned corporation
One commentator suggested that whedent, the section 743(b) adjustmenin order to take advantage of the basis al-
a partnership interest is sold or exshould be allocated solely to other assetkcation rules applicable to transferred
changed, the transferor and the transfer@ecordingly, the final regulations providebasis exchanges. In appropriate situa-
of a partnership interest should be permithat if a partnership interest is transferretions, the IRS may attack such abusive
ted jointly to assign values to partnerships a result of the death of a partner, artdansactions under a variety of judicial
assets in a written agreement. Becausie partnership holds assets representinigctrines, including substance over form
this approach is inconsistent with the hyincome in respect of a decedent, no paor step transaction, or under §1.701-2 of
pothetical sale approach of the regulasf the basis adjustment under sectiothe regulations.

tions, this suggestion has not beef43(b) is allocated to these assets. (c) Unrealized receivables under sec-
adopted. (b) Transferred basis transactions. Onton 751(c). One commentator requested
4. Elections Under Section 754 commentator called for a revised systerthat the final regulations illustrate the ef-

One commentator requested that parfer allocating basis adjustments undefect of depreciation recapture on the allo-
nerships be granted a one-time right to resection 743(b) which are triggered by exeation of basis adjustments among part-
voke section 754 elections in effect forchanges in which the transferee’s basis imership assets under section 755. For
such partnerships. Given the significanthe interest is determined in whole or irpurposes of this section, the final regula-
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tions treat depreciation recapture, and arfprth below under the heading “Finalcific items of partnership property and
other properties or potential gain treate®egulatory Flexibility Act Analysis.” may provide only temporary benefits for
as unrealized receivables under sectidPursuant to section 7805(f) of the Internahe partners. Except for the one-time re-
751(c) and the regulations thereunder, &evenue Code, the notice of proposedocation which is allowed in connection
separate assets that are ordinary incomglemaking preceding these regulationwith the promulgation of these final regu-
property. was submitted to the Chief Counsel fofations, the election cannot be revoked
(d) Special rules for securities partnerAdvocacy of the Small Business Admin-without the consent of the Secretary. The
ships and tiered partnerships. One confstration for comment on their impact onlRS and the Treasury Department believe
mentator suggested that the regulatiorsmall business. No comments were reghat most partnerships do not make the
permit securities partnerships to allocatéeived regarding the impact of the reguleelection under section 754. Therefore,

basis adjustments among partnership atons on small business. most partnerships will not be affected by
sets using an aggregation method. An- the regulations in any given year.

other commentator requested that the refjin@l Regulatory Flexibility Act After a partner conveys information to
ulations clarify how the regulations woulg~nalysis the partnership concerning a transfer of a
apply to tiered partnerships. The IRS and partnership interest, the partnership must

the Treasury Department believe that a This analysis is required under the Regygjyst the partner’s interest in the basis of
method for allocating basis adjustmentdlatory Flexibility Act (5 U.S.C. chapter partnership property. Because these basis
among partnership assets on an aggreg In general, the regulations require ggjustments will affect the partner’s share
basis is not consistent with the hypotheti@nsferee that acquires an interest in & gepreciation or amortization deduc-
cal sale of individual assets, which is rePartnership with an election under sectioflons and amounts of gain or loss on the
quired by the regulations. In addition, the >4 in effect to notify the partnership ofgisposition of certain items of partnership
IRS and Treasury Department believe thdf'€ transfer. This notification must in-property, the partnership must prepare
special rules for tiered partnerships woulude the name and taxpayer identificazng maintain special entries on its books.
make the regulations more complextion number of the transferee and theyowever, in many cases, partnership re-
Therefore, these changes have not begﬁnsferees basis in the acquired partnefgrns are prepared using computer soft-

adopted. ship interest. The partnership is requiregyare that can prepare and maintain these
to include a statement with its Form 1065special entries after the initial year.

6. Other Comments U.S. Partnership Return of Income, for the |RS and the Treasury Department
One commentator suggested that fahe taxable year in which the partnershigre not aware of any federal rules that

purposes of allocating basis adjustmentg.q ires knowledge of the transfer. Thishav duplicate overlg or conflict with

among partnership assets, the values of @byt ment must identify the name and ta’fheyrule P ’ P

parmnership assets ShO'UId be determm%yer identification number of the trans- As ar.1 alternative to the disclosure de-

by reference to the basis of the transferqgree, the computation of the basis adjus&'cribed above. the IRS and the Treasury

or distributee partner in its partnership in- ;
ment, and the allocation of thatDepartment considered, but rejected, a

terest. This suggestion is being consids y; ; ;
: ggest 10 djustment to partnership properties : )
ered in connection with a separate projeqinese requirements will ensure that thi.c that would have required the part

i fiers, and not the partnerships, to make the
currently under review by the IRS and they,rinership has notice that a transfer has, ... P bs,

Pasis adjustments and to determine the ef-
Treasury Department. occurred and that the proper basis adjusﬁécts of 'ghe basis adjustments on the part-
One commentator suggested that th@ents are computed. The legal basis f(?{ers’ distributive shares. This alternative

language of section 743 does not authghese requirements is contained in seg. -
. : . L as rejected because the IRS and the
rize regulations that permit both positivaions 743(b), 6001, and 7805(a). Treasur]y Department believe that partner-

and negative adjustments as part of the : . : ;
9 ag) P If an interest is transferred in a partnerships generally have better access to the
same transaction. The IRS and the Tre@nis holdina d ic oil and . .
; ; p holding domestic oil and gas propefmformation necessary to report section
sury Department continue to believe thaﬁeS that are depleted at the partner levely : .
this as f th lati C p part @43 basis adjustments properly. To re-
pect of the regulations is within th% ;
IRS's authority to administer sections 74 nder 613A(c)(7)(D), the regulations require the partners rather than the partner-
and 755 ?qure the trans_feree partner (rather thaghips to bear the burden of reporting
' the partnership) to make and allocat@ould require the partnerships to provide
Special Analyses basis adjustments under section 743(khe partners with significant amounts of
among such properties. information not otherwise needed by the
It has been determined that these final There were approximately 1,494,00(artners. There are no known alternative
regulations are not a significant regulapartnerships in 1994. However, theseules that are less burdensome to the part-
tory action as defined in Executive Orderegulations apply only to partnerships thaterships and their partners but that ac-
12866. Therefore, a regulatory assesfrave made an election under section 75¢omplish the purpose of the statute.
ment is not required. It has been deteifhe election under section 754 is gener- Finally, because partners, rather than
mined that a final regulatory flexibility ally not made unless there has beengartnerships, are required to report basis
analysis is required for the collection otransfer of a partnership interest or a disadjustments under section 732(d), the
information in this Treasury decisiontribution by the partnership. Moreoverfinal regulations require partnerships to
under 5 U.S.C. 604. This analysis is sehe effects of the election attach to speprovide transferees with such information
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as is necessary for the transferees prop-7. Add paragraph (d)(5). the excess is allocated to the distributed
erly to compute basis adjustments made The additions and revisions read as foproperty in proportion to the adjusted

under section 732(d). This informationows: bases of the distributed property, as ad-
must be provided if a transferee notifies 81.732-1 Basis of distributed propertyjusted pursuant to the immediately pre-
partnership that it plans to make the ele@ther than money ceding sentence.

tion under section 732(d) or if a partners * * * x (i) Increase in basis Any increase

ship makes a distribution subject to the (c) Allocation of basis among prop-to the basis of distributed property re-
mandatory application of section 732(d)erties distributed to a partner(1) quired under paragraph (c)(1)(ii) of this
The IRS and the Treasury Department b@seneral rule—(i) Unrealized receiv- section is allocated first to distributed
lieve that this requirement will apply ables and inventory itemsThe basis to property (other than unrealized receiv-
under limited circumstances to a smalbe allocated to properties distributed t@bles and inventory items) with unreal-
percentage of partnerships. a partner under section 732(a)(2) or (biged appreciation in proportion to each
is allocated first to any unrealized reproperty’s respective amount of unreal-
ceivables (as defined in section 751(c)iged appreciation before any increase
The principal author of these regulationg@nd inventory items (as defined in sec(but only to the extent of each prop-
is Matthew Lay of the Office of the Assis-tion 751(d)(2)) in an amount equal teerty’s unrealized appreciation). If the
tant Chief Counsel (Passthroughs and Spéie adjusted basis of each such propertgquired increase exceeds the amount
cial Industries). However, other personndP the partnership immediately beforedf unrealized appreciation in the dis-
from the IRS and the Treasury Departmertfi€ distribution. If the basis to be allodributed property, the excess is allo-

Drafting Information

participated in their development. cated is less than the sum of the ad:ated to the distributed property (other
justed bases to the partnership of théhan unrealized receivables or inven-
FHEE N distributed unrealized receivables antory items) in proportion to the fair

inventory items, the adjusted basis ofarket value of the distributed prop-

Adoption of Amendments to the the distributed property must be deerty.

Regulations creased in the manner provided in para- (3) Unrealized receivables and in-
Accordingly, 26 CFR parts 1 and go0raph (c)(2)(i) of this section. ventory items I_f the b_asis_ tq be_ aII_o-
are ammended as follows: (i) Other distributed property Any cated upon a distribution in liquidation
basis not allocated to unrealized receiwf the partner’s entire interest in the
PART 1—INCOME TAXES ables or inventory items under parapartnership is greater than the adjusted

o graph (c)(1)(i) of this section is allo-basis to the partnership of the unreal-
Paragraph 1. The authority citation fof 5404 o any other property distributedzed receivables and inventory items
part 1 is amended by adding entries in Ny the partner in the same transactiodistributed to the partner, and if there is

merical order to read as follows: by assigning to each distributed propno other property distributed to which
Authority: 26 U.S.C. 7805 * * * erty an amount equal to the adjustethe excess can be allocated, the distrib-
Section 1.732-1 also issued under 2fasis of the property to the partnershiptee partner sustains a capital loss
U.S.C. 732 immediately before the distribution.under section 731(a)(2) to the extent of
Section 1.732-2 also issued under 2fgwever, if the sum of the adjustedhe unallocated basis of the partnership
U.S.C. 732. _ bases to the partnership of such othénterest.
Section 1.734-1 also issued under 2§istributed property does not equal the (4) Examples The provisions of this
U.S.C. 734. basis to be allocated among the distritparagraph (c) are illustrated by the fol-
Section 1.743-1 also issued under 2@ted property, any increase or decreagewing examples:
U.S.C. 743. required to make the amounts equal iS Example 1 Ais a one-fourth partner in partner-
Section 1.751-1 also issued under 2§jjocated among the distributed Propship PRS and has an adjusted basis in its partnership
uU.s.C. 751 erty as provided in paragraph (c)(2) ofnterest of $650. PRS distributes inventory items
Section 1.755-1 also issued under 2fhijs section. and Assets X and Y to A in liquidation of A's entire
U.S.C. 755. % ** (2) Adjustment to basis allocatieqA partnership interest. The distributed inventory items
Section 1.1017-1 also issued under 2§) Decrease in basisAny decrease to have a basis to the partnership of $100 and a fair
U.s.C. 1017.*** the basis of distributed property re-market value of $200. Asset X has an adjusted basis
Par. 2. Section 1.732-1 is amended afuired under paragraph (c)(1) of thiso the partnership of $50 and a fair market value of
follows: section is allocated first to distributeds400. Asset Y has an adjusted basis to the partner-
1. Revise paragraph (c). property with unrealized depreciationship and a fair market value of $100. Neither Asset
2. Revise paragraph (d)(1)(ii). in proportion to each property’s respecx nor Asset Y consists of inventory items or unreal-
3. Revise the last sentence of paragrapive amount of unrealized depreciationzed receivables. Under this paragraph (c), A's basis
(d)(1)(v). before any decrease (but only to the eXn its partnership interest is allocated first to the in-
4. Revise paragraph (d)(1)(vi). tent of each property’s unrealized deventory items in an amount equal to their adjusted
5. Revise paragraph (d)(4)(iii). preciation). If the required decreaseasis to the partnership. A, therefore, has an ad-

6. Remove the flush text aftkamples exceeds the amount of unrealized dQusted basis in the inventory items of $100. The re-
1 and2 following paragraph (d)(4)(iii). preciation in the distributed property,maining basis, $550, is allocated to the distributed
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property first in an amount equal to the property'dribution, B has an adjusted basis of $150 in Asset X (5) Effective date This paragraph
adjusted basis to the partnership. Thus, Asset X &d $50 in Asset Y. (c) applies to distributions of property
allocated $50 and Asset Y is allocated $100. Asset Example 3 C, a partner in partnership PRS, refrom a partnership that occur on or
X is then allocated $350, the amount of unrealizedeives a distribution in liquidation of its entire part-after December 15, 1999.
appreciation in Asset X. Finally, the remainingnership interest of $6,000 cash, inventory items hav- (d) * * * (1) * * *
basis, $50, is allocated to Assets X and Y in propoiing an adjusted basis to the partnership of $6,000, (ii) Where an election under section
tion to their fair market values: $40 to Asset Xand real property having an adjusted basis to th54 is in effect, see section 743(b) and
(400/500 x $50), and $10 to Asset Y (100/500 spartnership of $4,000. C'’s basis in its partnershi®§1.743-1 and 1.732-2.
$50). Therefore, after the distribution, A has an adnterest is $9,000. The cash distribution reduces Cls* * * *
justed basis of $440 in Asset X and $110 in Asset Yoasis to $3,000, which is allocated entirely to the in- (v) * * * (For a shift of transferee’s
Example 2 B is a one-fourth partner in partner-ventory items. The real property has a zero basis lnasis adjustment under section 743(b)
ship PRS and has an adjusted basis in its partnersigfs hands. The partnership bases not carried overtg like property, see §1.743-1(g).)
interest of $200. PRS distributes Asset X and Assé for the distributed properties are lost unless an (vi) The provisions of this paragraph
Y to B in liquidation of its entire partnership inter- election under section 754 is in effect requiring théd)(1) may be illustrated by the follow-
est. Asset X has an adjusted basis to the partnersipiartnership to adjust the bases of remaining partnq'lng example;
and fair market value of $150. Asset Y has an adship properties under section 734(b). Example (i) Transferee partner, T, purchased
justed basis to the partnership of $150 and a fair Example 4 Assume the same facts afixam- a one-fourth interest in partnership PRS for
market value of $50. Neither of the assets consisfde 3of this paragraph except C receives a distribg17,000. At the time T purchased the partnership
of inventory items or unrealized receivables. Undeution in liquidation of its entire partnership inter-interest, the election under section 754 was not in
this paragraph (c), B's basis is first assigned to thest of $1,000 cash and inventory items having affect and the partnership inventory had a basis to
distributed property to the extent of the partnership’sasis to the partnership of $6,000. The cash distihe partnership of $14,000 and a fair market
basis in each distributed property. Thus, Asset Xution reduces C’s basis to $8,000, which can bgalue of $16,000. T's purchase price reflected
and Asset Y are each assigned $150. Because thiéocated only to the extent of $6,000 to the inven$500 of this difference. Thus, $4,000 of the
aggregate adjusted basis of the distributed propertyry items. The remaining $2,000 basis, not allo$17,000 paid by T for the partnership interest was
$300, exceeds the basis to be allocated, $200, a @&ble to the distributed property, constitutes a capttributable to T's share of partnership inventory
crease of $100 in the basis of the distributed proptal loss to partner C under section 731(a)(2). Hyith a basis of $3,500. Within 2 years after T ac-
erty is required. Assets X and Y have unrealized dehe election under section 754 is in effect, see seguired the partnership interest, T retired from the
preciation of zero and $100, respectively. Thus, thiion 734(b) for adjustment of the basis of undispartnership and received in liquidation of its en-

entire decrease is allocated to Asset Y. After the disributed partnership property. tire partnership interest the following property:
Assets
Adjusted Fair
Basis to Market
PRS Value
Cash ... $1500............. $1,500
INVENEOIY . .o $3,500.....cccceeeee ... ... $4,000
ASSEl X L o e e e $2,000.............%$4,000
ASSEL Y L e e e $4,000.............%$5,000

(i) The fair market value of the in- 732(d) applies only for purposes of dis{$15,500 minus $4,000) is allocated
ventory received by T was one-fourth otributions to T, and not for purposes oimong the remaining property distrib-
the fair market value of all partnershippartnership depreciation, depletion, outed to T by assigning to each property
inventory and was T's share of suclgain or loss on disposition. Thus, theéhe adjusted basis to the partnership of
property. It is immaterial whether theamount to be allocated among the prosuch property and adjusting that basis
inventory T received was on hand wherrties received by T in the liquidatingby any required increase or decrease.
T acquired the interest. In accordancdistribution is $15,500 ($17,000, T'sThus, the adjusted basis to T of Asset X
with T’s election under section 732(d),basis for the partnership interest, reis $5,111 ($2,000, the adjusted basis of
the amount of T's share of partnershigluced by the amount of cash receivedisset X to the partnership, plus $2,000,
basis that is attributable to partnershifl1,500). This amount is allocated ashe amount of unrealized appreciation
inventory is increased by $500 (onefollows: The basis of the inventoryin Asset X, plus $1,111 ($4,000/$9,000
fourth of the $2,000 difference betweerntems received is $4,000, consisting omultiplied by $2,500)). Similarly, the
the fair market value of the propertythe $3,500 common partnership basisdjusted basis of Asset Y to T is $6,389
$16,000, and its $14,000 basis to thplus the basis adjustment of $500 whick$4,000, the adjusted basis of Asset Y to
partnership at the time T purchased it$ would have had under section 743(b)}the partnership, plus $1,000, the amount
interest). This adjustment under sectiomhe remaining basis of $11,5000f unrealized appreciation in Asset Y,
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plus, $1,389 ($5,000/$9,000 multipliedrecovery property is decreased as a resskction 742 and §1.742-1. See also sec-

by $2,500)). of the distribution of property to a partnertion 752 and §81.752-1 through 1.752-5.
*okok ok k then the decrease in basis must be ac-(d) Determination of transferee’s
(4) *** counted for over the remaining recoverghare of the adjusted basis to the part-

(iif) A basis adjustment under sectiorperiod of the property beginning withnership of the partnership’s property
743(b) would change the basis to théhe recovery period in which the basis i§1) Generally A transferee’s share of
transferee partner of the property actuallgecreased. the adjusted basis to the partnership of
distributed. (3) Effective date This paragraph (e) partnership property is equal to the sum

(5) Required statementdf a transferee applies to distributions of property fromof the transferee’s interest as a partner in
partner notifies a partnership that it plana partnership that occur on or after Dethe partnership’s previously taxed capi-
to make the election under section 732(djember 15, 1999. tal, plus the transferee’s share of part-
under paragraph (d)(3) of this section, or Par. 5. Section 1.743-1 is revised tmership liabilities. Generally, a trans-
if a partnership makes a distribution taead as follows: feree’s interest as a partner in the
which paragraph (d)(4) of this section ap- 8§1.743-1 Optional adjustment to basigartnership’s previously taxed capital is
plies, the partnership must provide thef partnership property. equal to—
transferee with such information as is (a) Generally The basis of partner- (i) The amount of cash that the trans-
necessary for the transferee properly tship property is adjusted as a result deree would receive on a liquidation of
compute the transferee’s basis adjusthe transfer of an interest in a partnerthe partnership following the hypotheti-
ments under section 732(d). ship by sale or exchange or on the deattal transaction, as defined in paragraph
*okok ok k of a partner only if the election provided(d)(2) of this section (to the extent at-

Par. 3. Section 1.732-2 is amended hlyy section 754 (relating to optional ad+tributable to the acquired partnership in-
revising the sentence at the end offtlxe justments to the basis of partnershiperest); increased by
amplein paragraph (b) to read as followsproperty) is in effect with respect to the (ii) The amount of tax loss (including
81.732-2 Special partnership basis of dispartnership. Whether or not the electiomany remedial allocations under 81.704-

tributed property. provided in section 754 is in effect, the3(d)), that would be allocated to the
*okok ok k basis of partnership property is not adtransferee from the hypothetical transac-
(b) *** justed as the result of a contribution ofion (to the extent attributable to the ac-
Example * * * See §1.743-1(g). property, including money, to the part-quired partnership interest); and de-
*okok ok k nership. creased by
Par. 4. In 81.734-1, paragraph (e) is (b) Determination of adjustmentin (iii) The amount of tax gain (includ-
added to read as follows: the case of the transfer of an interest inimg any remedial allocations under
81.734-1 Optional adjustment to basis opartnership, either by sale or exchang&1.704-3(d)), that would be allocated to
undistributed partnership property. or as a result of the death of a partner,the transferee from the hypothetical
*okok ok k partnership that has an election unddransaction (to the extent attributable to
(e) Recovery of adjustments to basis afection 754 in effect— the acquired partnership interest).

partnership property-d) Increases in (1) Increases the adjusted basis of (2) Hypothetical transaction defined.
basis For purposes of section 168, if thepartnership property by the excess of thEor purposes of paragraph (d)(1) of this
basis of a partnership’s recovery propertiransferee’s basis for the transferredection, the hypothetical transaction
is increased as a result of the distributiopartnership interest over the transfereeimeans the disposition by the partnership
of property to a partner, then the increaseshare of the adjusted basis to the parof all of the partnership’s assets, immedi-
portion of the basis must be taken into aaiership of the partnership’s property; orately after the transfer of the partnership
count as if it were newly-purchased re- (2) Decreases the adjusted basis afiterest, in a fully taxable transaction for
covery property placed in service whempartnership property by the excess of theash equal to the fair market value of the
the distribution occurs. Consequentlytransferee’'s share of the adjusted bas#ssets.
any applicable recovery period ando the partnership of the partnership’s (3) Examples The provisions of this
method may be used to determine the r@roperty over the transferee’s basis foparagraph (d) are illustrated by the fol-
covery allowance with respect to the inthe transferred partnership interest. lowing examples:
creased portion of the basis. However, no (c) Determination of transferee’s Example 1 (i) Ais a member of partnership PRS
change is made for purposes of determitpasis in the transferred partnership in-in which the partners have equal interests in capital
ing the recovery allowance under sectioterest. In the case of the transfer of aand profits. The partnership has made an election
168 for the portion of the basis for whichpartnership interest by sale or exchangeder section 754, relating to the optional adjust-
there is no increase. or as a result of the death of a partnement to the basis of partnership property. Asells its
(2) Decreases in basigFor purposes of the transferee’s basis in the transferreidterest to T for $22,000. Thealance sheet of the
section 168, if the basis of a partnership’partnership interest is determined undefartnership at the date of sale shows the following:
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Assets
Fair
Adjusted Market
Basis Value
Cash . .o s $5,000 $5,000
Accountsreceivable . ...... ... . 10,000 10,000
INVENIOIY . . e 20,000 21,000
Depreciable assets . ... ... 20,000 40,000
TOtal . 000$55, $76,000
Liabilities and Capital
Fair
Adjusted Market
Per Books Value
Liabilities ... $10,000 $10,000
Capital:
A e 15,000 22,000
B o 15,000 22,000
C o e 15,000 22,000
Total . oo $55,000 $76,000

(ii) The amount of the basis adeSt.partnership to T for $1,100, when an election undeributes land with a basis and fair market value of
ment under section 743(b) is the differsection 754 is in effect. The amount of tax gair$1,000. When the land has appreciated in value to
ence between the basis of T’'s interest ithat would be allocated to T from the hypothetica1,300, A sells its interest to T1 for $1,100 (one-
the partnership and T’s share of the adransaction is $700 ($600 section 704(c) built-irthird of $3,300, the fair market value of the partner-
justed basis to the partnership of theain, plus one-third of the additional gain). Thusship property). An election under section 754 is in
partnership’s property. Under sectior’s interest in the partnership’s previously taxeceffect; therefore, T1 has a basis adjustment under
742, the basis of T's interest is $25,338apital is $400 ($1,100, the amount of cash Bection 743(b) of $100.

(the cash paid for A's interest, $22_,0Q0\,Nould receivg if PRS quuiF!ated immediately after (ii) After the land has further appreci-
plus $3,333,_T’s shar_e of partnersh|p_ ||at-hye hypothetlca! transaction, decrea.sed by $70%‘ted in value to $1,600, T1 sells its inter-
b|||t|e_s). T’s interest in the p_artnershlp’sT_S share of gain from ’the hypothétlcal transacy, o 10 T2 for $1,200 (one-third of $3,600,
prewously taxed cap|ta| is $15,00(_'x|on).. The amount of T's t?a3|s adjustment undefhe fair market value of the partnership
($22:00Q, the arpou.nt of c_ash T Would;ectlon 743(b) to paylrtnersmp prope.rty.ls $700 (th roperty). T2 has a basis adjustment
receive if PRS Ilql_udated Imme_dlatelyexcess pf$1,100,Ts cos.t basis for.ltsmterest, Vgnder section 743(b) of $200. This
after the hypothetical transaction, de$490, T's share gf the adjusted basis to the partnel . o ot is determined without regard to
cre_ased by $7,000, the amount Of_ taship of partners_h'p pmpe"y_)' . any basis adjustment under section 743(b)
gain aIIo_cated to T from the hypoth_et|cal (e) AIIocafuon of basis adj_ustm_enFor that T1 may have had in the partnership
transaction). T's share of the adjustethe allocation of the basis adjustmenfqgets.

basis to the partnership of the partnemnder this section among the individual

ship’s property is $18,333 ($15,000tems of partnership property, see section (i) During the following year, T2
share of previously taxed capital, plu¥55 and the regulations thereunder. makes a gift to T3 of fifty percent of
$3,333 share of the partnership’s liabili- (f) Subsequent transferswhere there 12'S interestin PRS. At the time of the
ties). The amount of the basis adjustas been more than one transfer of a paff2nsfer, T2 has a $200 basis adjustment
ment under section 743(b) to partnershigership interest, a transferee’s basis ander section 743(b). T2 is treated as
property therefore, is $7,000, the differjustment is determined without regard td'@nsferring $100 of the basis adjust-
ence between $25,333 and $18,333.  any prior transferee’s basis adjustmenf€nt to T3 with the gift of the partner-

Example 2 A, B, and C form partnership PRS, In the case of a gift of an interest in a parghip interest.
to which A contributes land (Asset 1) with a fairN€rship, the donor is treated as transfer- (g) Distributions—(1) Distribution of
market value of $1,000 and an adjusted basis to ANg, and the donee as receiving, that pokdjusted property to the transferee—(i)
of $400, and B and C each contribute $1,000 casHON Of the basis adjustment attributable t€oordination with section 732If a part-
Each partner has $1,000 credited to it on the bookt€ gifted partnership interest. The provinership distributes property to a transferee
of the partnership as its capital contribution. Th&iONns of this paragraph (f) are illustratecind the transferee has a basis adjustment
partners share in profits equally. During the partdy the following example: for the property, the basis adjustment is
nership’s first taxable year, Asset 1 appreciates in Example (i) A, B, and C form partnership PRS. taken into account under section 732. See
value to $1,300. A sells its one-third interest in thé and B each contribute $1,000 cash, and C cor81.732-2(b).
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(i) Coordination with section 734For items of partnership property undein which the transferee is deemed to relin-
certain adjustments to the common baskl.755-1(c). quish its interest is reallocated among the
of remaining partnership property after (3) Distributions in complete liquida- properties distributed to the transferee
the distribution of adjusted property to g5, of 5 partner’s interest|f a transferee under §1.755-1(c).
transferee, see §1734'2(b) receives a distribution of property (4) Coordination with other prOViSiODS

(2) Distribution of adjusted property to (whether or not the transferee has a basldi€ rules of sections 704(c)(1)(B), 731,
another partner— (i) Coordination with adjustment in such property) in liquida-737, and 751 apply before the rules of this
section 732 If a partner receives a distri-tion of its interest in the partnership, théaragraph (g).
bution of property with respect to whichadjusted basis to the partnership of the (5) Example The provisions of this
another partner has a basis adjustmenfistributed property immediately beforeparagraph (g) are illustrated by the fol-
the distributee does not take the basis athe distribution includes the transferee’sowing example:
justment into account under section 732.pasis adjustment for the property in which Example (i) A, B, and C are equal partners in

(i) Reallocation of basisA transferee the transferee relinquished an interest (e?rﬁ)ﬁ?eedr;qg)o%g% C:s‘:lcgn%agggru‘;ggitrr‘]Z”g’or‘:t?igh
w_|th a basis adjustment in property that u;he_r because !t rt_amamed in the partnef | puréhase five néndepreciable capital assets.
distributed to another partner reallocateship or was distributed to another partprs has no liabilities. After five years, PRS's bal-
the basis adjustment among the remaininger). Any basis adjustment for propertyance sheet appears as follows:

Assets
Fair
Adjusted Market
Basis Value
ASSBL d . 0.$10,00 $10,000
ASSBE 2 o QoQa . .4, 6,000
ASSBE B . QQa . .6, 6,000
ASSBL A . . oaa . .7, 4,000
ASSBL D . e oaa . 3, 13,000
Total . .o e $30,000 $39,000
Capital
Fair
Adjusted Market
Per Books Value
Partner A . ..., $10,000 13,000 $
Partner B ... e e 10,000 13,000
Partner C .. .. 10,000 13.000
Total . .o $30,000 $39,000

(i) A sells its interest to T for $13,000 ship property that is equal to $3,000 (thship property, $10,000). The basis adjust-
when PRS has an election in effect undexcess of T's basis in the partnership imment is allocated under section 755, and
section 754. T receives a basis adjusterest, $13,000, over T’s share of the adhe partnership’s balance sheet appears as
ment under section 743(b) in the partnefjusted basis to the partnership of partnefellows:

Assets
Fair
Adjusted Market Basis
Basis Value Adjustment
ASSEL L .. o e $10,000 $10,000 0.00 $
ASSEL 2 . 4,000 6,000 6.67 66
ASSEt B . . 6,000 6,000 00 0.
ASSEt A . . 7,000 4,000 ,000.0QqL
ASSEL D .. e 3,000 13,000 3.333.33
Total .. e $30,000 $39,000 $3,000.00
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Capital
Fair

Adjusted Market Special

Per Books Value Basis
Partner T .., $10,000 $13,000 $3,000
Partner B . ... 10,000 13,000 (0
Partner C ... e e 10,000 13,000 0

Total .. $30,000 $39,000 $3,000

(iii) Assume that PRS distributes Asset 2 to T inment. However, that portion of the basiso the basis adjustment in property trans-
partial liquidation of T's interest in the partnership.of the upper tier’s interest in the lower tieferred to the corporation in the section
T has a basis adjustment under section 743(b) efttributable to the basis adjustment musi51 exchange. A partner with a basis ad-
$666.67 in Asset 2. Under paragraph (9)(1)(i) obe segregated and allocated solely to thjestment in property transferred to the
this section, T takes the basis adjustment into atransferee partner for whom the basis adorporation, however, has a basis adjust-
count under section 732. Therefore, T will have gustment was made. Similarly, that poriment in the stock received by the partner-
basis in Asset 2 of $4,666.67 following the distribution of the lower tier’s basis in its assetship in the section 351 exchange in an
tion. attributable to the basis adjustment mustmount equal to the partner’s basis adjust-

(iv) Assume instead that PRS distributes Asset be segregated and allocated solely to theent in the transferred property, reduced
to C in complete liquidation of C's interest in PRSUPpPer tier and the transferee. A partndsy any basis adjustment that reduced the
T has a basis adjustment under section 743(b) ¥¥ith a basis adjustment in property helgartner’s gain under paragraph (h)(2)(ii)
$3,333.33 in Asset 5. Under paragraph (g)(2)(i) oby @ partnership that terminates undesf this section.
this section, C does not take T’s basis adjustme&ection 708(b)(1)(B) will continue to have (iv) Example The following example
into account under section 732. Therefore, the pathe same basis adjustment with respect tustrates the principles of this paragraph
nership's basis for purposes of sections 732 and 7pyoperty deemed contributed by the tert):
is $3,000. Under paragraph (g)(2)(ii) of this sectionfninated partnership to the new partner- gxample (i A, B, and C are equal partners in
T's $3,333.33 basis adjustment is reallocated amorghip under 81.708-1(b)(1)(iv), regardlesgarinership PRS. The partnership’s only asset, Asset
the remaining partnership assets under §1.755-1(cf whether the new partnership makes & has an adjusted tax basis of $60 and a fair market

(v) Assume instead that PRS distributes Asset gection 754 election. value of $120. Asset 1 is a nondepreciable capital
to T in complete liquidation of its interest in PRS.  (2) Section 351 transactions—(i) Basissset and is not section 704(c) property. A has a
Under paragraph (g)(3) of this section, immediatelyn transferred property. A corporation’s basis in its partnership interest of $40, and a positive
prior to the distribution of Asset 5 to T, PRS musBidjusted tax basis in property transferreskction 743(b) adjustment of $20 in Asset 1. In a
adjust the basis of Asset 5. Therefore, immediatef@ the corporation by a partnership in @ansaction to which section 351 applies, PRS con-
prior to the distribution, PRS’s basis in Asset 5 idransaction described in section 351 is derbutes Asset 1 to X, a corporation, in exchange for
equal to $6,000, which is the sum of (A) $3,000termined with reference to any basis adsis in cash and X stock with a fair market value of
PRS'’s common basis in Asset 5, plus (B) $3,333.33Ustments to the property under sectiog10s.

T's basis adjustment to Asset 5, plus (C) ($333.33)/43(b) (other than any basis adjustment (i) under paragraph (h)(2)(ii) of this section,

the sum of T's basis adjustments in Assets 2 and #hat reduces a partner’s gain under parars realizes $60 of gain on the transfer of Asset 1 to
For purposes of sections 732 and 734, therefor@faph (h)(2)(ii) of this section). X ($120, its amount realized, minus $60, its adjusted
PRS will be treated as having a basis in Asset 5 (ii) Partnership gain The amount of basis), but recognizes only $15 of that gain under
equal to $6,000. gain, if any, recognized by the partnershipection 351(b)(1). Of this amount, $5 is allocated to

(h) Contributions of adjusted prop-0on a transfer of property by the partnereach partner. Amust use $5 of its basis adjustment
erty—(1) Section 721(a) transactionf, ship to a corporation in a transfer dein Asset 1 to offset As share of PRS’s gain. Under
in a transaction described in sectioicribed in section 351 is determined withparagraph (h)(2)(iii) of this section, PRS’s basis in
721(a), a partnership (the upper tier) corput reference to any basis adjustment toe stock received from X is $60. However, A has a
tributes to another partnership (the loweihe transferred property under sectiohasis adjustment in the stock received by PRS equal
tier) property with respect to which a743(b). The amount of gain, if any, rec+o $15 (its basis adjustment in Asset 1, $20, reduced
basis adjustment has been made, the bag@nized by the partnership on the transfeuy the portion of the adjustment which reduced As
adjustment is treated as contributed to tibat is allocated to a partner with a basigain, $5). Under paragraph (h)(2)(i) of this section,
lower-tier partnership, regardless ofdjustment in the transferred property iX’s basis in Asset 1 equals $75 (PRS's common
whether the lower-tier partnership makegdjusted to reflect the partner’s basis adasis in the asset, $60, plus A's basis adjustment
a section 754 election. The lower tier’'sustment in the transferred property. under section 743(b), $20, less the portion of the ad-
basis in the contributed assets and the (iii) Basis in stock The partnership’s justment which reduced As gain, $5).
upper tier's basis in the partnership interadjusted tax basis in stock received from a (i) [Reserved].
est received in the transaction are detecorporation in a transfer described in sec- (j) Effect of basis adjustment(1) In
mined with reference to the basis adjustion 351 is determined without referenceyeneral The basis adjustment constitutes
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an adjustment to the basis of partnership Example 1 Aand B form equal partnership PRS.  (4) Effect of basis adjustment in deter-
property with respect to the transfereé contributes nondepreciable property with a faimining items of deductier(i)
only. No adjustment is made to the commarket value of $50 and an adjusted tax basis ¢hicreases—(A) Additional deduction
mon basis of partnership property. Thus3100. PRS will use the traditional allocation method’he amount of any positive basis adjust-
for purposes of calculating income, deunder §1.704-3(b). B contributes $50 cash. A selment that is recovered by the transferee in
duction, gain, and loss, the transferee wills interest to T for $50. PRS has an election in efany year is added to the transferee’s dis-
have a special basis for those partnershigst to adjust the basis of partnership property unde¢ributive share of the partnership’s depre-
properties the bases of which are adjusteection 754. T receives a negative $50 basis adjugiation or amortization deductions for the
under section 743(b) and this sectiorment under section 743(b) that, under section 755,yeear. The basis adjustment is adjusted
The adjustment to the basis of partnershadiocated to the nondepreciable property. PRS thamder section 1016(a)(2) to reflect the re-
property under section 743(b) has no ebells the property for $60. PRS recognizes a boakovery of the basis adjustment.
fect on the partnership’s computation ofiain of $10 (allocated equally between T and B) and (B) Recovery periog-(1) In general
any item under section 703. ataxloss of $40. T will receive an allocation of $4Except as provided in paragraph
(2) Computation of partner’s distribu- of tax loss under the principles of section 704(c)(j)(4)(i)(B)(2) of this section, for pur-
tive share of partnership itemdhe part- However, because T has a negative $50 basis adjuploses of section 168, if the basis of a
nership first computes its items of in-mentin the nondepreciable property, T recognizes gartnership’s recovery property is in-
come, deduction, gain, or loss at th&10 gain from the partnership’s sale of the propertycreased as a result of the transfer of a
partnership level under section 703. The Example 2 Aand B form equal partnership PRS.partnership interest, then the increased
partnership then allocates the partnershipcontributes nondepreciable property with a faiportion of the basis is taken into account
items among the partners, including thearket value of $100 and an adjusted tax basis &S if it were newly-purchased recovery
transferee, in accordance with sectioms0. B contributes $100 cash. PRS will use the trggroperty placed in service when the
704, and adjusts the partners’ capital acttional allocation method under §1.704-3(b). Atransfer occurs. Consequently, any ap-
counts accordingly. The partnership theeelis its interest to T for $100. PRS has an electioplicable recovery period and method
adjusts the transferee’s distributive sharie effect to adjust the basis of partnership propertinay be used to determine the recovery
of the items of partnership income, deunder section 754. Therefore, T receives a $50 basdlowance with respect to the increased
duction, gain, or loss, in accordance witladjustment under section 743(b) that, under sectigportion of the basis. However, no
paragraphs (j)(3) and (4) of this section7ss, is allocated to the nondepreciable propertghange is made for purposes of deter-
to reflect the effects of the transferee’®Rs then sells the nondepreciable property for $90nining the recovery allowance under
basis adjustment under section 743(bPRS recognizes a book loss of $10 (allocategection 168 for the portion of the basis
These adjustments to the transferee’s disqually between T and B) and a tax gain of $40. for which there is no increase.
tributive shares must be reflected omill receive an allocation of the entire $40 of tax (2) Remedial allocation methodif a
Schedules K and K-1 of the partnership’gain under the principles of section 704(c). Howpartnership elects to use the remedial
return (Form 1065). These adjustments tever, because T has a $50 basis adjustment in tadlocation method described in §1.704-
the transferee’s distributive shares do n@koperty, T recognizes a $10 loss from the partneB(d) with respect to an item of the part-
affect the transferee’s capital account.  ship's sale of the property. nership’s recovery property, then the
(3) Effect of basis adjustment in deter- Example 3 Aand B form equal partnership PRS.POrtion of any increase in the basis of
mining items of income, gain, or les§i)  PRS will make allocations under section 704(cjhe item of the partnership’s recovery
In general The amount of a transferee’sysing the remedial allocation method described iRTOPErty under section 743(b) that is at-
income, gain, or loss from the sale or exg1.704-3(d). A contributes nondepreciable propertjfibutable to section 704(c) built-in
change of a partnership asset in which thgith a fair market value of $100 and an adjusted tad@in is recovered over the remaining
transferee has a basis adjustment is equakis of $150. B contributes $100 cash. A sells iecovery period for the partnership’s
to the transferee’s share of the partnepartnership interest to T for $100. PRS has an ele€XCESS b0ook basis in the property as de-
ship’s gain or loss from the sale of theion in effect to adjust the basis of partnership proft€rmined in the final sentence of
asset (including any remedial allocationgry under section 754. T receives a negative $591.704-3(d)(2). Any remaining portion
under §1.704-3(d)), minus the amount Ofasis adjustment under section 743(b) that, und&f the basis increase is recovered under
the transferee’s positive basis adjustmeRgction 755, is allocated to the property. The parR@ragraph (j)(4)(i)(B)(}1 of this sec-
for the partnership asset (determined byership then sells the property for $120. The partion.
taking into account the recovery of thelership recognizes a $20 book gain and a $30 tax (C) Examples The prOViSionS of this
basis adjustment under paragrapfss. The book gain will be allocated equally beParagraph (j)(4)(i) are illustrated by the
(1))(4)(i)(B) of this section) or plus the wyeen the partners. The entire $30 tax loss will bfollowing examples:
amount of the transferee’s negative basifiocated to T under the principles of section 704(c). Example 1 (i) A, B, and C are equal partners in
adjustment for the partnership asset (d&o match its $10 share of book gain, B will be allopartnership PRS, which owns Asset 1, an item of de-
termined by taking into the account theated $10 of remedial gain, and T will be allocategreciable property that has a fair market value in ex-
recovery of the basis adjustment undeyy offsetting $10 of remedial loss. T was allocated eess of its adjusted tax basis. C sells its interest in
paragraph (j)(4)(ii)(B) of this section).  total of $40 of tax loss with respect to the propertyPRS to T while PRS has an election in effect under
(i) Examples The following examples However, because T has a negative $50 basis adjusection 754. PRS, therefore, increases the basis of
illustrate the principles of this paragraphnent to the property, T recognizes a $10 gain fromsset 1 with respect to T.
() 3): the partnership’s sale of the property. (i) Assume that in the year following the transfer
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of the partnership interest to T, T's distributive shar§500,000. B contributes $500,000 cash. Whe$400,000 of section 704(c) built-in gain will,
of the partnership’s common basis depreciation dé&2RS is formed, the property has five years retherefore, be amortized under §1.704-3(d) over a
ductions from Asset 1 is $1,000. Also assume thaaining in its recovery period. The partnership’'sl0O-year period beginning at the time of the part-
under paragraph (j)(4)(i)(B) of this section, theadjusted basis of $100,000 will, therefore, be renership’s formation.
amount of the basis adjustment under section 743(bpvered over the five years remaining in the
that T recovers during the year is $500. The totgiroperty’s recovery period. PRS elects to use the (ii)(A)Except for the depreciation deductions,
amount of depreciation deductions from Asset 1 recemedial allocation method under §1.704-3(dPRS’s expenses equal its income in each year of
ported by T is equal to $1,500. with respect to the property. If PRS had purthe first two years commencing with the year the
Example 2 (i) A and B form equal partnership chased the property at the time of the partnepartnership is formed. After two years, A's share
PRS. A contributes property with an adjustedship’s formation, the basis of the property wouldbf the adjusted basis of partnership property is
basis of $100,000 and a fair market value ohave been recovered over a 10-year period. TI$20,000, while B’s is $440,000:

Capital Accounts
A B
Book Tax Book Tax
Initial
Contribution $500,000 $100,000 $500,000 $500,000
Depreciation
Year 1 (30,000) (30,000) (20,000)
Remedial 10,000 (10,000)
470,000 110,000 470,000 470,000
Depreciation
Year 2 (30,000) (30,000) (20,000)
Remedial 10,000 (10,000)
$440,000 $120,000 $440,000 $440,000

(B) Asells its interest in PRS to T for its fair mar-partnership’s depreciation or amortizatioradjustments).
ket value of $440,000. A valid election under secdeductions from other items of partner- (C) Examples The provisions of this
tion 754 is in effect with respect to the sale of thehip property is decreased. The transferg@aragraph (j)(4)(ii) are illustrated by the
partnership interest. Accordingly, PRS makes an aghen recognizes ordinary income to th@ollowing examples:
justment, pursuant to section 743(b), to increase ti@xtent of the excess, if any, of the amount Example 1 (i) A, B, and C are equal partners in
basis of partnership property. Under section 743(bpf the basis adjustment recovered in an¥arnership PRS, which owns Asset 2, an item of de-
the amount of the basis adjustment is equal tyear over the transferee’s distributivereciable property that has a fair market value that is
$320,000. Under section 755, the entire basis aghare of the partnership’s depreciation Qgss than its adjusted tax basis. C sells its interest in
justment is allocated to the property. amortization deductions from all items 0fsRrs to T while PRS has an election in effect under

(iii) At the time of the transfer, $320,000 of sec-Property. section 754. PRS, therefore, decreases the basis of
tion 704(c) built-in gain from the property was still  (B) Recovery period For purposes of Asset 2 with respectto T.
reflected on the partnership's books, and all of theection 168, if the basis of an item of a (ji) assume that in the year following the transfer
basis adjustment is attributable to section 704(qpartnership’s recovery property is dexf the partnership interest to T, T's distributive share
built-in gain. Therefore, the basis adjustment will bereased as the result of the transfer of @fithe partnership's common basis depreciation de-
recovered over the remaining recovery period fointerest in the partnership, then the desctions from Asset 2 is $1,000. Also assume that,
the section 704(c) built-in gain under §1.704-3(d). crease is recovered over the remaininghder paragraph (j)(4)(ii)(B) of this section, the

(ii) Decreases—(A) Reduced deduc- useful life of the item of the partnership’Samount of the basis adjustment under section 743(b)
tion. The amount of any negative basi§ecovery property. The portion of the demat T recovers during the year is $500. The total
adjustment allocated to an item of deprecrease that is recovered in any year duringnount of depreciation deductions from Asset 2 re-
ciable or amortizable property that is rethe recovery period is equal to the produgiorted by T is equal to $500.
covered in any year first decreases thef— Example 2 (i) A and B form equal partnership
transferee’s distributive share of the part- (1) The amount of the decrease to thers. A contributes property with an adjusted basis
nership’s depreciation or amortization deitem’s adjusted basis (determined as o $100,000 and a fair market value of $50,000. B
ductions from that item of property for thethe date of the transfer); multiplied by contributes $50,000 cash. When PRS is formed, the
year. If the amount of the basis adjust- (2) A fraction, the numerator of which property has five years remaining in its recovery pe-
ment recovered in any year exceeds the the portion of the adjusted basis of thgod. The partnership's adjusted basis of $100,000
transferee’s distributive share of the partitem recovered by the partnership in thatil, therefore, be recovered over the five years re-
nership’s depreciation or amortization deyear, and the denominator of which is thenaining in the property’s recovery period. PRS uses
ductions from the item of property, theradjusted basis of the item on the date @fe traditional allocation method under §1.704-3(b)
the transferee’s distributive share of thé¢he transfer (determined prior to any basisith respect to the property. As a result, B will re-
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ceive $5,000 of depreciation deductions from thpartner  level  under  sectionto which the adjustment has been allo-
property in each of years 1-5, and A, as the cor613A(c)(7)(D), the transferee partnerccated.
tributing partner, will receive $15,000 of deprecia{and not the partnership) must make the (i) Example The provisions of para-

tion deductions in each of these years. basis adjustments, if any, required undeyraph (k)(1)(ii) of this section are illus-
(i) Except for the depreciation deductions,section 743(b) with respect to such propirated by the following example:
PRS’s expenses equal its income in each of the firerties. See 8§1.613A-3(e)(6)(iv). Example (i) Partnership XYZ owns a single sec-

two years commencing with the year the partnership (6) Example The provisions of para- tion 613A(c)(7)(D) domestic oil and gas property
is formed. After two years, A's share of the adjustegjraph (j)(5) of this section are illustratedProperty) and other non-depletable assets. A, a
basis of partnership property is $70,000, while B's iy the following example: partner in XYZ with an adjusted tax basis in Prop-
$40,000. Asells its interest in PRS to T for its fair  Example A, B, and C each contributes $5,000erty of $100 (excluding any prior adjustments under
market value of $40,000. Avalid election under seccash to form partnership PRS, which purchasessection 743(b)), sells its partnership interest to B for
tion 754 is in effect with respect to the sale of theoal property for $15,000. A, B, and C have equ#$800 cash. Under §1.613A-3(e)(6)(iv), A's adjusted
partnership interest. Accordingly, PRS makes an aghterests in capital and profits. C subsequently sellsasis of $100 in Property carries over to B.
justment, pursuant to section 743(b), to decrease thg partnership interest to T for $100,000 when the (ii) Under section 755, XYZ determines that
basis of partnership property. Under section 743(bplection under section 754 is in effect. T has a basiroperty accounts for 50% of the fair market value
the amount of the adjustment is equal to ($30,000}djustment under section 743(b) for the coal propsf all partnership assets. The remaining 50% of B’s
Under section 755, the entire adjustment is allocategtty of $95,000 (the difference between T's basigyurchase price ($400) is attributable to non-de-
to the property. $100,000, and its share of the basis of partnershjgetable property. XYZ must provide a statement to

(iii) The basis of the property at the time of theproperty, $5,000). Assume that the depletion alB containing the portion of B's adjusted basis attrib-
transfer of the partnership interest was $60,000. l@wance computed under the percentage methadable to non-depletable property ($400). Under this
each of years 3 through 5, the partnership will realyould be $21,000 for the taxable year so that eagharagraph (k)(1), XYZ must report basis adjust-
ize depreciation deductions of $20,000 from thartner would be entitled to $7,000 as its share of theents under section 743(b) to non-depletable prop-
property. Thus, one third of the negative basis adteduction for depletion. However, under the cosérty. B must report basis adjustments under section
justment ($10,000) will be recovered in each otiepletion method, at an assumed rate of 10 perceft3(b) to Property.
years 3 through 5. Consequently, T will be allothe allowance with respect to T's one-third interest (2) Requirement that transferee notify
cated, for tax purposes, depreciation of $15,000 eagfhich has a basis to him of $100,000 ($5,000, plusartnership—(i) Sale or exchange A
year from the partnership and will recover $10,00@s basis adjustment of $95,000) is $10,000, althoudiransferee that acquires, by sale or ex-
of its negative basis adjustment. Thus, T's net dehe cost depletion allowance with respect to the onghange, an interest in a partnership with
preciation deduction from the partnership in eackhird interest of A and B in the coal property, each ofin election under section 754 in effect for
year is $5,000. which has a basis of $5,000, is only $500. For parthe taxable year of the transfer, must no-

Example 3 (i) A, B, and C are equal partners inners A and B, the percentage depletion is greatéify the partnership, in writing, within 30
partnership PRS, which owns Asset 2, an item of déhan cost depletion and each will deduct $7,008ays of the sale or exchange. The written
preciable property that has a fair market value that Isased on the percentage depletion method. Howtotice to the partnership must be signed
less than its adjusted tax basis. C sells its interestéver, as to T, the transferee partner, the cost deplender penalties of perjury and must in-
PRS to T while PRS has an election in effect undeion method results in a greater allowance and €lude the names and addresses of the
section 754. PRS, therefore, decreases the basiswill, therefore, deduct $10,000 based on cost depl¢ransferee and (if ascertainable) of the
Asset 2 with respect to T. tion. See section 613(a). transferor, the taxpayer identification

(i) Assume that in the year following the transfer (k) Returns—(1) Statement of adjust- numbers of the transferee and (if ascer-
of the partnership interest to T, T's distributive sharenents—(i) In general A partnership that tainable) of the transferor, the relationship
of the partnership’s common basis depreciation denust adjust the bases of partnership profif any) between the transferee and the
ductions from Asset 2 is $500. PRS allocates nerties under section 743(b) must attach taansferor, the date of the transfer, the
other depreciation to T. Also assume that, undegstatement to the partnership return for themount of any liabilities assumed or taken
paragraph (j)(4)(ii)(B) of this section, the amount ofyear of the transfer setting forth the namsubject to by the transferee, and the
the negative basis adjustment that T recovers durirgnd taxpayer identification number of themount of any money, the fair market
the year is $1,000. T will report $500 of ordinary in-transferee as well as the computation ofalue of any other property delivered or to
come because the amount of the negative basis dfte adjustment and the partnership profe delivered for the transferred interest in
justment recovered during the year exceeds T's digrties to which the adjustment has beethe partnership, and any other information
tributive share of the partnership’s common basiallocated. necessary for the partnership to compute
depreciation deductions from Asset 2. (i) Special rule Where an interest is the transferee’s basis.

(5) Depletion Where an adjustment istransferred in a partnership which holds (ii) Transfer on deathA transferee that
made under section 743(b) to the basis ofl and gas properties that are depleted atquires, on the death of a partner, an in-
partnership property subject to depletiorthe partner level under sectionterest in a partnership with an election
any depletion allowance is determine®13A(c)(7)(D), the transferee must attaclhinder section 754 in effect for the taxable
separately for each partner, including tha statement to the transferee’s return forear of the transfer, must notify the part-
transferee partner, based on the partnetise year of the transfer, setting forth the@ership, in writing, within one year of the
interest in such property. See §1.702Zomputation of the basis adjustmentleath of the deceased partner. The written
1(a)(8). For partnerships that hold oil andinder section 743(b) which is allocable tmotice to the partnership must be signed
gas properties that are depleted at theich properties and the specific propertiasnder penalties of perjury and must in-
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clude the names and addresses of the dgaph (k)(2) of this section, the partnereor loss from section 751 property (includ-
ceased partner and the transferee, the taship must attach a statement to its retuimg any remedial allocations under
payer identification numbers of the dein the year that the partnership is other81.704-3(d)) that would have been allo-
ceased partner and the transferee, tlnase notified of the transfer. This statecated to the partner (to the extent attribut-
relationship (if any) between the transment must set forth the name and taxable to the partnership interest sold or ex-
feree and the transferor, the deceasgayer identification number (if changed) if the partnership had sold all of
partner’s date of death, the date on whicascertainable) of the transferee. In addits property in a fully taxable transaction
the transferee became the owner of th#on, the following statement must befor cash in an amount equal to the fair
partnership interest, the fair market valuprominently displayed in capital lettersmarket value of such property (taking into
of the partnership interest on the applicasn the first page of the partnership’s reaccount section 7701(g)) immediately
ble date of valuation set forth in sectioriurn for such year, and on the first pagerior to the partner’s transfer of the inter-
1014, and the manner in which the faiof any schedule or information stateest in the partnership. Any gain or loss
market value of the partnership interesnent relating to such transferee’s shanecognized that is attributable to section
was determined. of income, credits, deductions, etc.751 property will be ordinary gain or loss.
(i) Nominee reporting If a partner- “RETURN FILED PURSUANT TO The difference between the amount of
ship interest is transferred to a nomineg1.743-1(k)(5).” The partnership will capital gain or loss that the partner would
which is required to furnish the statemertthen be entitled to report the transferee®alize in the absence of section 751 and
under section 6031(c)(1) to the partnershare of partnership items without adthe amount of ordinary income or loss de-
ship, the nominee may satisfy the noticgistment to reflect the transferee’s basitermined under this paragraph (a)(2) is the
requirement contained in this paragrapbdjustment in partnership property. Iffransferor’s capital gain or loss on the sale
(k)(2) by providing the statement requiredollowing the filing of a return pursuant of its partnership interest.
under 81.6031(c)-1T, provided that thdo this paragraph (k)(5), the transferee (3) Statement requiredA partner sell-
statement satisfies all requirements afrovides the applicable written notice thg or exchanging any part of an interest
§1.6031(c)-1T and this paragraph (k)(2). the partnership, the partnership mush a partnership that has any section 751
(3) Reliance In making the adjust- make such adjustments as are necessgppperty at the time of sale or exchange
ments under section 743(b) and any statt® adjust the basis of partnership propmust submit with its income tax return for
ment or return relating to such adjusterty (as of the date of the transfer) in anyhe taxable year in which the sale or ex-
ments under this section, a partnershipmended return otherwise to be filed bghange occurs a statement setting forth
may rely on the written notice providedthe partnership or in the next annuageparately the following information—
by a transferee pursuant to paragrappartnership return of income to be regu- (j) The date of the sale or exchange;
(k)(2) of this section to determine thdarly filed by the partnership. At such iy the amount of any gain or loss at-
transferee’s basis in a partnership interesime, the partnership must also providgip taple to the section 751 property; and
The previous sentence shall not .a.pply the transferee with such information as (iii) The amount of any gain or loss at-
any partner who has responsibility fois necessary for the transferee to amendy, i,y 1o capital gain or loss on the
federal income tax reporting by the partits prior returns to properly reflect theSale of the partnership interest
nership has knowledge of facts indicatingdjustment under section 743(b). %k % '
that the statement is clearly erroneous.  (I) Effective date This section applies

(4) Partnership not required to make orto transfers of partnership interests that (© Unreallzed_re_cewables‘ *r
report adjustments under section 743(byccur on or after December 15, 1999. (3) In determining the amount of the
until it has notice of the transferA part-  Par. 6. Section 1.751-1 is amended bySale price attributable to such unrealized
nership is not required to make the adjust- 1. Revising paragraphs (a)(2) andeceivables, or their value in a distribution
ments under section 743(b) (or any state-  (a)(3). treated as a sale or exchange, full account
ment or return relating to those 2. Revising paragraph (c)(3). shall be taken not only of the estimated
adjustments) with respect to any transfer 3. Removing paragraph (c)(4)(x). cost of completing performance of the

until it has been notified of the transfer. 4. Adding a sentence at the end of par&°ntract or agreement, but also of the time
For purposes of this section, a partnership  graph (f). between the sale or distribution and the
is notified of a transfer when either— 5. RevisingExample lof paragraph time of payment.

(i) The partnership receives the written  (g). xrma
notice from the transferee required under The addition and revisions read as (f) * * * The rules contained in para-

paragraph (k)(2) of this section; or follows: graphs (a)(2) and (a)(3) of this section
(i) Any partner who has responsibility§1.751-1 Unrealized receivables andpply to transfers of partnership interests

for federal income tax reporting by theinventory items that occur on or after December 15, 1999.

partnership has knowledge that there has: * * * (g)***

been a transfer of a partnership interest. (a) * * * Example 1())(A) A and B are equal partners in

(5) Effect on partnership of the failure (2) Determination of gain or lossThe personal service partnership PRS. B transfers its in-
of the transferee to complyf the trans- income or loss realized by a partner upofrest in PRS to T for $15,000 when PRS'’s balance
feree fails to provide the partnershipghe sale or exchange of its interest in seeheet (reflecting a cash receipts and disbursements
with the written notice required by paration 751 property is the amount of incomenethod of accounting) is as follows:

1999-52 |.R.B. 715 December 27, 1999



Assets
Fair
Adjusted Market
Basis Value
Cash . .., $ 3,000 3,000 $
Loans Receivable . ... .. ... .. 10,000 10,000
Capital ASSElS . ..o 7,000 5,000
Unrealized Receivables . ... ... . 0 14,000
Total. . .o 20,000 32,000
Liabilities and Capital
Fair
Adjusted Market
Per Books Value
Liabilities . . .. ..o $ 2,000 $ 2,000
Capital:
A 9,000 15,000
B 9,000 15.000
Total 20,000 32,000

(B) None of the assets owned by PRS is section 2, Add a heading to newly designaten the first page of the partnership’s re-

704(c) property, and the capital assets are nondepggaragraph (c)(1). turn for such year: “RETURN FILED
ciable. The total amount realized by B is $16,000, 3. Add paragraph (c)(2). PURSUANT TO 81.754-1(c)(2).”
consisting of the cash received, $15,000, plus The additions read as follows: Par. 8. Section 1.755-1 is revised to

$1,000, B's share of the partnership liabilities as§1.754-1 Time and manner of makingead as follows:
sumed by T. See section 752. B's undivided half-inelection to adjust basis of partnership8§1.755-1 Rules for allocation of basis

terest in the partnership property includes a half-inproperty. (a) Generally A partnership that has
terest in the partnership’s unrealized receivables* * * * an election in effect under section 754
items. B's basis for its partnership interest is (c) Revocation of electier(1) In gen- must adjust the basis of partnership prop-
$10,000 ($9,000, plus $1,000, B's share of partneera], * * * erty under the provisions of section

ship liabilities). If section 751(a) did not apply to  (2) Revocations made for first taxable734(b) and section 743(b) pursuant to the
the sale, B would recognize $6,000 of capital gaiyear ending after December 15, 1999provisions of this section. The basis ad-
from the sale of the interest in PRS. However, seotwithstanding paragraph (c)(1) of thigustment is first allocated between the two
tion 751(a) does apply to the sale. section, any partnership having an eleclasses of property described in section
(ii) If PRS sold all of its section 751 property in ation in effect under this section for its tax-755(b). These classes of property consist
fully taxable transaction immediately prior to theable year that includes December 15f capital assets and section 1231(b) prop-
transfer of B’s partnership interest to T, B would1999 may revoke such election by attacterty (capital gain property), and any other
have been allocated $7,000 of ordinary income frofing a statement to the partnership’s returproperty of the partnership (ordinary in-
the sale of PRS’s unrealized receivables. Thereforfgr such year. For the revocation to beome property). For purposes of this sec-
B will recognize $7,000 of ordinary income with re-valid, the statement must be filed not latetion, properties and potential gain treated
spect to the unrealized receivables. The differenddian the time prescribed by 81.6031(ajs unrealized receivables under section
between the amount of capital gain or loss that thg(e) (including extensions thereof) for fil-751(c) and the regulations thereunder
partner would realize in the absence of section 75hg the return for such taxable year, andhall be treated as separate assets that are
($6,000) and the amount of ordinary income or losmnust set forth the name and address of tledinary income property. The portion of
determined under paragraph (a)(2) of this sectiopartnership revoking the election, behe basis adjustment allocated to each
($7,000) is the transferor’s capital gain or loss on thgigned by any one of the partners who islass is then allocated among the items
sale of its partnership interest. In this case, B wiluthorized to sign the partnership’s fedwithin the class. Adjustments under sec-

recognize a $1,000 capital loss. eral income tax return, and contain a dedion 743(b) are allocated under paragraph
FEEEE laration that the partnership revokes it¢b) of this section. Adjustments under

Par. 7. Section 1.754-1 is amended asection under section 754 to apply theection 734(b) are allocated under para-
follows: provisions of section 734(b) and 743(b)graph (c) of this section.

1. Designate the text following the headin addition, the following statement must (b) Adjustments under section
ing of paragraph (c) as paragraph (c)(1). be prominently displayed in capital letter¥43(b)}>—(1) Generally (i) For ex-
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changes in which the transferee’s basis imade based on the allocations of incomépwever, that in no event may the amount
the interest is determined in whole or irgain, or loss (including remedial alloca-of any decrease in basis allocated to capi-
part by reference to the transferor’s basisons under §81.704-3(d)) that the transtal gain property exceed the partnership’s
in the interest, paragraph (b)(5) of thigeree partner would receive (to the exteriasis (or in the case of property subject to
section shall apply. For all other transattributable to the acquired partnership inthe remedial allocation method, the trans-
fers which result in a basis adjustmenterest) if, immediately after the transfer oferee’s share of any remedial loss under
under section 743(b), paragraphs (b)(2he partnership interest, all of the partne§1.704-3(d) from the hypothetical transac-
through (b)(4) of this section shall applyship’s property were disposed of in a fullytion) in capital gain property. In the event
Except as provided in paragraph (b)(5) dfaxable transaction for cash in an amourhat a decrease in basis allocated to capital
this section, the portion of the basis adequal to the fair market value of suclgain property would otherwise exceed the
justment allocated to one class of propproperty (the hypothetical transaction). partnership’s basis in capital gain prop-
erty may be an increase while the portion (2) Allocations between classes ofrty, the excess must be applied to reduce
allocated to the other class is a decreagsroperty—(i) In general The amount of the basis of ordinary income property.

This would be the case even though thihe basis adjustment allocated to the class(ii) Examples The provisions of this
total amount of the basis adjustment isf ordinary income property is equal toparagraph (b)(2) are illustrated by the fol-
zero. Except as provided in paragrapthe total amount of income, gain, or losfowing examples:

(b)(5) of this section, the portion of the(including any remedial allocations under Example 1 (i) A and B form equal partnership
basis adjustment allocated to one item &1.704-3(d)) that would be allocated t@Rs. A contributes $50,000 and Asset 1, a nonde-
property within a class may be an inthe transferee (to the extent attributable tgreciable capital asset with a fair market value of
crease while the portion allocated to anthe acquired partnership interest) from thgso,000 and an adjusted tax basis of $25,000. B
other is a decrease. This would be thsale of all ordinary income property in thesontributes $100,000. PRS uses the cash to pur-
case even though the basis adjustment &lypothetical transaction. The amount Ofhase Assets 2, 3, and 4. After a year, A sells its in-

located to the class is zero. the basis adjustment to capital gain properest in PRS to T for $120,000. At the time of the

(i) Hypothetical transaction For pur- erty is equal to— transfer, A's share of the partnership’s basis in part-
poses of paragraphs (b)(2) through (b)(4) (A) The total amount of the basis adnership assets is $75,000. Therefore, T receives a
of this section, the allocation of the basifustment under section 743(b); less $45,000 basis adjustment.

adjustment under section 743(b) between (B) The amount of the basis adjustment (ii) Immediately after the transfer of the partner-
the classes of property and among tha&llocated to ordinary income propertyship interest to T, the adjusted basis and fair market
items of property within each class areinder the preceding sentence; providedalue of PRS's assets are as follows:

Assets
Fair
Adjusted Market
Basis Value
Capital Gain Property:
Asset 1 $ 25,000 $ 75,000
Asset 2 100,000 117,500
Ordinary Income Property:
Asset 3 $ 40,000 $ 45,000
Asset 4 10,000 2,500
Total $175,000 $240,000

(i) If PRS sold all of its assets in a fully tax-  (iv) The amount of the basis adjustment that i;ary income property).
able transaction at fair market value immediatelallocated to ordinary income property is equal to Example 2 (i) A and B form equal partnership
after the transfer of the partnership interest to T$1,250) (the amount of the loss allocated to PRS. A and B each contribute $1,000 cash which
the total amount of capital gain that would be allofrom the hypothetical sale of the ordinary incomehe partnership uses to purchase Assets 1, 2, 3, and
cated to T is equal to $46,250 ($25,000 sectioproperty). 4. After a year, A sells its partnership interestto T
704(c) built-in gain from Asset 1, plus fifty per- (v) The amount of the basis adjustment that ifor $1,000. T’s basis adjustment under section
cent of the $42,500 appreciation in capital gaimllocated to capital gain property is equal to743(b) is zero.
property). T would also be allocated a $1,250 or$46,250 (the amount of the basis adjustment, (ii) Immediately after the transfer of the partner-
dinary loss from the sale of the ordinary income$45,000, less ($1,250), the amount of loss alloship interest to T, the adjusted basis and fair market
property. cated to T from the hypothetical sale of the ordivalue of PRS’s assets are as follows:

1999-52 |.R.B. 717 December 27, 1999



Assets
Fair
Adjusted Market
Basis Value
Capital Gain Property:
Asset 1 $ 500 $ 750
Asset 2 500 500
Ordinary Income Property:
Asset 3 $ 500 $ 250
Asset 4 500 500
Total $2,000 $2,000

(iii) If, immediately after the transfer of the part- terest) from the hypothetica| sale of the Example 2 (i) Assume the same facts as Exam-
nership interest to T, PRS sold all of its assets in jgem; minus ple 1 in paragraph (b)(2)(ii) of this section, except
fully taxable transaction at fair market value, T (B) The product of— that A sold its interest in PRS to T for $110,000
would be allocated a loss of $125 from the sale of (1) The total amount of gain or loss (in.rather than $120,000. T, therefore, receives a basis
the ordinary income property. Thus, the amount 0¢Iuding any remedial allocations undemrdjustment under section 743(b) of $35,000. Of the
the basis adjustment to ordinary income property i§1,704-3(d)) that would be allocated t®35,000 basis adjustment, ($1,250) is allocated to
($125). The amount of the basis adjustment to capihe transferee (to the extent attributable terdinary income property, and $36,250 is allocated
tal gain property is $125 (zero, the amount of th¢he acquired partnership interest) from tht capital gain property.
basis adjustment under section 743(b), less ($12£hypothetica| sale of all items of capita| (ii) Asset 3 is ordinary income property, and T
amount of the basis adjustment allocated to ordinargain property, minus the amount of thevould be allocated $2,500 from the sale of Asset 3
income property). positive basis adjustment to all items oin the hypothetical transaction. Therefore, the

(3) Allocation within the class-(i) capital gain property or plus the amour@mount of the adjustment to Asset 3 is $2,500.
Ordinary income property The amount of the negative basis adjustment to capital (iii) Asset 4 is ordinary income property, and T
of the basis adjustment to each item ajain property; multiplied by would be allocated ($3,750) from the sale of Asset 4
property within the class of ordinary in- (2) A fraction, the numerator of whichin the hypothetical transaction. Therefore, the
come property is equal to— is the fair market value of the item ofamount of the adjustment to Asset 4 is ($3,750).

(A) The amount of income, gain, orproperty to the partnership, and the de- (iv) Asset 1 is a capital gain asset, and T would
loss (including any remedial allocationsnominator of which is the fair marketbe allocated $37,500 from the sale of Asset 1 in the
under 81.704-3(d)) that would be allovalue of all of the partnership’s items othypothetical transaction. Asset 2 is a capital gain
cated to the transferee (to the extent agapital gain property. asset, and T would be allocated $8,750 from the sale
tributable to the acquired partnership in- (iii) Examples. The provisions of this of Asset 2 in the hypothetical transaction. The total
terest) from the hypothetical sale of thearagraph (b)(3) are illustrated by the folamount of gain that would be allocated to T from the
item; reduced by lowing examples: sale of the capital gain assets in the hypothetical

(B) The product of— Example 1 (i) Assume the same facts as Examtransaction is $46,250, which exceeds the amount of

(1) Any decrease to the amount of th@le 1 in paragraph (b)(2)(ii) of this section. Of thethe basis adjustment allocated to capital gain prop-
basis adjustment to ordinary income props4s,000 basis adjustment, $46,250 was allocated sty by $10,000. The amount of the adjustment to
erty required pursuant to the last sentene@pital gain property. The amount allocated to ordiAsset 1 is $33,604 ($37,500 minus $3,896 ($10,000
of paragraph (b)(2)(i) of this section; mul-nary income property was ($1,250). x $75,000/192,500)). The amount of the basis ad-
tiplied by (i) Asset 1 is a capital gain asset, and T would bjtistment to Asset 2 is $2,646 ($8,750 minus $6,104

(2) A fraction, the numerator of which allocated $37,500 from the sale of Asset 1 in the hy$10,000 x $117,500/192,500)).
is the fair market value of the item ofpothetical transaction. Therefore, the amount of the (4) Income in respect of a decedent
property to the partnership and the dexdjustment to Asset 1 is $37,500. (i) In general Where a partnership in-
nominator of which is the total fair market (i) Asset 2 is a capital gain asset, and T woulderest is transferred as a result of the
value of all of the partnership’s items Ofve allocated $8,750 from the sale of Asset 2 in thdeath of a partner, under section 1014(c)
ordinary income property. hypothetical transaction. Therefore, the amount dhe transferee’s basis in its partnership

(ii) Capital gain property The amount the adjustment to Asset 2 is $8,750. interest is not adjusted for that portion
of the basis adjustment to each item of (iv) Asset 3 is ordinary income property, and TOf the interest, if any, which is attribut-
property within the class of capital gainvould be allocated $2,500 from the sale of Asset able to items representing income in re-
property is equal to— in the hypothetical transaction. Therefore, th&pect of a decedent under section 691.

(A) The amount of income, gain, Oramount of the adjustment to Asset 3is $2,500.  See 81.742-1. Accordingly, if a partner-
loss (including any remedial allocations (v) Asset 4 is ordinary income property, and TShip interest is transferred as a result of
under §1.704-3(d)) that would be allo-would be allocated ($3,750) from the sale of Asset the death of a partner, and the partner-
cated to the transferee (to the extent aiir the hypothetical transaction. Therefore, thship holds assets representing income in
tributable to the acquired partnership inamount of the adjustment to Asset 4 is ($3,750). respect of a decedent, no part of the
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basis adjustment under section 743(b) ®)(4) are illustrated by the following ex-death, B’s partnership interest is transferred to T

allocated to these assets. See §l1.748mple: when PRS’s balance sheet (reflecting a cash re-

1(b). Example (i) A and B are equal partners in per-ceipts and disbursements method of accounting) is
(if) The provisions of this paragraphsonal service partnership PRS. As a result of B'gs follows:

Assets
Fair
Adjusted Market
Basis Value
Capital ASSet . ... $ 2,000 $ 5,000
Unrealized Receivables . . . ........ .. 0 15.000
Total .. 2,000 20,000
Liabilities and Capital
Fair
Adjusted Market
Per Books Value
Capital:
A 1,000 10,000
B 1,000 10,000
Total 2,000 20,000

(ify None of the assets owned by PRS is sectioB51 applies or to a partnership in a tran®nly if the total amount of gain or loss (in-
704(c) property, and the capital asset is nondeprecigction to which section 721(a) applies. cluding any remedial allocations under
ble. The fair market value of T's partnership interest (i) Allocations between classes of prop§1_704-3(d)) that would be allocated to the
on the applicable date of valuation set forth in S€Garty. If the total amount of the basis adjusttransferee (to the extent attributable to the
tion 1014 is $10,000. Of this amount, $2,500 is aliant under section 743(b) is zero, then rcquired partnership interest) from the hy-
tributable to T's share of the partnership’s Capitab.djustment to the basis of partnership prorslothetical sale of all such property would
asset, and $7,500 is attributable to T's 50% share %frty will be made under this paragrapﬁeSU“ in a net loss to the transferee. Where,
the partnership’s unrealized receivables. The par(b)(s)' If there is an increase in basis to Uénder the preceding sentence, a decrease in
nership’s unrealized receivables represent income iy~ <ot to partnership assets, such ilpasis may be allocated to both capital gain
respect of a decedent. Accordingly, under sectioerease must be allocated to capital gaiﬁssets and ordinary income assets, the de-
1014(c), T's basis in its partnership interest is ”Obroperty or ordinary income property, re£réase shall be allocated to each class in
adjusted for that portion of the interest which is atgpeactively, only if the total amount of gainpropcurtion to the net loss which would be
tributable to the unrealized receivables. Thereforey. | oo (including any remedial allocationgllocated to the transferee from the sale of
T's basis in its partnership interest is $2,500. under §1.704-3(d)) that would be a”ocateall assets in each class.

(iii) At the time of the transfer, B's share of thetg the transferee (to the extent attributable (iii) Allocations within the classes(A)
partnership’s basis in partnership assets is $1,00% the acquired partnership interest) fronincreases If there is an increase in basis to
Accordingly, T receives a $1,500 basis adjustmerthe hypothetical sale of all such propertppe allocated within a class, the increase
under section 743(b). Under this paragraph (b)(4Wwould result in a net gain or net income, agust be allocated first to properties with
the entire basis adjustment is allocated to the pafihe case may be, to the transferee. Wheté#)realized appreciation in proportion to the
nership’s capital asset. under the preceding sentence, an increasansferee’s share of the respective amounts

(5) Transferred basis exchange4i) In in basis may be allocated to both capit#lf unrealized appreciation before such in-
general This paragraph (b)(5) applies togain assets and ordinary income assets, tk¢ase (but only to the extent of the trans-
basis adjustments under section 743(lincrease shall be allocated to each class feree’s share of each property’s unrealized
which result from exchanges in which theoroportion to the net gain or net income, reappreciation). Any remaining increase
transferee’s basis in the interest is detespectively, which would be allocated to thénust be allocated among the properties
mined in whole or in part by reference tdransferee from the sale of all assets in eawfithin the class in proportion to the trans-
the transferor’s basis in the interest. Faslass. If there is a decrease in basis to be tree’s share of the amount that would be
example, this paragraph applies if a partecated to partnership assets, such decredsglized by the partnership upon the hypo-
nership interest is contributed to a corpamust be allocated to capital gain property dhetical sale of each asset in the class.
ration in a transaction to which sectiorordinary income property, respectively, (B) Decreases If there is a decrease
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in basis to be allocated within a classgiated assets in that class. nondepreciable capital asset with a basis of $10,000
the decrease must be allocated first to (D) Carryover adjustment Where a and a fair market value of $7,500. The amount of
properties with unrealized depreciationiransferee’s negative basis adjustmeffte basis adjustment under section 743(b) to part-
in proportion to the transferee’s shareander section 743(b) cannot be allocateprship property is $0 ($5,000, UTP's basis in its
of the respective amounts of unrealize¢h any asset, because the adjustment diterest in LTP, minus $5,000, UTP's share of LTP's
depreciation before such decrease (bdteds the transferee’s share of the a#asis in partnership assets). Because UTP acquired
only to the extent of the transferee’gusted basis to the partnership of all deis interest in LTP in a transferred basis exchange,
share of each property’s unrealized depreciated assets in a particular class, ti#&d the total amount of the basis adjustment under
preciation). Any remaining decreaseadjustment is made when the partneection 743(b) is zero, UTP receives no special
must be allocated among the properti@qip subsequently acquires property of basis adjustments under section 743(b) with respect
within the class in proportion to thelike character to which an adjustmente the partnership property of LTP.
transferee’s shares of their adjustedan be made. Example 2 (i) A purchases a partnership interest
bases (as adjusted under the preceding(iv) Examples The provisions of this in LTP at a time when an election under section 754
sentence). paragraph (b)(5) are illustrated by the folis not in effect. The three partners in LTP have equal
(C) Limitation in decrease of basis lowing examples: interests in capital and profits. During a later year
Where, as the result of a transaction to Example 1 Ais a member of partnership LTP, for which LTP has an election under section 754 in
which this paragraph (b)(5) applies, avhich has made an election under section 754. Thedfect, and in a transaction that is unrelated to A's
decrease in basis must be allocated three partners in LTP have equal interests in capitpurchase of the LTP interest, A contributes its inter-
capital gain assets, ordinary income asmnd profits. Solely in exchange for a partnership inest in LTP to UTP in a transaction described in sec-
sets, or both, and the amount of the deerest in UTP, A contributes its interest in LTP totion 721 (solely in exchange for a partnership inter-
crease otherwise allocable to a particulasTp in a transaction described in section 721. Agstin UTP). At the time of the transfer, A's adjusted
class exceeds the transferee’s share @& time of the transfer, A's basis in its partnershijpasis in its interest in LTP is $20,433. Under section
the adjusted basis to the partnership odterest ($5,000) equals its share of inside basi&1, A recognizes no gain or loss as a result of the
all depreciated assets in that class, theiso $5,000). Under section 723, UTP’s basis in itsontribution of its partnership interest to UTP.
transferee’s negative basis adjustment iserest in LTP is $5,000. LTP's only two assets omnder section 723, UTP's basis in its partnership in-
limited to the transferee’s share of thehe date of contribution are inventory with a basigerest in LTP is $20,433. The balance sheet of LTP
partnership’s adjusted basis in all depresf $5,000 and a fair market value of $7,500, and an the date of the contribution shows the following:

Assets
Fair
Adjusted Market
Basis Value
Cash . ... e $ 5,000 $5,000
Accountsreceivable . ....... ... ... . 10,000 10,000
INVENTOIY . . o 20,000 21,000
Nondepreciable capital asset . . . ........... ... ... ... ..., 20,000 40,000
Total .. $55,000 $76,000
Liabilities and Capital
Fair
Adjusted Market
Per Books Value
Liabilities .. ... . $10,000 $10,000
Capital:
A 15,000 22,000
B o 15,000 22,000
C o e 15,000 22,000
Total ... $55,000 $76,000

(i) The amount of the basis adjustment undeinterest in the previously taxed capital of LTP isamount of tax gain allocated to UTP from the hypo-
section 743(b) is the difference between the basis $f15,000 ($22,000, the amount of cash UTP woulthetical transaction). UTP’s share of the adjusted
UTP’s interest in LTP and UTP’s share of the adreceive if LTP liquidated immediately after the hy-basis to LTP of partnership property is $18,333
justed basis to LTP of partnership property. UTP’pothetical transaction, decreased by $7,000, th@15,000 share of previously taxed capital, plus
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$3,333 share of LTP's liabilities). The amount of themined under section 732) of distributediecrease (but only to the extent of each
basis adjustment under section 743(b) to partnershgiapital gain property exceeds the partneproperty’s unrealized depreciation). Any
property therefore, is $2,100 ($20,433 minusship’s adjusted basis of such property inremaining decrease must be allocated
$18,333). mediately prior to the distribution, theamong the properties within the class in
(iii) The total amount of gain that would be allo-basis of the undistributed capital gairproportion to their adjusted bases (as ad-
cated to UTP from the hypothetical sale of capitaPrOperty remaining in the partnership igusted under the preceding sentence).

gain property is $6,666.67 (one-third of the excesdeécreased by an amount equal to such ex-

of the fair market value of LTP’s nondepreciableC€SS. Similarly, where there is a diStribu\-NIg:ge)reLallngjléilt’leo;sénindtehcerebfseisoolcf bzsr;ier_
capital asset, $40,000, over its basis, $20,000). TN of ordinary income property, and the P

; P hip assets is required under section
total amount of gain that would be allocated to UTRasis of the property to the distribute&]'P d

; ; 4(b)(2) and the amount of the decrease

from the hypothetical sale of ordinary income propPartner (as determined under section 7‘?’Z (b)(2) ; ;
s $333.23 hird of th f the falls NOt the same as the partnership’s -2 ceeds the adjusted basis to the partner-
erty is $333.33 (one-third of the excess of the fai hip of property of the required character,

mar-ket value of LTP’s inventory, $21,000, over itﬁusted bas_is (_)f the property _immEdiate_l he basis of such property is reduced to
basis, $20,000). Under paragraph (b)(5), LTP mufdrior to distribution, the adjustment is but not bel
allocate $2,000 ($6,666.67 divided by $7,000 timeBnade only to undistributed property of thé*©"® (but not below zero).
$2,100) of UTP’s basis adjustment to the nondepréame class remaining in the partnership.  (4) Carryover adjustment Where, in
ciable capital asset. LTP must allocate $100 (ii) Special rule Where there is a dis- the case of a distribution, an increase or a
($333.33 divided by $7,000 times $2,100) of UTP'dribution resulting in an adjustment undetecrease in the basis of undistributed
basis adjustment to the inventory. section 734(b)(1)(A) or (b)(2)(A) to the property cannot be made because the part-
(c) Adjustments under section 734¢p) basis of undistributed partnership proprership owns no property of the character
(1) Allocations between classes of prope™, the adjustment is allocated only teequired to be adjusted, or because the
erty—(i) General rule Where there is a capital gain property. basis of all the property of a like character
distribution of partnership property result- (2) Allocations within the classegi) has been reduced to zero, the adjustment
ing in an adjustment to the basis of undigncreases If there is an increase in basigs made when the partnership subse-
tributed partnership property under sedo be allocated within a class, the increasguently acquires property of a like charac-
tion 734(b)(1)(B) or (b)(2)(B), the must be allocated first to properties wittter to which an adjustment can be made.
adjustment must be allocated to remairkinrealized appreciation in proportion to (5) Example The following example il-
ing partnership property of a charactetheir respective amounts of unrealized a%]strates this paragraph (c):
similar to that of the distributed propertypreciation before such increase (but onl paragraph (>
with respect to which the adjustmento the extent of each property’s unrealized example (i) A, B, and C form equal partnership
arose. Thus, when the partnership’s a@ppreciation). Any remaining inCreasers. A contributes $50,000 and Asset 1, capital
justed basis of distributed capital gairmust be allocated among the properti€gin property with a fair market value of $50,000
property immediately prior to distributionwithin the class in proportion to their fairang an adjusted tax basis of $25,000. B and C each
exceeds the basis of the property to th@arket values. contributes $100,000. PRS uses the cash to pur-
distributee partner (as determined under (ii) Decreases If there is a decrease inchase Assets 2, 3, 4, 5, and 6. Assets 4, 5, and 6 are
section 732), the basis of the undistribbasis to be allocated within a class, thee only assets held by the partnership which are
uted capital gain property remaining indecrease must be allocated first to propesubject to section 751. The partnership has an elec-
the partnership is increased by an amouties with unrealized depreciation in prodion in effect under section 754. After seven years,
equal to the excess. Conversely, when thportion to their respective amounts of unthe adjusted basis and fair market value of PRS's as-
basis to the distributee partner (as deterealized depreciation before suchets are as follows:

Assets
Fair
Adjusted Market
Basis Value
Capital Gain Property:
ASSEt L .. $ 25,000 $ 75,000
ASSEL 2 100,000 117,500
ASSEL B L 50,000 60,000
Ordinary Income Property:
ASSEL 4 . L $ 40,000 $ 45,000
ASSEL D L 50,000 60,000
ASSEE B L . e 10,000 2,500
Total $275,000 $360,000
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(i) Allocation between classesAssume that preciation deductions as being reasonabb}hip’s common basis depreciation deductions from
P_RS‘distribute‘s Assets‘3 and 5to Ain _complete 'i_"expected by more than one partner. Asset 1 is now $0. Under §1.743-1())(4)(ii)(B), the
_wdatlon of As |ntqrest in the partnership. A's basis (B) Effective date This parag raph amount of the section 1017 basis adjustment that A re-
in the partnership interest was $75,000. The partner- . . . ina th ) il
ship’s basis in Assets 3 and 5 was $50,000 each. AQ)(Z)OV) applies to elections made undeq:over.s durlng the year s $1,000: AW' : report $1,000
$75,000 basis in its partnership interest is allocatesections 108(b)(5) and 108(c) on or aftesf ordinary income because As distributive share of the
between Assets 3 and 5 under sections 732(b) a@ecember 15, 1999. partnership’s common basis depreciation deductions
(). Awill, therefore, have a basis of $25,000 in () Treatment of basis reductier(A)  from Asset 1 ($0) is insufficient to offset the amount of
Asset 3 _(capltal gain F’“’pe”Y)v and a basis _Oéasis adjustment The amount of the re- the section 1017 basis adjustment recovered by A dur-
$50,000 in Asset 5 (section 751 property). The dis- . . . h
tribution results in a $25,000 increase in the basis g,}uctlo_n to the basis of _depreC|abIe paring F"e year ($1'OOO_)'
capital gain property. There is no change in th@ership property constitutes an adjust- (iij) In the following year, PRS sells Asset 1 for
basis of ordinary income property. ment to the basis of partnership propertglls,ooo and recognizes a $12,000 loss. This loss is

(iii) Allocation within class The amount of the \yith respect to the partner only. No adallocated equally between B and C, and A's share of
basis increase to capital gain property IS $25’_000 arJ"ﬂstment is made to the common basis diie loss is $0. Upon the sale of Asset 1, A recovers
must be allocated among the remaining capital gafn . ) ) o . . )
assets in proportion to the difference between trﬁartnersmp Pfoperty- Th_us, for purpos_e&s entire remaining section 1017 l:?aS|s .adjustment
fair market value and basis of each. The fair mark@f income, deduction, gain, loss, and dis$9,000). Awill report $9,000 of ordinary income.
value of Asset 1 exceeds its basis by $50,000. Theibution, the partner will have a special (D) Effective date This paragraph
fair market value of Asset 2 exceeds its basis byagjs for those partnership properties tH@)(2)(v) applies to elections made under
$17,500. Therefore, the basis of Asset 1 will be in . . . ;

N bases of which are adjusted under secti@@ctions 108(b)(5) and 108(c) on or after
creased by $18,519 ($25,000, multiplied by . I D ber 15. 1999
$50,000, divided by $67,500), and the basis of Ass&017 and this SeCt'On_- _ ecemoer 1o, :
2 will be increased by $6,481 ($25,000 multiplied (B) Recovery of adjustments to basis of PART 602—OMB CONTROL NUM-
by $17,500, divided by $67,500). partnership property Adjustments to the BERS UNDER THE PAPERWORK RE-

(d) Effective date This section applies to pasis of partnership property under thi®UCTION ACT
transfers of partnership interests and distréection are recovered in the manner de- Par. 10. The authority citation
butions of property from a partnership thagcribed in §1.743-1. for part 602 continues to read as follows:
occur on or after December 15, 1999. (C) Effect of basis reductionAdjust- Authority: 26 U.S.C. 7805.

Par. 9. Section 1.1017-1 is amended byments to the basis of partnership property Par. 11. In 8602.101, paragraph (b) is

1. Revising paragraph (g)(2)(iv). under this section are treated in the sangénended by

2. Adding paragraph (g)(2)(v). manner and have the same effect as an ad+fevising the entries for 1.732-1 and

The addition and revision read as followsjustment to the basis of partnership propl.743-1 in the table to read as follows:

§1.1017-1 Basis reductions following aerty under section 743(b). The following8602.101 OMB Control numbers.

discharge of indebtedness. example illustrates this paragraph (g)(2)(v): * * * *
( ) e (b) * % %
(g) * % ¥ CFR part or section where Current OMB
identified and described control No.

(iv) Partner’s share of partnership
basis—(A) In general For purposes of « % % % *
this paragraph (g), a partner’s proportion1 7321

; o 2.0 1545-0099

ate share of the partnership’s basis in di 15451588
preciable property (or depreciable rea
property) is equal to the sum of— * ok ok kk

(1) The partner's section 743(b) basity 7321 ... ... . 1545-0074
adjustments to items of partnership depre 1545-1588
ciable property (or depreciable real propx * x
erty); and

(2) The common basis depreciation de- Example (i) A, B, and C are equal partners in part- David A. Mader,
ductions (but not including remedial allo-nership PRS, which owns (among other things) Asset Acting Deputy Commissioner

cations of depreciation deductions undef, an item of depreciable property with a basis of
§1.704-3(d)) that, under the terms of thgs0,000. As basis in its partnership interest is $20,000.
partnership agreement effective for th@nder the terms of the partnership agreement, As shafoproved November 29, 1999
taxable year in which the discharge of inof the depreciation deductions from Asset 1 over its re-
debtedness occurs, are reasonably €kaining useful life will be $10,000. Under section
pected to be allocated to the partner oveni7, Arequests, and PRS agrees, to decrease the basis
the property’s remaining useful life. Theof Asset 1 with respect to A by $10,000.

assu_mptlons made by a partnership in de- i In the year following the reduction of basis (Filed by the Office of the Federal Register on De-
termlnlng the r_eajsonably expected allocamder section 1017, PRS amends its partnership agreember 14, 1999, 8:45 a.m., and published in the
tion of depreciation deductions must bénent to provide that items of depreciation and losissue of the Federal Register for December 15, 1999,
consistent for each partner. For exampl@om Asset 1 will be allocated equally between B an§4 F-R. 69903)

a partnership may not treat the same de: in that year, As distributive share of the partner-

of Internal Revenue.

Jonathan Talisman,
Acting Assistant Secretary
of the Treasury.
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Section 1361.—S Corporation SUPPLEMENTARY INFORMATION: Findings and Other Matters

Defined The Commissioner has determined that

26 CFR 1.1361-1: S corporation defined. notice and prior public procedure are not

Background required for this regulation because the

If a state law limited partnership elects subject matter of the regulation pertains
under § 301.7701-3 to be classified as an only to the IRS’s use of penalty mail in

association taxable as a corporation, doesgp, August 9, 1985, Congress enacteidhe location and recovery of missing chil-

the entity have more than one class gbyplic Law 99-87, 99 Stat. 290, whictdren. The regulation does not directly af-

stock for purposes of § 1361(b)(1)(D)7%dded a new section 3220 to title 39fect the rights and interests of the general
See Rev. Proc. 99-51, page 760. United States Code. That provision aupublic. For these reasons, the rule is to be
thorized Federal agencies to place ph@ffective on the date of publication in the

tographs and biographical data of missingederal Register.

children on penalty mail in accordance

26 CFR 601.901: Missing children shown on penalty

mail. .
with guidelines promulgated by the De-SPecial Analyses
partment of Justice. On December 1, : .

T.D. 8848 1997, Congress amended the statute toIt has been determined that this Trea-

provide that the use of missing childrer%Sury decision is not a significant regula-

photographs and biographical data o ory action as defined in Executive

DEPARTMENT OF THE TREASURY penalty mail would be continued until De-E)rder 12866. Therefore, a regulatory

Internal Revenue Service cember 31, 2002. assessment is not requwe_d. It also has
26 CFR Part 601 been determined that section 553 (b) of

the Administrative Procedure Act (5
The Office of Juvenile Justice andU.S.C. Chapter 5) does not apply to

Delinquency Prevention (OJJDP) withinthese regulations, and because the regu-
the Department of Justice is directed biation does not impose a collection of in-
39 U.S.C. 3220 (a) (1), after consultatiofiormation on small entities, the Regula-
with appropriate public and private agentory Flexibility Act (5 U.S.C. Chapter 6)
cies, to prescribe general guidelines undefoes not apply. Pursuant to section
ACTION: Procedural rules. which penalty mail may be used to assist805 (f) of the Internal Revenue Code,

in the location and recovery of missinghis statement of procedural rule will be
SUMMARY: This rule establishes thechildren. These guidelines were pubsubmitted to the Chief Counsel for Ad-
procedures under which the IRS may uséshed on November 8, 1985 (50 FRvocacy of the Small Business Adminis-
penalty mail to aid in the location and#6622). In addition, each executive detration for comment on its impact on
recovery of missing children. The IRSPartment of the Government of the Unitedmall business.

can participate in this cause as a result states is required by 39 U.S.C. 3220 (aaraﬂing Information

the Juvenile Justice and Delinquency?) to promulgate or authorize subunits to

Prevention Act of 1974. Printing picturePromulgate regulations under whichrne principal author of this statement of

and biographical data of missing childre€nalty mail sent by such departmentsqcedural rule is Randall Hall, Office of

on blank pages of annual tax forms angi@y be used in conformance with th@pief Counsel (General Legal Services).

instructions, taxpayer information©JJDP guidelines. However, other personnel from the IRS

publications, and other IRS products will participated in its development.

assist the National Center for Missing This rule is being promulgated in com-

and Exploited Children (National pliance with 39 U.S.C. 3220 (a)(2) and is

Center). in conformance with the OJJDP guide-
lines. The rule sets forth information orAdoption of Amendments to the

DATES: Efective Date: These regulations U.S. Postal Service restrictions on thétatement of Procedural Rules

are effective December 13, 1999 placement of information, “shelf-life” re- Accordingly, 26 CFR part 601 is

- ~strictions on the use of missing children ]
Applicability Date:For dates of applica- information, and other applicable admin2mended as follows:

bility of these regulations, see §601.901 (ejstrative factors. PART 601—STATEMENT OF

FOR FURTHER INFORMATION PROCEDURAL RULES

CONTACT: Concerning the The IRS will receive photographic and o
regulations, Randall Hall, (202) 283-biographical information on missing chil- Paragraph 1. The authority citation for
7900. Concerning the IRS’ forms andiren through the National Center. Th&art 601 is revised to read as follows:
publications program, Sandy KoptaJRS will then give priority to the use of Authority: 5 U.S.C. 301 and 552, un-
(202) 622-3726 (not toll-free missing children information in mail ad-less otherwise noted.

numbers). dressed to members of the public. Subpart | also issued under 39 U.S.C.

Use of Penalty Mail in the Location
and Recovery of Missing Children

AGENCY: Internal Revenue Service
(IRS), Treasury.

* k k k%
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3220. public in the United States and its terridating to missing children without obtain-

Par. 2. Subpart I, consisting oftories and possessions. ing from the National Center a waiver of
8601.901, is added to read as follows: (2) Missing children information shall the 3-month shelf-life guideline.
Subpart I-Use of Penalty Mail in thenot be placed on the “Penalty Indicia,” (d) Reports and contact officiallRS
Location and Recovery “OCR Read Area,” “Bar Code Readshall compile and submit to OJJDP reports
of Missing Children Area,” and “Return Address” areas of leton its experience in implementing Public
ter-size envelopes. Law 99-87, 99 Stat. 290, as required by
§601.901 Missing children shown on (3) The IRS shall accept photographithat office. The IRS contact person is:
penalty mail. and biographical materials solely from theChief, Business Publications Section (or

National Center for Missing and Exploitedsuccessor office), Tax Forms and Publica-
(a) Purpose. To support the national Children (National Center). Photographsions Division, Technical Publications

effort to locate and recover missing chilthat were reasonably current as of the timBranch, OP:FS:FP:P:3, Room 5613, Inter-
dren, the Internal Revenue Service (IRS)f the child's disappearance, or those whichal Revenue Service, 1111 Constitution
joins other executive departments anfave been updated to reflect a missingve., N.W., Washington, DC 20224.
agencies of the Government of the Unitedhild’s current age through computer en- (e) Period of applicability. This sec-
States in using official mail to dissemi-hancement technique, shall be the only agpn is applicable December 13, 1999
nate photographs and biographical inforeeptable form of visual media or pictoriakhrough December 31, 2002.
mation on hundreds of missing children. likeness used in penalty mail.

(b) Procedures for obtaining and dis- (c) Withdrawal of data. The shelf life Robert E. Wenzel,
seminating data.(1) The IRS shall pub- of printed penalty mail is limited to 3 Deputy Commissioner
lish pictures and biographical data remonths for missing child cases. The IRS of Internal Revenue.

lated to missing children in domesticshall follow those guidelines whenever , ,
penalty mail containing annual taxpracticable. For products with an exﬁ':"eéj bylg‘elggécz_‘;fsthe FEderg' RZ?'T:‘E;(.’” ge'
forms and instructions, taxpayer infortended shelf life, such as those related fgesr:eirf the Eederal Reggérigr ggcérsn;er'f?: ©
mation publications, and other IRSfiling and paying taxes, the IRS will notiggg, 64 F.R. 69398)

products directed to members of therint any pictures or biographical data re-
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Part Ill. Administrative, Procedural, and Miscellaneous

26 CFR 601.204: Changes in accounting periods
and in methods of accounting.

(Also Part 1, 88 56, 162, 165, 166, 167, 168, 171,
174, 197, 263, 263A, 404, 446, 451, 454, 455, 461,
471, 472, 475, 481, 585, 1272, 1273, 1278, 1281,
1363; 1.165-2, 1.167(a)-11, 1.167(e)-1, 1.171-4,

1.174-1, 1.174-3, 1.174-4, 1.263(a)-2, 1.263A—1,SECTION 4. SCOPE

1.263A-3, 1.446-1, 1.446-2, 1.451-1, 1.454-1,
1.455-6, 1.461-4, 1.461-5, 1.471-1, 1.471-2,
1.471-3, 1.472-6, 1.472-8, 1.481-1, 1.481-4,
1.1272-1,1.1273-1, 1.1273-2.)

Rev. Proc. 99-49

(3) Before a federal court . . .. .. 27
.10 Change within the

LIFO inventory method . .. ... 27

.11 District director .. .......... 27
........... 27.

.01 Applicability .............. 27
.02 Inapplicability ............. 28

(1) Under examination
(2) Before an appeals office . .

(3) 120-day window period . .. .46
(4) Consent of district director .47

.04 Taxpayer before

an appeals office ........... 48
.05 Taxpayer before
afederalcourt ............. 49

.06 Compliance with provisions . .50

28SECTION 7. AUDIT PROTECTION
. .28FOR TAXABLE YEARS PRIOR TO

(3) Before a federal court. .. .29 YEAROFCHANGE ........... 50
(4) Consolidated group Olingeneral................. 50
SECTION 1. PURPOSE ......... 9.. member ... .............. 29 .02 Exceptions ................ 51
i 1) Change not made or
SECTION 2. BACKGROUND (5) Partnerships and @ i | 51
S corporations . . .......... 29 maae improperly .........
AND CHANGES ... .o 10 (6) Priorchange . ............ 30 (2) Change in sub-method . . . .. 51
01 Change in method of accounting () section 381(a) transaction . .30 (3) Prior year Service-initiated
defined ................... 10 : change 51
: o (8) Final year of trade ge ...
.02 Securing permission to make a or business 30  (4)Criminal investigation .. ... 52
methodchange ............. 12 03 Nonautomatic. chan es """" 30
.03 Terms and conditions of a method ges ... SECTION 8. EFFECT OF
change ................... 12SECTION 5. TERMS AND CONDITIONS CONSENT ... 52.
.04 No retroactive method OFCHANGE . .. .. ... ... .. ... 31 .01 In gener_al ................. 52
change ................... 13 olingeneral ................. 31 -02 Retroactive change
.05 Method change with a § 481(a) .02Yearof change ............. 31 or modification ............ 53
adJUStment : '. """"""" 13 03 SeCtlon 481(a) adjustment e SlsECTION 9 REVIEW BY DlSTRlCT
(1)Need for adjustment ............ 13 .04 Section 481(a) DIRECTOR ... 53.
(2) Adjustment period ........ 14 adjustment period . ..........
06 Method ch . t-off Olingeneral................. 54
. € hod Change using a cu -015 Q) In genera} ............... 02 National office
method. . ... : (2) Short period as a consideration .............. 55
.07 Consistency and clear reflection separate taxable year ... ... 32
ofincome............... 16 (3) Shortened or accelerated SECTION 10. REVIEW BY NATIONAL
.08 Separate trades or businessd$ adjustment periods ........ 320FFICE ..................... 55.
.09 Penalties . .............. 17 .05NOL carryback limitation Olingeneral................. 55
.10 Change made as part of an for taxpayer subject to criminal .02 Incomplete application —
examination ............... 17 investigation . .............. 38 30dayrule ................ 55
.11 Significant changes ......... 18 .06Change treated as .03 Conference in the
initiated by the taxpayer ... ... 38 national office ............. 56

SECTION 3. DEFINITIONS
.01 Application

............... 20 SECTION 6. GENERAL APPLICATION

.04 National office
determination . ............. 57

(1) Consent not granted
(2) Application changed

(1) Waiver of taxable year filing re- SECTION 11. APPLICABILITY OF

.02 Taxpayer ................. 20PROCEDURES ............... 38.
Q)Ingeneral . .............. 20 0lConsent .................. 38
(2) Consolidated group . ...... 21 .02 Filing requirements ......... 9

O3Filed..................... 21

O4 Mailed ................... 21 quirement ...............

.05 Timely performance of acts . . .22 (2) Timely duplicate

.06 Yearofchange ............. 22 filing requirement ... ... ... 39

.07 Section 481(a) (3) Label
adjustment period ........... 22 (4) Signature requirements . . . .. 41

.08 Under examination ......... 22 (5) Where to file copy . ........ 42
(DIngeneral ............... 22 (6)Nouserfee .............. 44
(2) Partnerships and S corpora- (7) Single application for certain

tions subjectto TEFRA ....24 consolidated groups . ........ 44

.09 Issue under consideration ....25 .03 Taxpayer under examination . .45
(1) Under examination . ....... 25 QD Ingeneral . .............. 45
(2) Before an appeals office ... .26 (2) 90-day window period . . ... 45
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SECTION 12. INQUIRIES

39REV. PROCS. 99-1 AND 99-4 .. 58.

------------------- 40SECTION 13. EFFECTIVE DATE . 58

Olingeneral................. 58
.02 Transitionrules ............ 59
.03 Specialrules. .............. 59

(1) Change in method of
accounting to comply with
§ 404@)(11) . ... ... ... 59
(2) Changes in methods of account-
ing for rental agreements. .. .60
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(3) Change in method of accounting .03 Sale or lease transactions ... .89
to discontinue the mark-to-mar- (1) Description of change
ket method of accounting . . . .60 andscope ............... 89
(4) Change in method of (2) Manner of making
accounting for a pool of debt thechange .............. 90
instruments . ............. 60 (3) No audit protection . ...... 90
SECTION 14. EFFECT ON OTHER SECTION 2A. RESEARCH AND
DOCUMENTS ...............\ 60. EXPERIMENTAL EXPENDITURES
SECTIO o (8174) ... Q0.
REDIJIC':}:C%;.APQ'?ERW RK 61 .01 Changes to a different
""""""" method or different
DRAFTING INFORMATION .. ... 62 amortization period ......... o1
(1) Description of change .. ... 91
APPENDIX ........ ... ... ... 64. (2)Scope ... 92
M f maki
SECTION 1. TRADE OR BUSINESS (3) Manner of making
EXPENSES (§ 162 64 thechange .............. 93
( ) e o (4) Additional requirement ... .94
.01 Advances made by a lawyer on . :
: c (5) No audit protection ....... 95
behalf of clients — Description of
.02 Reserved ................. 95
change and scope .......... 64
.02 Year 2000 costs — Description of SECTION 3. CAPITAL
change and scope .......... 6EXPENDITURES (§263) ....... Q5
SECTION 1A. AMORTIZABLE BOND 01 1'3 a[;:kag‘? ‘tj.es'g? CﬁSts """" 9
PREMIUM (8 171) ............. 65 @) ejc“p lon ot change o5
.01 Revocation of 5 Zr(;d.f.wple e t """ 56
§171(c) election ........... 65 (2) tional requirements . .. .

.02 Line pack gas; cushion gas. . . .96
(1) Description of change
andscope ............... 96,
(2) Additional requirements . . . .97

(1) Description of

changeandscope ......... 65
(2) Revocation of election
(3) Manner of making

the (?hange R 663ECT|ON 4. UNIFORM
4) Add!'uonal requirements . . . .66 CAPITALIZATION (§ 263A) ... ... 97
(5) Audit protection .......... 67 01 Certain uniform capitalization
.02 Reserved (UNICAP) methods used by small

SECTION 2. DEPRECIATION OR resellers, formerly small resellers,

AMORTIZATION (§ 56(2)(1), and resgllgr—producers ....... 97
56(g)(4)(A), 167, 168, OR 197, OR (1) Description of change
andscope ...............

FORMER &§168) .............. 67.
S ) (2) Definitions

.02 Reserved

.01 Cash or hybrid method to

accrual method ........... 108
(1) Description of change
andscope .............. 108

(2) Section 481(a) adjustment . .111
(3) Change to a special

method of accounting . . . .. 112
.02 Multi-year service
warranty contracts .. ....... 112
(1) Description of change
andscope .............. 112
(2) Manner of making
thechange ............. 113

.03 Multi-year insurance policies

for multi-year service warranty

contracts — Description of

change and scope
(1) Applicability . ........... 114
(2) Inapplicability

(3) Description of method . ...115

.04 Interest accruals on short-term

consumer loans —

Rule of 78s method . .. ...... 115
(1) Description of change
andscope .............. 115
(2)Background . .. .......... 116
(3) Manner of making
thechange ............. 117

SECTION 5A. TAXABLE YEAR OF
INCLUSION (8451) ........... 118
.01 Accrual of interest on nonper-

formingloans ............. 118
(1) Description of change
andscope .............. 118
(2) Section 481(a)
adjustment ............. 119

7
SECTION 6. OBLIGATIONS ISSUED

.01 Impermissible to permissible
meF')[hod of accour?ting for depreci- (3) Section 481(a) adjustment '100AT_|(3)|15(;$2§| ; f;r 2?54315 """ 120
ation or amortization . ... .... 67 (‘51) 20 a“dl't protection ...... 11080 savings bonds . . . ... ....... 120
(1) Description of change .. . .. 67 02(R) xampde """""""" log (1) Description of change
(2)Scope ...l 68 To RESEVEM o and SCOpe .. ............ 120
(3) Additional requirements . . . .73 gECTION 4A. DEFERRED (2) Manner of making
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SECTION 8. TAXABLE YEAR OF
DEDUCTION (8 461)
.01 Timing of incurring liabilities

SECTION 9. INVENTORIES
(8471)
.01 Cash discounts — Description of

for employee change and scope ......... 135
compensation . ............ 123 .02 Estimating inventory
(1) Description of change “shrinkage” . ............. 135
andscope .............. 123 (1) Description of change
(2) Amounts taken into account124 andscope .............. 135
.02 Timing of incurring liabilities for (2) Scope limitations
real property taxes ......... 124 inapplicable ............ 136
(1) Description of change .. ..125 (3) Additional requirements . . .136
(2)Scope ....... e 125 (4) Audit protection ......... 137
(3) Amounts taken into (5) Future change .......... 137
account . ............... 126
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under a workers’compensation  (LIFO) INVENTORIES (§ 472) .. 137
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violationof law ........... 126
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andscope .............. 126
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account . ............... 127
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for payroll taxes .......... 128

(1) Applicability . ........... 128
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(3) Recurring item exception .
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account . ............... 130

.130
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andscope .............. 131
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inapplicable ............ 131
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accrual method. ........... 132
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.01 Change from the LIFO
inventory method
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election ................ 140

(3) Effect of subchapter S
election by corporation ...140
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andscope .............. 145
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thechange ............. 147
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andscope .............. 149
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.02 Commodities dealers, securities
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8§475()or(f). ............ 151
(1) Description of change ....151
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charge-off method ......... 152
(1) Description of change
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SECTION 13. SHORT-TERM taxpayer’s lifetime income. If the prac-Accounting Method, during the taxable

OBLIGATIONS (§1281) ....... 162 tice does not permanently affect the taxyear in which the taxpayer wants to make
.01 Interest income on payer’s lifetime income, but does or couldhe proposed change.
short-term obligations .. .. .. 162 change the taxable year in which income .03 Terms and conditions of a method
(1) Description of change is reported, it involves timing and ischange. Section 1.446-1(e)(3)(ii) autho-
and scope .............. 16therefore a method of accountingee rizes the Commissioner to prescribe ad-
(2) Section 481(a) adjustment Rev. Proc. 91-31, 1991-1 C.B. 566. ministrative procedures setting forth the
period ................. 164 (2) Although a method of accountinglimitations, terms, and conditions deemed
02 Stated interest on short-term loandnay exist under this definition without anecessary to permit a taxpayer to obtain
of cash method banks in the pattern of consistent treatment of an itengonsent to change a method of accounting
Eighth Circuit ............ 164 @ method of accounting is not adopted iin accordance with § 446(e). The terms

(1) Description of change most instances without consistent treagnd conditions the Commissioner may

and SCOPE .« ... vvo ot 164Ment. The treatment of a material item iprescribe include the year of change,
(2) Section 481(a) adjustment the same way in_ dete_rmining the gross inwhether the change is to be made with a §

period . ..o 165C0me or deductlons in two or more con481(a) adjustment orona cut—pff basis,
(3) No ruling protection . . . . . . 165 secutively filed tax returns (without re-and the § 481(a) adjustment period.

gard to any change in status of the method .04 No retroactive method change.
SECTION 1. PURPOSE as permissible or impermissible) repretnless specifically authorized by the
This revenue procedure provides th&€Nts consistent treatment of that item fdtommissioner, a taxpayer may not re-
procedures by which a taxpayer may od2urposes of § 1.446-1(e)(2)(ii)(a). If aquest, or otherwise make, a retroactive
tain automatic consent to change the meti@XPayer treats an item properly in thehange in method of accounting, regard-
ods of accounting described in the APfirst return that reflects the item, howeveriess of whether the change is from a per-
PENDIX of this revenue procedure. Thidt iS not necessary for the taxpayer to treanissible or an impermissible methofiee
revenue procedure clarifies, modifies, amihe item consistently in two or more congenerallyRev. Rul. 90-38.
plifies, and supersedes Rev. Proc. 98-68€CUtive tax returns to have adopted a .05 Method change with a § 481(a)
1998-51 I.R.B. 16. It also consolidates ayne€thod of accounting. If a taxpayer haadjustment.
tomatic consent procedures for changes fifiopted a method of accounting under (1) Need for adjustment Section
several methods of accounting that werd'€se rules, the taxpayer may not changi1(a) requires those adjustmeljts neces-
published subsequent to the publication ¢fe method by amending its prior incomeary to prevent amounts from .belng dupli-
Rev. Proc. 98-60, and provides new auté@x return(s). SeeRev. Rul. 90-38, cated or omitted to be taken into account
matic consent procedures for changes H?90-1 C.B. 57. when the taxpayer’s taxable income. is
several other methods of accounting. A (3) A change in the characterizatiorcomputed under a method of accounting
taxpayer complying with all the applicableof an item may also constitute a change idlfferent_from the method used to compute
provisions of this revenue procedure ha®ethod of accounting if the change hataxable income for the preceding taxable
obtained the consent of the Commissiondpe effect of shifting income from one peyear. When there is a change in method of
of Internal Revenue to change its methotiod to another. For example, a changgccounting to which § 481(a) is applied,
of accounting under § 446(e) of the Interfrom treating an item as income to treatingncome for the taxable year preqedmg the
nal Revenue Code and the Income Talke item as a deposit is a change in methgetar of change must be determined under
Regulations thereunder. of accounting.SeeRev. Proc. 91-31. the method of accounting that was then
(4) A change in method of accountemployed, and income for the year of
SECTION 2. BACKGROUND AND ing does not include correction of mathechange and the following taxable years

CHANGES matical or posting errors, or errors in thénust be determined under the new method
.01 Change in method of accountingcomputation of tax liability (such as er-of accounting as if the new method had al-
defined. rors in computation of the foreign taxways been used.

(1) Section 1.446-1(e)(2)(ii)(a) of credit, net operating loss, percentage de- Example. A taxpayer that is not required to use

. . . . . inventories uses the overall cash receipts and dis-
the Income Tax Regulations provides thapletion, or investment credit) See§ bursements method and changes to an overall ac-

a change in method of accounting ind.446-1(e)(2)(ii)(b). crual method. The taxpayer has $120,000 of income
cludes a change in the overall plan of ac- .02 Securing permission to make aarned but not yet received (accounts receivable)
counting for gross income or deductionsmethod change.Sections 446(e) and and $100,000 of expenses incurred but not yet paid
or a change in the treatment of any matel-446-1(e) state that, except as otherwisFcounts payable) as of the end of the taxable year
L L . . . receding the year of change. A positive § 481(a)
!al item. A material |Fem is any |Fem thatprowded, a taxpaygr must secure the coﬁajustmemt of $20,000 ($120,000 accounts receiv-
involves the proper time for the inclusionsent of the Commissioner before changsie less $100,000 accounts payable) is required as a
of the item in income or the taking of theng a method of accounting for federal infesult of the change.

item as a deduction. In determiningcome tax purposes. Section (2) Adjustment period.Section
whether a taxpayer’s accounting practic&.446—1(e)(3)(i) requires that, in order tat81(c) and 88 1.446-1(e)(3)(ii) and
for an item involves timing, generally theobtain the Commissioner’s consent to 4.481-4 provide that the adjustment re-
relevant question is whether the practicemethod change, a taxpayer must file quired by § 481(a) may be taken into ac-
permanently changes the amount of theorm 3115, Application for Change incount in determining taxable income in

December 27, 1999 728 1999-52 |.R.B.



the manner and subject to the conditionsmay be used for each trade or businegmted future changes in the organizational
agreed to by the Commissioner and thprovided the method of accounting usedtructure of the Internal Revenue Service.
taxpayer. Generally, in the absence dbr each trade or business clearly reflects  (2) Section 4.02 is modified by the
such an agreement, the § 481(a) adjudtie overall income of the taxpayer as weliddition of section 4.02(8), which pro-
ment is taken into account completely iras that of each particular trade or buskides that this revenue procedure does not
the year of change, subject to § 481(Imess. No trade or business is separate amgbly if the taxpayer would be required to
which limits the amount of tax where thedistinct unless a complete and separabéecelerate the § 481(a) adjustment in the
§ 481(a) adjustment is substantial. Howset of books and records is kept for thatear of change. This scope limitation
ever, under the Commissioner’s authorityrade or business. does not apply to changes of accounting
in § 1.446-1(e)(3)(ii) to prescribe terms  (2) Section 1.446-1(d)(3) providesmethod under sections 2.01 and 2.02 of
and conditions for changes in methods dhat if, by reason of maintaining differentthe APPENDIX of this revenue proce-
accounting, this revenue procedure pranethods of accounting, there is a creatioture.
vides specific adjustment periods that arer shifting of profits or losses between the  (3) The additional statement required
intended to achieve an appropriate batrades or businesses of the taxpayer (fowy section 6.02(5) of Rev. Proc. 98-60
ance between the goals of mitigating disexample, through inventory adjustmentshas been discontinued. Elimination of
tortions of income that result from ac-sales, purchases, or expenses) so that this statement does not otherwise change
counting method changes and providingome of the taxpayer is not clearly rethe responsibility of a taxpayer seeking
appropriate incentives for voluntary comflected, the trades or businesses of theutomatic consent to comply with all the
pliance. taxpayer are not separate and distinct. applicable provisions of this revenue pro-
.06 Method change using a cut-off .09 Penalties. Any otherwise applica- cedure. See sections 5.01, 6.01, 6.06 and
method. The Commissioner may deter-ble penalty for the failure of a taxpayer td0.04(1) of this revenue procedure.
mine that certain changes in methods afhange its method of accounting (for ex-  (4) Section 6.03(4) clarifies that the
accounting will be made without a 8ample, the accuracy-related penalty undeffice conducting the examination gives
481(a) adjustment, using a “cut-off§ 6662 or the fraud penalty under § 6663)onsent to the filing of the application,
method.” Under a cut-off method, onlymay be imposed if the taxpayer does naaither than to the change itself. This is
the items arising on or after the beginningmely file a request to change a methodonsistent with the current authority of
of the year of change (or other operativef accounting. See§ 446(f). Addition- such office, upon examination, to deny
date) are accounted for under the newlly, the taxpayer’s return preparer mayhe change if the taxpayer fails to comply
method of accounting. Any items arisingalso be subject to the preparer penaltyith all the applicable provisions of this
before the year of change (or other operamder § 6694. However, penalties wilrevenue procedureSeesection 6.06 of
tive date) continue to be accounted fonot be imposed when a taxpayer changdsis revenue procedure.
under the taxpayer’s former method of acdrom an impermissible method of ac- (5) Sections 2.01 and 2.02 of the AP-
counting. See, for example, § 263Acounting to a permissible one by complyPENDIX are modified to include certain
(which generally applies to costs incurredéhg with all applicable provisions of thischanges in method of accounting for de-
after December 31, 1986, for noninvenrevenue procedure. preciation or amortization for purposes of
tory property), § 461(h) (which generally .10 Change made as part of an examicomputing alternative minimum taxable
applies to amounts incurred on or aftenation Sections 446(b) and 1.446-1(b)(1)ncome and adjusted current earnings
July 18, 1984), and § 1.446-3 (which approvide that if a taxpayer does not regularlynder § 56.
plies to notional principal contracts enemploy a method of accounting that clearly ~ (6) Section 5.01 of the APPENDIX
tered into on or after December 13, 1993Jeflects its income, the computation of taxis modified to permit a taxpayer required
Because no items are duplicated or omittble income must be made in a manndo use an inventory method of accounting
ted from income when a cut-off method ishat, in the opinion of the Commissionerto change to an overall accrual method,
used to effect a change in accountingoes clearly reflect income. If a taxpayeprovided the taxpayer uses a proper in-
method, no § 481(a) adjustment is necesnder examination is not eligible to changgentory method and either is a small re-
sary. a method of accounting under this revenugeller or is eligible to use the simplified
.07 Consistency and clear reflection ofprocedure, the change may be made by thesale method;
income. Methods of accounting shoulddistrict director. A change resulting in a (7) Section 5.01 of the APPENDIX is
clearly reflect income on a continuingpositive § 481(a) adjustment will ordinarilymodified to provide that the change does
basis, and the Internal Revenue Servidege made in the earliest taxable year undaot apply to a taxpayer with two or more
exercises its discretion under 88 446(egxamination with a one-year § 481(a) adrades or businesses, unless the taxpayer

and 481(c) in a manner that generalljustment period. uses or adopts the same overall accrual

minimizes distortions of income across .11 Significant changes.Significant method for each such trade or business.

taxable years and on an annual basis. changes to Rev. Proc. 98-60 include: (8) Section 8.04 of the APPENDIX
.08 Separate trades or businesses. (1) The term “district director” is is modified to include changes in the

(1) Sections 1.446-1(d)(1) and (2now defined in new section 3.11 to indimethod of accounting for state unemploy-
provide that when a taxpayer has two arlude the district director or other approment taxes and railroad retirement taxes.
more separate and distinct trades or bugiriate examining office or official. This (9) The following changes in meth-
nesses, a different method of accountinghange was made to accommodate anti@éds of accounting have been added to the
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APPENDIX of this revenue procedure: 99-41, 1999-35 |.R.B. 325. notified by Appeals that the case has been
(a) Section 1A.01 of the APPEN- .05 Timely performance of actsThe referred by the examining agent(s) to Ap-

DIX regarding the revocation of a 8rules of § 7503 apply when the last dayeals, the date the taxpayer files a petition

171(c) election; for the taxpayer’s timely performance ofin the Tax Court, the date on which the
(b) Section 4A.01 of the APPEN-any act (for example, filing an applicationperiod for filing a petition with the Tax

DIX regarding deferred compensation; or submitting additional information) falls Court expires, or the date of the notice of
(c) Section 5A.01 of the APPEN-0Nn a Saturday, Sunday, or legal holidaylaim disallowance.

DIX regarding accrual of interest on non-The performance of any act is timely if (b) An examination does not end

performing loans; the act is performed on the next succeeas a result of the early referral of an issue
(d) Sections 8A.01, 8A.02, anding day that is not a Saturday, Sunday, do Appeals under the provisions of Rev.

8A.03 of the APPENDIX regarding § 467legal holiday. Proc. 96-9, 1996-1 C.B. 575.

rental agreements; .06 Year of change.The year of (c) An examination resumes on
(e) Section 10A.02 regarding elecchange is the taxable year for which #he date the taxpayer (or its representa-

tions to use the mark-to-market method gghange in method of accounting is effective) is notified by Appeals (or otherwise)

accounting under § 475(e) or (f). tive, that is, the first taxable year the nevthat the case has been referred to the ex-
(f) Section 12A.01 of the APPEN- method is to be used, even if no affectedmining agent(s) for reconsideration.

DIX regarding the revocation of a gitems are taken into account for that year.  (2) Partnerships and S corporations

1278(b) election. .07 Section 481(a) adjustment periodsubject to TEFRA For an entity (includ-
The § 481(a) adjustment period is the apng a limited liability company), treated
SECTION 3. DEFINITIONS plicable number of taxable years for takas a partnership or an S corporation for

.01 Application. The term “applica- ing into account the § 481(a) adjustmerfiederal income tax purposes, that is sub-
tion” includes a Form 3115, or any staterequired as a result of the change iject to the TEFRA unified audit and litiga-
ment that is authorized under the APPENmethod of accounting. The year ofion provisions for partnerships and S cor-
DIX of this revenue procedure to be filecchange is the first taxable year in the adporations, an examination begins on the
in lieu of a Form 3115, and any attachjustment period and the § 481(a) adjustlate of the notice of the beginning of an
ments. ment is taken into account ratably oveadministrative proceeding sent to the Tax

.02 Taxpayer the number of taxable years in the adjusMatters Partner/Tax Matters Person

(1) In general. The term “taxpayer” ment period. The applicable adjustmenfTMP). An examination ends:
has the same meaning as the term “paperiods are set forth in section 5.04 of this (&) in a case in which the Service
son” defined in § 7701(a)(1) (rather thamevenue procedure. accepts the partnership or S corporation
the meaning of the term “taxpayer” de- .08 Under examination return as filed, on the date of the “no ad-
fined in 8 7701(a)(14)). (1) In general. justments” letter or the “no change” no-

(2) Consolidated group.For pur- (a) Except as provided in sectiortice of final administrative adjustment
poses of (a) sections 3.08(1), 3.09(1), ar®l08(2) of this revenue procedure, an exent to the TMP;
4.02(1) of this revenue procedure (taxamination of a taxpayer with respect to a (b) in a fully agreed case, when all
payer under examination), (b) sectionfederal income tax return begins on théhe partners, members, or shareholders exe-
3.09(2) and 4.02(2) of this revenue procedate the taxpayer is contacted in any mawute a Form 870-P, 870-L, or 870-S; or
dure (taxpayer before an appeals officeper by a representative of the Service for (c) in an unagreed or a partially
or (c) sections 3.09(3) and 4.02(3) of thishe purpose of scheduling any type of exagreed case, on the earliest of the date the
revenue procedure (taxpayer before a fedmination of the return. An examinationTMP (or its representative) is notified by
eral court), the term “taxpayer” includes ands: Appeals that the case has been referred by
consolidated group. () in a case in which the Ser-the examining agent(s) to Appeals, the

.03 Filed. Any form (including an ap- vice accepts the return as filed, on thdate the TMP (or a partner, member, or
plication), statement, or other documendate of the “no change” letter sent to thehareholder) requests judicial review, or
required to be filed under this revenu¢axpayer; the date on which the period for request-
procedure is filed on the date it is mailed (i) in a fully agreed case, on theing judicial review expires. But see sec-
to the proper address (or an address singarliest of the date the taxpayer executedian 4.02(5) of this revenue procedure for
lar enough to complete delivery). If thewaiver of restrictions on assessment arertain rules that preclude an entity from
form, statement, or other document is naicceptance of overassessment (for examequesting a change in accounting
mailed (or the date it is mailed cannot bele, Form 870, 4549, or 4605), the datenethod. Also note that S corporations are
reasonably determined), it is filed on thehe taxpayer makes a payment of tax thaot subject to the TEFRA unified audit
date it is delivered to the Service. equals or exceeds the proposed defand litigation provisions for taxable years

.04 Mailed. The date of mailing will ciency, or the date of the “closing” letterbeginning after December 31, 1996ee
be determined under the rules of § 750%for example, Letter 891 or 987) sent t&Small Business Job Protection Act of
For example, the date of mailing is théhe taxpayer; or 1996, Pub. L. No. 104-188, § 1317(a),
date of the U.S. postmark or the applica- (iii) in an unagreed or a par-110 Stat. 1755, 1787 (1996).
ble date recorded or marked by a desigially agreed case, on the earliest of the .09 Issue under consideration.
nated private delivery servic&eeNotice date the taxpayer (or its representative) is (1) Under examinationA taxpayer’s
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method of accounting for an item is an .10 Change within the LIFO inventory changed is an issue under consideration
issue under consideration for the taxablmethod.A change within the LIFO inven- by the federal court (as provided in sec-
years under examination if the taxpayetory method is a change from one LIFQion 3.09(3) of this revenue procedure);
receives written notification (for example,inventory method or sub-method to an-  (4) Consolidated group membe#

by examination plan, information docu-other LIFO inventory method or sub-corporation that is (or was formerly) a
ment request (IDR), or notification ofmethod. A change within the LIFO in-member of a consolidated group is under
proposed adjustments or income tax extentory method does not include a changexamination, before an appeals office, or
amination changes) from the examiningn method of accounting that could bébefore a federal court (for purposes of
agent(s) specifically citing the treatmenmade by a taxpayer that does not use tlsections 4.02(1), (2), and (3) of this rev-
of the item as an issue under considerdiFO inventory method (for example, aenue procedure) if the consolidated group
tion. For example, a taxpayer's methodnethod governed by § 471 or 263A).  is under examination, before an appeals
of pooling under the dollar-value, last-in, .11 District director. The term “dis- office, or before a federal court for a tax-
first-out (LIFO) inventory method is antrict director” includes the district directorable year(s) that the corporation was a
issue under consideration as a result of @m other appropriate examining office omember of the group;

examination plan that identifies LIFOofficial. (5) Partnerships and S corporations
pooling as a matter to be examined, but it For an entity (including a limited liability
is not an issue under consideration as a ”fECTION 4. SCOPE company) treated as a partnership or an S

sult of an examination plan that merely .01 Applicability. This revenue proce- corporation for federal income tax pur-
identifies LIFO inventories as a matter talure applies to a taxpayer requesting thgoses, if, on the date the entity would oth-
be examined. Similarly, a taxpayer’sCommissioner’s consent to change to grwise file a copy of the application with
method of determining inventoriablemethod of accounting described in thene national office, the entity’s accounting
costs under § 263A is an issue under coAPPENDIX of this revenue procedure method to be changed is an issue under
sideration as a result of an IDR that reThis revenue procedure is the exclusiveonsideration in an examination of a part-
quests documentation supporting thgrocedure for a taxpayer within its scop@er, member, or shareholder’s federal in-
costs included in inventoriable costs, buto obtain the Commissioner’s consent. come tax return or an issue under consid-
it is not an issue under consideration as a.02 Inapplicability. Except as other- eration by an appeals office or by a
result of an IDR that requests documentawrise provided in the APPENDIX of this federal court with respect to a partner,
tion supporting the amount of cost ofrevenue procedure (see, for example, segrember, or shareholder’s federal income
goods sold reported on the return. Thdons 4.01, 4A.01, 5.04, 8.05, 9.02tax return;
question of whether a method of accountt0A.01, 12.01, and 12.02 of the APPEN-  (6) Prior change If the taxpayer,
ing is an issue under consideration may HelX of this revenue procedure), this revithin the last five taxable years (includ-
referred to the national office as a requesinue procedure does not apply in the folng the year of change), (a) has made a
for technical advice under the provisionsowing situations: change in the same method of accounting
of Rev. Proc. 99-2, 1999-1 I.LR.B. 73 (or (1) Under examination If, on the (with or without obtaining the Commis-
any successor). date the taxpayer would otherwise file &ioner’s consent), or (b) has applied to
, copy of the application with the nationalchange the same method of accounting
paye(rz’s), ieef%rg dagf Zigiiftiggl(;?;ixi;e office, th_e taxpayer i_s under exam_inatiomvithout effecting thg change (whether, for
is an issue under consideration for the tarzgs provided in section 3.08 of thl_s rev_e>'(ample, the application to change was
able years before an appeals office if thenue_ procedure), except as pr_owded lWlth.drawn, not perfected, not granted, or
treatment of the item is included as agchons 6.03(2) _(90-day window) denied),
item of adjustment in the examination re?3.03(3_) (120-day window), and 6.03(4)  (7) Section 381(a) transaction|f
port referred to Appeals or is specifically(exammatlon officials consent) of thisthe taxpayer engages in a transaction to
: o o revenue procedure; which 8 381(a) applies within the pro-
identified in writing to the taxpayer by , :
Appeals, (2) Before an appeals offlcelf,_on . pgsed taxable year of chang_e (dete.rmlned
the date the taxpayer would otherwise filevithout regard to any potential closing of
(3) Before a federal court A tax- a copy of the application with the nationathe year under § 381(b)(1)); or
payer’s method of accounting for an itenoffice, the taxpayer is before an appeals (8) Final year of trade or business
is an issue under consideration for the tax@ffice with respect to any income taxif the taxpayer would be required by sec-
able years before a federal court if théssue and the method of accounting to bgon 5.04(3)(c) of this revenue procedure
treatment of the item is included in thechanged is an issue under consideratiao take the entire amount of the § 481(a)
statutory notice of deficiency, the noticedy the appeals office (as provided in se@djustment into account in computing tax-
of claim disallowance, the notice of finaltion 3.09(2) of this revenue procedure); able income for the year of change.
administrative adjustment, the pleadings (3) Before a federal courtlf, on the .03 Nonautomatic changeslf a tax-
(for example, the petition, complaint, ordate the taxpayer would otherwise file gayer is precluded by other than sections
answer) or amendments thereto, or isopy of the application with the national4.02(1) through 4.02(5) of this revenue
specifically identified in writing to the office, the taxpayer is before a federabrocedure from using this revenue proce-
taxpayer by the counsel for the governeourt with respect to any income tax issudure to make a change in method of ac-
ment. and the method of accounting to be&ounting, the taxpayer requesting such a
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change must file a Form 3115 with theporationX must include $7,500 of the § 481(a) ad- (A) the trade or business to
Commissioner in accordance with the reustment in gross income for its short period incomevhich the § 481(a) adjustment relates is
quirements of § 1.446-1(e)(3)(i) and Rewuax return for January 1, 2001, through June 3(ncorporated,;

Proc. 97-27, 1997-1 C.B. 680 (or any001. In addition, Corporatiod must include (B) the trade or business to
other applicable Code, regulation, or ad$7,500 of the § 481(a) adjustment in gross income hich the § 481(a) adjustment relates is
ministrative provision). its income tax return for calendar year 2001. purchased by another taxpayer in a trans-
(3) Shortened or accelerated adjust-action to which § 1060 applies;
SECTION 3. TERMS AND ment periods The § 481(a) adjustment (C) the trade or business to
CONDITIONS OF CHANGE period provided in section 5.04(1) or thevhich the § 481(a) adjustment relates is

:011n general. An accounting method APPENDIX of this revenue procedureterminated or transferred pursuant to a
change filed under this revenue procedufgill be shortened or accelerated in the foltaxable liquidation:
must_ pe made'purs.uant to the terms angwing situations (D) a division of a corpora-
conditions provided in this revenue proce- (a) De minimis rule A taxpayer tion ceases to operate the trade or busi-
dure. may elect to use a one-year adjustmeniess to which the § 481(a) adjustment

.02 Year of changeThe year of change period in lieu of the § 481(a) adjustmentelates; or
is the taxable year designated on the aperiod otherwise provided by this revenue (E) the assets of a trade or
plication and for which the application isprocedure if the entire § 481(a) adjustbusiness to which the § 481(a) adjust-
timely filed under section 6.02(2). ment is less than $25,000 (either positivenent relates are contributed to a partner-

.03 Section 481(a) adjustmentinless or negative). A taxpayer makes an eleaship.
otherwise provided in this revenue procetion under thisle minimisrule by so indi- (iii) Conversion to or from S
dure, a taxpayer making a change igating on the application. For examplegorporation status Except as provided in
method of accounting under this revenufor a taxpayer filing a Form 3115, the taxsection 10.01 of the APPENDIX of this
procedure must take into account a ayer must complete the appropriate lingevenue procedure, no acceleration of a §
481(a) adjustment in the manner providegn the Form 3115 to elect thie minimis  481(a) adjustment is required under sec-
in section 5.04 of this revenue proceduregyle. tion 5.04(3)(c) of this revenue procedure

.04 Section 481(a) adjustment period. (b) Cooperatives. A cooperative when a C corporation elects to be treated

(1) In general Except as otherwise within the meaning of § 1381(a) generallyas an S corporation or an S corporation
provided in section 5.04(3) or the AP-must take the entire amount of a § 481(aprminates its S election and is then
PENDIX of this revenue procedure, the &djustment into account in computing taxtreated as a C corporation.
481(a) adjustment period for positive an@ble income for the year of chang&ee (iv) Certain transfers to which
negative § 481(a) adjustments is four taxRev. Rul. 79-45, 1979-1 C.B. 284. § 381(a) appliesNo acceleration of the §
able years. (c) Ceasing to engage in the trade481(a) adjustment is required under sec-
(2) Short period as a separate taX-or business. tion 5.04(3)(c) of this revenue procedure

able year. If the year of change, or any () In general. A taxpayer that when a taxpayer transfers substantially all
taxable year during the § 481(a) adjusiceases to engage in a trade or businesstbe assets of the trade or business that
ment period, is a short taxable year, the §@rminates its existence must take the rgave rise to the § 481(a) adjustment to an-
481(a) adjustment must be included in inmaining balance of any § 481(a) adjustether taxpayer in a transfer to which §
come as if that short taxable year were gent relating to the trade or business int881(a) applies and the accounting method
full 12-month taxable yearSeeRev. Rul.  account in computing taxable income ir(the change to which gave rise to the §
78-165, 1978-1 C.B. 276. ~ the taxable year of the cessation or term#81(a) adjustment) is a tax attribute that is
peliwxizgng]et(:)L C/?];:;n:gr;gg{lrt]:;ﬁzar);irﬂ:gget')\ézdr!ation. E_xcept as provi<_jed in sectionsarried over and gsed by the acquiring
ning with the 1999 calendar year. The § 481(a) al;‘5.04(3)(0)(|v) and (v) of this revenue procorporatlon immediately after thg ?ransfer
justment is $30,000 and the adjustment period €€dUre, a taxpayer is treated as ceasinggarsuant to § 381(c). The acquiring cor-
four taxable years. The taxpayer subsequently réngage in a trade or business if the operperation is subject to any terms and con-
ceives permission to change its annual accountinions of the trade or business cease or suthitions imposed on the transferor (or any
Sggfgng‘?nzeé’gzgmr;gbegggé"’i;g't;:sa;zamb'%tantialIy all the assets of the trade or buspredecessor of the transferor) as a result
include $7.500 of the § 4é1(a) adjustment in groéﬁéss are transferred to ano_ther taxpayef its change in mgthod of accounting.
income for the short period from January 1, 2000_0F this purpose, “substantially all” has (v) Certain transfers pursuant
through September 30, 2000. the same meaning as in section 3.01 o6 § 351 within a consolidated group.

Example 2 CorporationX, a calendar year tax- Rev. Proc. 77-37, 1977-2 C.B. 568. (A) In general. No accelera-
payer, received permission to change an accounting (i) Examples of transactionstion of the § 481(a) adjustment is required
method beginning with the 1999 calendar year. ThEhat are treated as the cessation of a tradender section 5.04(3)(c) of this revenue
§ 481(a) adjustment is $30,000 and the adjustmef business The following is a nonexclu- procedure when one member of an affiliat-
period is four taxable years. On July 1, 2001, Corsive list of transactions that are treated a group filing a consolidated return trans-
porationZ acquires CorporatioX in a transaction to the cessation of a trade or business fders substantially all the assets of the trade
which § 381(a) applies. Corporati@ris a calendar purposes of accelerating the § 481(a) ad+ business that gave rise to the § 481(a)
year taxpayer that uses the same method of accoufgstment under section 5.04(3)(c) of thigdjustment to another member of the same
ing to which CorporatiorX changed in 1999. Cor- revenue procedure: consolidated group in an exchange quali-
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fying under § 351 and the transferee memand (2) continues, under § 381(c)(4) andlier than the first day of the year of change
ber adopts and uses the same method of the regulations thereunder, to use the  and no later than when the original is filed
accounting (the change to which gave risesame method of accounting as that usedwith the federal income tax return for the
to the § 481(a) adjustment) used by the by the transferor member with respect toyear of change.

transferor member. The transferor mem- the assets of the trade or business to (b) Limited relief for late appli-
ber must continue to take the § 481(a) which the § 481(a) adjustment relates. cation.
adjustment into account pursuantto the .05 NOL carryback limitation for tax- (i) Automatic extensionAn au-

terms and conditions set forth in this rev- payer subject to criminal investigation.tomatic extension of 6 months from the
enue procedure. The transferor member Generally, no portion of any net operatinglue date of the return for the year of
must take into account activities of the  |oss that is attributable to a negative §hange (excluding extensions) is granted
transferee member (or any successor) in 481(a) adjustment may be carried back tw file an application, provided the tax-
determining whether acceleration of the § a taxable year prior to the year of changeayer (A) timely filed (including exten-
481(a) adjustment is required. For exam-that is the subject of any pending or futursions) its federal income tax return for the
ple, except as provided in the following  criminal investigation or proceeding conyear of change, (B) files an amended re-
sentence, the transferor member must takeerning (1) directly or indirectly, any turn within the 6-month extension period
any remaining § 481(a) adjustment into jssue relating to the taxpayer’s federal tad @ manner that is consistent with the
account in computing taxable income in  liability, or (2) the possibility of false or new method of accounting, (C) attaches
the taxable year in which the transferee fraudulent statements made by the tathe original application to the amended
member ceases to engage in the trade orpayer with respect to any issue relating teeturn, (D) files a copy of the application
business to which the § 481(a) adjustmentts federal tax liability. with the national office no later than when
relates. The § 481(a) adjustment is not .06 Change treated as initiated by thethe original is filed with the amended re-
accelerated when the transferee member (axpayer. For purposes of § 481, a chang&urn, and (E) writes at the top of the appli-
engages in a transaction described in seCin method of accounting made under thi§ation “FILED PURSUANT TO §

tion 5.04(3)(c)(iv) or 5.04(3)(c)(V)(A) of  revenue procedure is a change in methé®1.9100-2."

this revenue procedure. of accounting initiated by the taxpayer. (ii) Other extensionsA tax-

(B) Exception. The provi- payer that fails to file the application for
sions of section 5.04(3)(c)(v)(A) of this SECTION 6. GENERAL APPLICATION the year of change as provided in section
revenue procedure cease to apply and tiBROCEDURES 6.02(2)(a) or 6.02(2)(b)(i) of this revenue
transferor member must take any remain- procedure will not be granted an exten-

ing balance of the § 481(a) adjustment _ :01 ~Consent  Pursuant to 8 sion of time to file under § 301.9100 of
into account in the taxable year immedi- 1.446-1(e)(2)(1), the consent of the CoMge procedure and Administration Regula-
ately preceding any of the following: (1) M >>'ONer 1S hereby granted to any taXjons, except in unusual and compelling
the taxable year the transferor member PaY€' within the scope of this revenugrcymstancesSees 301.9100-3(c)(2).
ceases to be a member of the group: (2) procedur_e to change a method of.accognt— (3) Label

the taxable year any transferee member g, prowde.d the taxpayer comphgs with (a) In order to assist in processing
owning substantially all the assets of the 2 th€ applicable provisions of this rev-y, anpjication under this revenue proce-
trade or business which gave rise to the gnue pr.o.cedure.. dure, the section of the APPENDIX of
481(a) adjustment ceases to be a member -02 Filing requirements. this revenue procedure describing the spe-
of the group; or (3) a separate return year (1) Waiver of taxable year filing re- cific change in method of accounting
of the common parent of the group. In duirement The requirement under §should be included in the application. For
applying the preceding sentence, the rulek-446—1(e)(3)(i) to file a Form 3115example, a phrase such as “Section 1.01
of paragraphs ()(2), (j)(5), and (j)(6) of § within the taxable year for which thegf the APPENDIX of Rev. Proc. 99—-49”
1.1502-13 apply, but only if the method change is requested is waived for any aghould be included on the appropriate line
of accounting to which the transferor ~ Plication for a change in method of acon the Form 3115.

member changed and to which the §  counting filed pursuant to this revenue (b) If a taxpayer is authorized
481(a) adjustment relates is adopted, carProcedure.See§ 1.446-1(e)(3)(ii). under the APPENDIX of this revenue
ried over, or used by any transferee mem-  (2) Timely duplicate filing requirement procedure to file a statement in lieu of a
ber acquiring the assets of the trade or (a) In general A taxpayer chang- Form 3115, the taxpayer must include the
business that gave rise to the § 481(a) ing a method of accounting pursuant téaxpayer’s name and employer identifica-
adjustment immediately after acquisition this revenue procedure must complete arithn number (or social security number in
of such assets. For example, the transfefile an application in duplicate. The origi-the case of an individual) at the top of the
or member is not required to accelerate nal must be attached to the taxpayer#rst page of the statement underneath any
the 8§ 481(a) adjustment if a transferee timely filed (including extensions) origi- other required label.

member ceases to be a member of a comal federal income tax return for the year  (4) Signature requirementsThe ap-
solidated group by reason of an acquisi- of change, and a copy (with signature) gblication must be signed by, or on behalf
tion to which § 381(a) applies and the the application must be filed with the naof, the taxpayer requesting the change by
acquiring corporation (1) is a member of tional office (see section 6.02(6) of thisan individual with authority to bind the
the same group as the transferor memberevenue procedure for the address) no edaxpayer in such matters. For example, an
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officer must sign on behalf of a corporathe copy of the application must be ad- .03 Taxpayer under examination.
tion, a general partner on behalf of a stadressed to the Commissioner of Internal (1) In general. Except as otherwise
law partnership, a member-manager oRevenue, Attention: CC:DOM:IT&A provided in the APPENDIX of this rev-
behalf of a limited liability company, a (Automatic Rulings Branch), 1111 Con-enue procedure (see, for example, sec-
trustee on behalf of a trust, or an individstitution Avenue, NW, Washington, D.C.tions 4.01, 4A.01, 5.04, 8.05, 9.02,
ual taxpayer on behalf of a sole proprietor20224. For an exempt organization, th&@0A.01, 12.01, and 12.02 of the AP-
ship. If the taxpayer is a member of a corcopy of the application must be addresse@ENDIX of this revenue procedure), a
solidated group, an application submittetb the Commissioner, Tax Exempt andaxpayer that is under examination may
on behalf of the taxpayer must be signe@overnment Entities, Attention: file an application to change a method of
by a duly authorized officer of the com-TEGE:EO, 1111 Constitution Avenue,accounting under section 6 of this rev-
mon parent. See the signature requirdW, Washington, D.C. 20224; or enue procedure only if the taxpayer is
ments set forth in the General Instructions (ii) Between the hours of 8:15within the provisions of section 6.03(2)
attached to a current Form 3115 regarding.m. and 5:00 p.m., to the courier’s desf@0-day window), 6.03(3) (120-day win-
those who are to sign. If an agentis auth%-t the main entranc’e of 1111 Constitutioﬂow)’ or 6.03(4) (district director con-
rized to represent the taxpayer before tthenue NW, Washington, D.C. Areceilotsent) of this revenue procedure. A tax-
Service, receive the original or a copy of; o g’;iven’ at the courier’s desk. For £aYer that files an application beyond
the_ correspondence concerning the app axpayer other than an exempt organizzihe time penod_s prOVIc_Ied in th_e_90-day
cation, or perform any other act(s) regar fon, the copy of the application must pénd 120-day windows is not eligible for
ing the application filed on behalf of theadd’ressed to the Commissioner of Intetl® automatic extension of time and will
taxpayer, a power of attorney reflectin%al Revenue. Attention: CC:DOM:IT&A Not be granted an extension of time to
such authorization(s) must be attached R‘Automatic R,ulings Branch), 1111 con-file under § 301.9100, except in unusual
the application. A taxpayer’s representagyi vion Avenue, NW, Washi’ngton, D_C_and compelling circumstances.
tive without a power qf attorney 10 reépreé-n>24. For an exempt organization, the (2) 90-day window pengd
sent the taxpayer as indicated in this SeEbpy of the application must be addressed (a) A taxpayer may file a copy of
tion will not be given any information ;w0 commissioner, Tax Exempt andhe application with the national office to
regarding the application. Government Entiti’es, Attention: change a method of accounting under this
(5) Where to file copy. TEGE:EO, 1111 Constitution Avenue fevenue procedure during the first 90-

(a) For a taxpayer other than arNw, Washington, D.C. 20224 days of any taxable year (the “90-day
exempt organization, the copy of the ap- ) window”) if the taxpayer has been under
plication must be addressed to the Com-  (6) No user fee A user fee is not re- oy amination for at least 12 consecutive
missioner of Internal Revenue, Attentionduired for an application filed under thisygnths as of the first day of the taxable
CC:DOM:IT&A (Automatic Rulings révenue procedure, and, except as pPrgsar. This 90-day window is not avail-
Branch), P.O. Box 7604, BenjaminVided in section 6.02(6)(c)(ii) of this rev-gpje if the method of accounting the tax-
Franklin Station, Washington, D.C. 20044nue procedure, the receipt of an applicayer is changing is an issue under con-
(or, in the case of a designated private d&on filed under this revenue procedurgjgeration at the time the copy of the
livery service: Commissioner of InternalWill not be acknowledged. application is filed or an issue the examin-
Revenue, Attention: CC:DOM:IT&A (7) Single application for certain ing agent(s) has placed in suspense at the
(Automatic Rulings Branch), 1111 Con-consolidated groupsA parent corpora- time the copy of the application is filed.
stitution Avenue, NW, Washington, D.C.tion may file a single application to (b) A taxpayer changing a method
20224). change an identical method of accountingf accounting under this 90-day window

(b) For an exempt organization,on behalf of more than one member of must provide a copy of the application to
the copy of the application must be adeonsolidated group. To qualify, the taxthe examining agent(s) at the same time it
dressed to the Commissioner, Tax Exemplayers in the consolidated group must bides the copy of the application with the
and Government Entities, Attention:members of the same affiliated groumational office. The application must
TEGE:EO, P.O. Box 120, Benjaminunder § 1504(a) that join in the filing of acontain the name(s) and telephone num-
Franklin Station, Washington, D.C. 200440onsolidated tax return, and they must beer(s) of the examining agent(s). The tax-
(or, in the case of a designated private dehanging from the identical presenpayer must attach to the application a sep-
livery service: Commissioner, Tax Ex-method of accounting to the identical proarate statement signed by the taxpayer
empt and Government Entities, Attentionposed method of accounting. All aspectsertifying that, to the best of the tax-
TEGE:EO, 1111 Constitution Avenue,of the change in method of accountingpayer’s knowledge, the same method of
NW, Washington, D.C. 20224). including the present and proposed metlaccounting is not an issue under consider-

(c) The copy of the application ods, the underlying facts, and the authogtion or an issue placed in suspense by the
may also be hand delivered: ity for the change, must be identical, exexamining agent(s).

(i) To the drop box at the ¥2 cept for the § 481(a) adjustmenBee (3) 120-day window period.

Street entrance of 1111 Constitution Avsection 15.07(3) of Rev. Proc. 99— 1, (a) A taxpayer may file a copy of
enue, NW, Washington, D.C. No receipl999-1 |.R.B. 6, 53 (or any successor}he application with the national office to
will be given at the drop box. For a taxfor the information required to be submitchange a method of accounting under this
payer other than an exempt organizatioied with the application. revenue procedure during the 120-day pe-
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riod following the date an examinationpayer must provide a copy of the applicaa taxpayer that has initiated an unautho-
ends (the “120-day window”), regardlesgion to the district director at the sameized change in method of accounting
of whether a subsequent examination hasne it files a copy of the application withmay be denied the change. Alternatively,
commenced. This 120-day window is nothe national office. The application mussuch a taxpayer may be required to effect
available if the method of accounting theontain the name(s) and telephone nunthe change in an earlier or later taxable
taxpayer is changing is an issue unddyer(s) of the examining agent(s). year and may be denied the benefit of
consideration at the time a copy of the ap- .04 Taxpayer before an appeals officespreading the § 481(a) adjustment over
plication is filed or an issue the examiningExcept as otherwise provided in the APthe number of taxable years otherwise
agent(s) has placed in suspense at the tiFENDIX of this revenue procedure (seeprescribed by this revenue procedure.
the copy of the application is filed. for example, sections 4.01, 4A.01, 5.04,
(b) A taxpayer changing a methods.05, 9.02, 10A.01, 12.01, and 12.02 opECTION 7. AUDIT PROTECTION

of accounting under this 120-day windowthe APPENDIX of this revenue proce-FOR TAXABLE YEARS PRIOR TO
must provide a copy of the application talure), a taxpayer that is before an appansEAR OF CHANGE
t_he examining agent(s) for any exar_nma_afﬂce must attach tp the application a sep- 01 In general Except as provided in
tion that is in process at the same time #rate statement signed by the taxpayer .
files the copy of the application with thecertifying that, to the best of the tax-S(aCtIon 7.02 or the APPENDIX of this

i by pplication certitying ' revenue procedure, when a taxpayer
national office. The application mustpayer’s knowledge, the same method cif;el ! f o .

. T . : y files a copy of the application with
contain the name(s) and telephone nunaccounting is not an issue under conside he national office in compliance with all
ber(s) of the examining agent(s). The taxation by the appeals office. The taxpayetllf1e aoolicable - £ thi
payer must attach to the application a sepaust provide a copy of the application tg PPl brovisions of this revenue
arate statement signed by the taxpayéhe appeals officer at the same time it ﬁleFrocedure, the Serv!ce will not require the
certifying that, to the best of the tax-a copy of the application with the nationa axpayer to changg its method of account-

4 . o . ing for the same item for a taxable year
payer's knowledge, the same method afffice. The application must contain the_ *
accounting is not an issue under considename and telephone number of the aﬁ)—rlor o the ygar of change.
ation or an issue placed in suspense by tpeals officer. :02 Exceptions. _
examining agent(s). .05 Taxpayer before a federal court. (1) Change not made or made im-

(4) Consent of district director. Except as otherwise provided in the APPrOPerly. The Service may change a tax-

(a) A taxpayer under examinationPENDIX of this revenue procedure (sed?@yer's method of accounting for prior
may change its method of accountindor example, sections 4.01, 4A.01, 5.04i@xable years if (a) the taxpayer fails to
under this revenue procedure if the dis8.05, 9.02, 10A.01, 12.01, and 12.02 ofmplement the change, (b) the taxpayer
trict director consents to the filing of thethe APPENDIX of this revenue proce-MmpPlements the change but does not com-
application. The district director will con-dure), a taxpayer that is before a feder&Y With all the applicable provisions of
sent to the filing of the application unlessgourt must attach to the application a sepiis révenue procedure, or (c) the method
in the opinion of the district director, therate statement signed by the taxpayer ceff accounting is changed or modified be-
method of accounting to be changedtifying that, to the best of the taxpayer<@use there has been a misstatement or
would ordinarily be included as an item oknowledge, the same method of accounfMission of material factss¢esection
adjustment in the year(s) for which théng is not an issue under consideration b§-02(2) of this revenue procedure).
taxpayer is under examination. For exthe federal court. The taxpayer must pro-  (2) Change in sub-methodlhe Ser-
ample, the district director will consent tovide a copy of the application to the counvice may change a taxpayer's method of
the filing of an application to change fromsel for the government at the same time @ccounting for prior taxable years if the
a clearly permissible method of accountfiles a copy of the application with the nataxpayer is changing a sub-method of ac-
ing, or from an impermissible method oftional office. The application must con-counting within the method. For exam-
accounting where the impermissibldain the name and telephone number of tde, an examining agent may propose to
method was adopted subsequent to tleeunsel for the government. terminate the taxpayer’s use of the LIFO
years under examination. The question of .06 Compliance with provisionslf a inventory method during a prior taxable
whether the method of accounting frontaxpayer to which this revenue procedur€ar €ven though the taxpayer changes its
which the taxpayer is changing is permisapplies changes to a method of accourfi?ethod of valuing increments in the cur-
sible or was adopted subsequent to thiag without complying with all the applic- "ent year.
years under examination may be referregble provisions of this revenue procedure (3) Prior year Service-initiated
to the national office as a request for tech{for example, the taxpayer changes to @hange. The Service may make adjust-
nical advice under the provisions of Revmethod of accounting that varies from th&nents to the taxpayer’s returns for the
Proc. 99-2 (or any successor). applicable accounting method describe8ame item for taxable years prior to the

(b) A taxpayer changing a methodn this revenue procedure or the taxpayéequested year of change to reflect a prior
of accounting under this revenue proces outside the scope of this revenue procgear Service-initiated change.
dure with the consent of the district direcdure), the taxpayer has initiated a change (4) Criminal investigation.The Ser-
tor must attach to the application a statén method of accounting without obtain-vice may change a taxpayer’'s method of
ment from the district director consentingng the consent of the Commissioner agccounting for the same item for taxable
to the filing of the application. The tax-required by § 446(e). Upon examinationyears prior to the year of change if there is
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any pending or future criminal investiga-on the consent, and applying the change SECTION 10. REVIEW BY NA-
tion or proceeding concerning (a) directlyor modification retroactively would be to TIONAL OFFICE

or indirectly, any issue relating to the taxthe taxpayer’s detriment. .01 In general. Any application filed
payer’s federal tax liability for any tax- under this revenue procedure may be re-
able year prior to the year of change, opECTION 9. REVIEW BY DISTRICT  yiewed by the national office. If the ap-
(b) the possibility of false or fraudulentDIRECTOR plication is reviewed by the national of-
statements made by the taxpayer with re- fice, the procedures in sections 10.02

spect to any issue relating to its federal -01 In general. The district director ,:q,9h 10.04 of this revenue procedure
tax liability for any taxable year prior to Must apply a change in method of acgypy
the year of change. counting made in compliance with all .02 Incomplete application — 30 day

the applicable provisions of this FEVENUE 1. If the Service reviews an application
SECTION 8. EFFECT OF CONSENT  procedure in determining the taxpayer’%md'determines that the applica?i%n is not

liability, unless the district director rec- ; ;
' . roperly completed in accordance with the
.01 In general. A taxpayer that gnmends that the change in method perty comp

hanges o melod of aczeuning puccouning Shse b oo o ro/ S oo e PO SLoa e pov
suant to this revenue procedure may Rgyked. (See section 6.06 of this reven P ’ b

u . . .
i i emental information is needed, the Ser-
required to change or modify thatyqcedure if a change in method of ac\[s:ce will notify the taxpayer. The
method of accounting for the followmgcounting s made without Complyingnotification will specify the infor.mation

reasons: ; ; i ;
o with all the applicable provisions of this ;
(1) the enactment of legislation;  revenue procedure.) The district directh-at needs to be provided, and the taxpayer
L . X s ~~will be permitted 30 days from the date of
(2) a decision of the United Statesor will ascertain if the change ing i oo oot o vin
Supreme Court; method of accounting was made in co © nottication 0 LIMISh T necessary ii-
(3) the issuance of temporary or finapli ith all th licabl Mformation. The Service reserves the right
. porary lniance with a € applicablé provi-, impose shorter reply periods if subse-
regulations; sions of this revenue procedure, includ

. . i guent requests for additional information
(4) the issuance of a revenue rulinging whether: are made. An extension of the 30-day pe-

revenue procedure, notice, or other state- (1) the representations on which thgiod to furnish information, not to exceed

Bulletin; _ . statement of the material facts; request for an extension of the 30-day pe-
h (5) the |s?]uanr<]:e Ot: written notltr:]edtof (2) the amount of the § 481(a) ad+iod must be made in writing and submit-
the taxpayer that the change in method @l qiment was properly determined; ted within the initial 30-day period. If the

accounting was not in compliance with al . . . . .
the applic%ble provisions c?f this revenue  (3) the change in method of accountextension request is denied, there is no

procedure or is not in accord with the curd Was implemented in compliance witifiant of appeal. Ordinarily, If the taxpayer
rent views of the Service: or all the app“cab'e provisions of this rev_fa"S to pI’OVIde the additional information

: ) nue procedure. on a timely basis, the application does not
(6) a change in the material facts off qualify for the automatic consent proce-

which the consent was based. The district director will also ascertain dures of this revenue procedure.
02 Retroactive change or modifica-Whether .03 Conference in the national office.
tion. Except in rare or unusual circum-  (4) there has been any change in the o ational office tentatively deter-

stances, if a taxpayer that changes itvaterial facts on which the change wag;,oq that the taxpayer has changed its
method of accounting under this revenugased during the period the method of agq o0 of accounting without comply-
procedure is subsequently required undépunting was used; and ing with all the applicable provisions of
section 8.01 of this revenue procedure to  (5) there has been any change in this revenue procedure (for example, the
change or modify that method of accountapplicable law during the period theraxpayer changed to a method of ac-
ing, the required change or modificatiormethod of accounting was used. counting that varies from the applicable
will not be applied retroactively, provided - 55 National office considerationlf —accounting method described in this rev-
that: . . the district director recommends that @nue procedure or the taxpayer is outside
(1) the taxpayer complied with all change in method of accounting (othethe scope of this revenue procedure), the
the applicable provisions of this revenughan the § 481(a) adjustment) made inational office will notify the taxpayer of

procedure; _ compliance with all the applicable provi-its tentative adverse determination and
(2) there has been no misstatemerons of this revenue procedure should beill offer the taxpayer a conference of
or omission of material facts; modified or revoked, the district directorright, if the taxpayer has requested a con-

(3) there has been no change in thgill forward the matter to the national of-ference. For conference procedures for
material facts on which the consent wafice for consideration before any furthetaxpayers other than exempt organiza-
based; action is taken. Such a referral to the ndions, see section 11 of Rev. Proc. 99-1

(4) there has been no change in thigonal office will be treated as a requesfor any successor). For conference pro-
applicable law; and for technical advice, and the provisions otedures for exempt organizations, see

(5) the taxpayer to whom consenRev. Proc. 99-2 (or any successor) will bsection 12 of Rev. Proc. 99-4, 1999-1
was granted acted in good faith in relyindollowed. I.R.B. 115 (or any successor).
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.04 National office determination. istrative guidance other than this revenue (4) Change in method of accounting
(1) Consent not granted Except as procedure and the change in method dbr a pool of debt instrumentsFor a
provided in section 10.04(2) of this rev-accounting is within the scope of this revehange in method of accounting described
enue procedure, if the national office deenue procedure. in section 12.02 of the APPENDIX of this
termines that a taxpayer has changed its.02 Transition rules If a taxpayer revenue procedure, this revenue proce-
method of accounting without complyingfiled an application or ruling requestdure is effective for the taxpayer’s first
with all the applicable provisions of thiswith the national office to make a changé¢axable year beginning after August 5,

revenue procedure, the national officén method of accounting authorized byl997.

will notify the taxpayer that consent tothis revenue procedure, and the applica-

make the change in method of accountingon or ruling request is pending with the>ECTION 14. EFFECT ON OTHER

is not granted. See section 6.06 of thisational office on December 27, 1999',DOCUMENTS

revenue progedl_Jre. thg taxpayer may make the change under_01 Rev. Proc. 98—60, is clarified,
_ (2) A_ppllcatlon (_:hanged.lf the na- thlsf revenue prqcedure. However,_ th?nodified, amplified, and superseded.
tional office de_termlnes that a taxpayenat|onal qfflce will process the apphcg— .02 Section 7 of Rev. Proc. 92—67,
hgs changed !ts m_ethod of accc_)untlngon or rulmg request m_accprdance_ W|tr1992_2 C.B. 429, is modified and, as
W|th(_)L!t complymg with all the applicable the autholrlty under which it was f'IEd'modified, is superseded. The remainder
provisions of thls_ revenue proc_edure, thanless prior _to the later of February_ 1of Rev. Proc. 92—67 remains in effect as
national office, in its discretion, may2000,.or the issuance of the letter ru“n%riginally published.

allow t_he taxpayer (a) to ma_ke appropr!grantmg or denying c_o.nsent to .the .03 Section 6 of Rev. Proc. 99-17,
ate adjustments to _conform its cha_nge |uh‘_':1nge, thg taxpayer notifies the natlonellggg_7 .R.B. 52, is superseded. The re-
metho_d of accguntmg to the applicableffice thfat it wants to make the Chang(?nainder of Rev. Proc. 99-17 remains in
provisions of this revenue procedure, andnder this revenue procedure. If the @ toct as originally published

(b) to make conforming amendments tpayer timely notifies the national office '

any federal income tax returns filed forthat it wants to make the method changgeECTION 15. PAPERWORK

the year of change and subsequent taxahlader this revenue procedure, the n&REDUCTION ACT

years. Any application changed undetional office will require the taxpayer to

section 10.04(2) of this revenue procemake appropriate modifications to the The collections of information con-
dure is subject to review by the district diapplication or ruling request to complytained in this revenue procedure have
rector as provided in section 9 of this revwith the applicable provisions of thisbeen reviewed and approved by the Of-

enue procedure. revenue procedure. In addition, any usdice of Management and Budget in accor-

fee that was submitted with the appncadance with the Paperwork Reduction Act

SECTION 11. APPLICABILITY OF tion or ruling request will be returned to(44 U.S.C. 3507) under control number
REV. PROCS. 99-1 AND 994 the taxpayer. 1545-1551.

.03 Special rules. An agency may not conduct or Sponsor,

Rev. Procs. 99-1 and 99—4 (or any suc- : .
cessors) are applicable to a(pplicz;/tions (1) Change in method of accountingand a person is not required to respond to,

filed under this revenue procedure, unled® comply with § 404(a)(11) For a @ collection of information unless the col-

change in method of accounting describégction of information displays a valid

specifically excluded or overridden b
o'?her publ?/shed guidance (including hdn section 4A.01 of the APPENDIX of OMB control number. o
special procedures in this document). this revenue procedure, this revenue pro- The collections of information in this

cedure is effective for the taxpayer’s firsfevenue procedure are in sections 6, 10,

SECTION 12. INQUIRIES taxable year ending after July 22, 1998. and sections 1A, 2, 3, 5, 6, 7, 10, 10A, 12,
N _ _ (2) Changes in methods of account@nd 12A of the APPENDIX. This infor-
Inquiries regarding this revenue procel—ng for § 467 rental agreementsFor mation is necessary and will be used to
dure may be addressed to the Commignanges in methods of accounting dedetermine whether the taxpayer properly
sioner of Internal Revenue, Attention:g.ribed in sections 8A.01, 8A.02, andhanged to a permitted method of ac-
CC:DOM:IT&A, 1111 Constitution Av- ga 03 of the APPENDIX of this revenue€ounting. The collections of information

enue, NW, Washington, D.C. 20224. procedure, this revenue procedure is efiré required for the taxpayer to obtain
fective for applications filed after Decem-consent to change its method of account-
ber 27, 1999 for the taxpayer’s first taxing. The likely respondents are the fol-
.01 In general. Except as provided in able year ending after May 18, 1999. lowing: |nd|v!dgaI§, fgrms, busme_sg or

sections 13.02 and 13.03 of this revenue (3) Change in method of accountingPther for-profit institutions, nonprofit in-
procedure, this revenue procedure is efe discontinue the mark-to-market methogtitutions, and small businesses or organi-
fective for taxable years ending on onof accounting.For a change in method ofZations. _
after December 27, 1999. The Servicaccounting described in section 10A.01 of The estimated total annual reporting
will return any application that is filed onthe APPENDIX of this revenue proce-2nd/or recordkeeping burden is 15,739
or after December 27, 1999 if the applicadure, this revenue procedure is effectivBOUrs.

tion is filed with the national office pur- for the taxpayer’s first taxable year end- The estimated annual burden per re-
suant to the Code, regulations, or admiring after July 22, 1998. spondent/recordkeeper varies froig

SECTION 13. EFFECTIVE DATE
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hour to 9/2 hours, depending on individ- procedure, Timothy Sebastian of the Ofpurview of Rev. Proc. 69-21, 1969-2

ual circumstances, with an estimated avice of Assistant Chief Counsel (FinancialC.B. 303, and that the Service will not

erage of 1/2 hours. The estimated num-Institutions and Products) on (202) 622disturb a taxpayer’s treatment of its Year

ber of respondents is 13,650. Th&920 (not a toll-free call); (7) for changes2000 costs as deductible expenses or capi-

estimated annual frequency of respons@d methods of accounting under sectiotal expenditures if the taxpayer treats

is on occasion. 10A.01 of the APPENDIX of this revenuethese costs in accordance with Rev. Proc.
Books or records relating to a colleclrocedure, Pamela Lew of the Office 069-21.

tion of information must be retained aéAssistant Chief Counsel (Financial Insti-
EL_Jtions and Products) on (202) 622-3958ECTION 1A. AMORTIZABLE BOND

long as their contents may become mate .
ial ?n the administration )cl)f any internal not a toll-free call); (8) for changes inPREMIUM (8 171)

revenue law. Generally tax returns anH‘Oe;%OZd; %feicsgélrcl%r;)% ol;r':r?i?srr;veecntij%n .01 Revocation of § 171(c) election.
tax return information are confidential, ag 0A- . : ioti
(1) Description of change and scope.
required by 26 U.S.C. 6103 procedure, JoLynn Ricks of the Office of_ :
R ' Assistant Chief Counsel (Financial Insti-1 1S change applies to a taxpayer that

; ts to change its method of accounting
tutions and Products) on (202) 622-3928/an _ X )
DRAFTING INFORMATION (not a toll-free call); (9) for changes infor amortizable bond premium by revoking

The principal author of this revenueMethods of accounting under section 14 8 171(c) election. Under 3 171(c), a
procedure is Grant D. Anderson of the Ofof the APPENDIX of this revenue proce-

taxpayer that holds certain taxable bonds
fice of Assistant Chief Counsel (Incomedure, Craig R. Wojay of the Office of AS_ma)t/helek;:t tg amortize :ny bond_ﬂ;])remlulm
Tax and Accounting). For further infor-Sistant Chief Counsel (Financial Institu2" the on_bs (Ijnbactﬁorsancet wi Sregtl'J a-
mation regarding this revenue procedurdions and Products) on (202) 622_3925%0{1751pr1e?ﬁrr1) © h 1)/1781 5ecrr<(a) a_(rj)g . Fec '?:S
contact Mr. Anderson on (202) 622-497d@not a toll-free call); and (10) for all otherI .t' I . ug t_. ' — ?b Vld ules re-
(not a toll-free call). For further informa-Sections, Mr. Anderson on (202) 622? mgto eamorslzat_lon i 170;_4prem|%m

tion regarding the APPENDIX of this rev-4970 (not a toll-free call). tﬁ' a angyer' t ec 'E” §171 p“l"" t.es
enue procedure contact the following in- toeag]rgft.e eutr)?)ido r:]e?n'er?] (c) election
dividuals: (1) for changes in methods of APPENDIX 1z premium.

accounting under sections 1A.01 and CHANGES IN METHODS OF (2) Revocation of election.The re-

; vocation of a § 171(c) election applies to
12A.01 of the APF_’ENDIX Pf this revenue ACCOUNTING TO WHICH all taxable bonds that are held by the tax-
procedure, Christina Morrison of the Of-

. . . . . THIS REVENUE PROCEDURE payer on the first day of the first taxable
fice of Assistant Chief Counsel (Financial f hich th ion is effecti
Institutions and Products) on (202) 622- APPLIES year for which the revocation s eflective

ear of change), and to all taxable bonds
3960 (not a toll-free call); (2) for changes gat are subsgql)Jently acquired by the tax-
in methods of accounting under sectionSECTION 1. TRADE OR BUSINESS payer
2.01 and 2.02 of the APPENDIX of thiSsEXPENSES (§ 162) i .
revenue procedure, Peter Friedman of the (3) Manner of making the change.

Office of Assistant Chief Counsel .01 Advances made by a lawyer on bel NiS change is made using a cut-off

(Passthroughs and Special Industries) dralf of clients — Description of changeMéthod and applies only to taxable bonds
(202) 622-3110 (not a toll-free call); (3)and scope. This change applies to aheld during or after the year of change.
for changes in methods of accountindawyer handling cases on a contingent fegonsequently, for taxable bonds held at
under section 2A.01 of the APPENDIX ofbasis that advances money to pay fdh€ Peginning of the year of change, the
this revenue procedure, Leslie H. Finlowgosts of litigation or for other expenses offXPayer may not amortize any remaining
of the Office of Assistant Chief Counselbehalf of clients and that wants to chang@0nd Premium on the bonds. Because
(Passthroughs and Special Industries) dhe method of accounting for such adSut-off treatment is prescribed for this
(202) 622-3120 (not a toll free call);(4)forvances from treating them as deductiblg"ange, the basis of any bond, adjusted
changes in methods of accounting unddérusiness expenses to treating them e amqunts prewously am_orﬂzed during
section 4A.01 of the APPENDIX of thisloans. See Boccardo v. United Statag  the period of the election, is not affected
revenue procedure, Norm Paul of the OfCl. Ct. 184 (1987)Canelo v. Commis- by the revocation. .

fice of Associate Chief Counsel (Em-sioner, 53 T.C. 217 (1969)ff’d per cu- (4) Additional requirements.On a
ployee Benefits and Exempt Organizariam, 447 F.2d 484 (9th Cir. 1971). statement attached' to the application, the
tions); (5) for changes in methods of .02 Year 2000 costs — Description of@xPayer must provide:

accounting under sections 5.04, 6, 12, arthange and scopelhis change applies to (a) the reason(s) for revoking the
13 of the APPENDIX of this revenue pro-a taxpayer that wants to change it§lection; and

cedure, William Blanchard of the Officemethod of accounting for Year 2000 costs (b) a description of the method by
of Assistant Chief Counsel (Financial In{as defined in Rev. Proc. 97-50, 1997-®hich, and the date on which, the tax-
stitutions and Products) on (202) 622€.B. 525) to conform to the method depayer made the § 171(c) election that is
3950 (not a toll-free call); (6) for changesscribed in section 3 of Rev. Proc. 97-5@Qroposed to be revoked.

in methods of accounting under sectiosection 3 of Rev. Proc. 97-50 provides (5) Audit protection. A taxpayer re-
5A.01 of the APPENDIX of this revenuethat Year 2000 costs fall within theceives audit protection under section 7 of
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this revenue procedure in connection witfowable (claimed less than or more thatermined under § 56(g)(4)(A) or 167
this change. However, the audit protecdhe depreciation allowable); (other than § 167(f)) must be made
tion applicable to this change does not (ii) for which depreciation is prospectively ¢ee for example, §

preclude the Commissioner from examindetermined unde§ 56(a)(1), 56(g)(4)(A), 1.167(b)-2(c)). (In contrast, section 2.01
ing the method used by the taxpayer t&67, 168, 197, or 168 prior to its amendef this APPENDIX generally applies to a

determine the amount of amortizablenent in 1986 (former § 168); and change in the recovery period of property
bond premium under § 171(b) for a tax- (iii) that is owned by the tax- for which depreciation is determined
able year prior to the year of change.  payer at the beginning of the year ofinder § 56(a)(1), 56(g)(4)(A), 168 or for-
.02 Reserved change. mer § 168);
(b) Certain scope limitations inap- (viii) any depreciable property

SECTION 2. DEPRECIATION OR plicable. The scope limitations in sectionthat changes use but continues to be
AMORTIZATION (8 56(a)(1), 4.02(8) of this revenue procedure are nawned by the same taxpayee¢ for ex-
56(9)(4)(A), 167, 168, OR 197, OR applicable to this change. ample, § 168(i)(5));
FORMER 8§ 168) (c) Inapplicability. This change (ix) any property for which de-

does not apply to: preciation is determined in accordance

.01 Impermissible to permissible
method of accounting for depreciation o
amortization.

(1) Description of change.

. (i) any property to which § with § 1.167(a)-11 (regarding the Class
1016(a)(3) (regarding property held by d.ife Asset Depreciation Range System
tax-exempt organization) applies; (ADR));
) ) (ii) any taxpayer that is subject (x) any change in method of ac-

(a) This change applies to a taxyg § 263A and that is required to capitalizeounting involving a change from deduct-
payer that wants to change from an impefne costs with respect to which the taxing the cost or other basis of any property
missible method of accounting for deprepayer wants to change its method of a@s an expense to capitalizing and depreci-
ciation or amortization (depreciation)coynting under section 2.01 of this APating the cost or other basis;
under which the taxpayer did not clailbeND|X, if the taxpayer is not (xi) any change in method of
the depreciation allowable, to a permissizapitalizing the costs as required: accounting involving a change from one
ble method of accounting for depreciation (iii) any intangible property permissible method of accounting for the
under which the taxpayer will claim theg piect to § 56(g)(4)(A) or 167, except foproperty to another permissible method of
depreciation allowable. property subject to § 167(f) (regardingaccounting for the property. For example:

(b) A change from a taxpayer’scertain property excluded from § 197); (A) a change from the
impermissible method of accounting for (iv) any property subject to § straight-line method of depreciation to
depreciation under which the taxpayer did67(q) (regarding property depreciatedhe income forecast method of deprecia-
not claim the depreciation allowable to gnder the income forecast method);  tion for videocassettesSeeRev. Rul.
permissible method of accounting for de- (v) any § 1250 property that a89-62, 19891 C.B. 78; or
preciation under which the taxpayer wilkaypayer is reclassifying to an asset class (B) a change from charging
claim the depreciation allowable is &f Rev. Proc. 87-56, 1987-2 C.B. 674, dihe depreciation reserve with costs of
change in method of accounting for whiclRey, proc. 83-35, 19831 C.B. 745, asmoval and crediting the depreciation
the consent of the Commissioner is rezppropriate, that does not explicitly inTeserve with salvage proceeds to deduct-
quired. Sections 1.167(e)-1(a) andjyde § 1250 property (for example, asséng costs of removal as an expense (pro-
1.446-1(e)(2)(ii)(b). This methodjass 57.0, Distributive Trades and Sewided the costs of removal are not
change, however, does not include anyjces); required to be capitalized under any pro-
correction of mathematical or posting er- (vi) any property for which a tax- vision of the Code, such as, § 263(a))
rors. Section 1.446-1(e)(2)(ii)(b)- payer is revoking a timely valid election, orand including salvage proceeds in tax-

(2) Scope. making a late election, under § 167, 16&ble income (see section 2.02 of this

(a) Applicability. This change ap- former § 168, or § 13261(g)(2) or (3) of theAPPENDIX for making this change for
plies to any taxpayer that has used an inRevenue Reconciliation Act of 1993 (199%roperty for which depreciation is deter-
permissible method of accounting for deAct), 1993-3 C.B. 1, 128 (relating to amormined under § 167);
preciation in at least the two taxable yeanszable § 197 intangibles). A taxpayer may (xii) any change in method of
immediately preceding the year ofrequest consent to revoke or make the elegecounting involving both a change from
change, and is changing that accountingon by submitting a request for a letter rulireating the cost or other basis of the prop-
method to a permissible method of acing under Rev. Proc. 99-1, 1999-1 I.R.B. érty as nondepreciable property to treat-
counting for depreciation, for any item of(or any successor); ing the cost or other basis of the property
property: (vii) any property subject to § as depreciable property and the adoption

(i) for which, under the tax- 56(g)(4)(A) or 167 (other than § 167(f),of a method of accounting for deprecia-

payer’'s impermissible method of accountregarding certain property excluded fromion requiring an election under § 167,
ing, the taxpayer has not taken into ac§ 197), for which a taxpayer is changind.68, former 8 168, or § 13261(g)(2) or (3)
count any depreciation allowance or hasnly the estimated useful life of the propof the 1993 Act (for example, a change in
taken into account some depreciation burty. A change in the estimated useful lifethe treatment of the space consumed in
less than or more than the depreciation abf property for which depreciation is dedandfills placed in service in 1990 from
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nondepreciable to depreciable propertgome-producing activities. Also, if thethe application;
(assuming section 2.01(2)(c)(xiii) of thetaxpayer has more than one business or (vii) if the taxpayer is changing
APPENDIX does not apply) and the makincome-producing activity, a statementhe classification of an item of § 1250
ing of an election under § 168(f)(1) to dedescribing the taxpayer’s business or inproperty placed in service after August
preciate this property under the unit-ofcome-producing activity in which the19, 1996, to a retail motor fuels outlet
production method of depreciation undeitem of property at issue is primarily usedinder § 168(e)(3)(E)(iii), a statement con-
§167); by the taxpayer; taining the following representation: “For
(xiii) any change in method of (iii) to the extent not provided purposes of § 168(e)(3)(E)(iii) of the In-
accounting for an item of income or deelsewhere on the application, a statemetérnal Revenue Code, the taxpayer repre-
duction other than depreciation, even if af the facts and law supporting the newents that (A) 50 percent or more of the
taxpayer’'s present method of accountingnethod of accounting, new classificatiorgross revenue generated from the item of
may have resulted in the taxpayer claimef the item of property, and new asse§ 1250 property is from the sale of petro-
ing less than or more than the deprecialass in, as appropriate, Rev. Proc. 87-36um products (not including gross rev-
tion allowable. For example, a change ior Rev. Proc. 83-35. If the taxpayer is thenue from related services, such as the
method of accounting involving: owner and lessor of the item of propertyabor cost of oil changes and gross rev-
(A) achange in inventory  at issue, the statement of the facts and lasnue from the sale of nonpetroleum prod-
costs (for example, when property is  supporting the new asset class also mustts such as tires and oil filters), (B) 50
reclassified from inventory property to  describe the business or income-produ@ercent or more of the floor space in the
depreciable property, or vice versa) (but ing activity in which that item of property item of property is devoted to the sale of
see section 3.02 of this APPENDIX for is primarily used by the lessee; petroleum products (not including floor
making a change from inventory proper- (iv) to the extent not provided space devoted to related services, such as
ty to depreciable property for unrecover-elsewhere on the application, a statementl changes and floor space devoted to
able line pack gas or unrecoverable cuslidentifying the year in which the item ofnonpetroleum products such as tires and

ion gas); or property was placed in service; oil filters), or (C) the item of § 1250 prop-
(B) a change in the character (v) if the item of property is de- erty is 1,400 square feet or less.”; and
of a transaction from sale to lease, or  preciated under former § 168, a statement (viii) if the taxpayer is changing

vice versa (but see section 2.03 of this identifying the asset class in Rev. Proahe classification of an item of property
APPENDIX for making this change); or 83-35 that applies under the taxpayer§om § 1250 property to § 1245 property
(xiv) a change from deter-  former and new methods of accounting (ifinder § 168 or former § 168, a statement
mining depreciation under § 168 to none, state and explain); of the facts and law supporting the new §
determining depreciation under former 8 (vi) if any item of property is 1245 property classification, and a state-
168 for any property subject to the tran- public utility property within the meaning ment containing the following representa-
sition rules in § 203(b) or 204(a) of the of § 168(i)(10) or former & 167(I)(3)(A), tion: “Each item of property that is the
Tax Reform Act of 1986, 1986-3 (Vol. 1)as applicable, a statement providing thaubject of the application filed under sec-

C.B. 1, 60-80. the taxpayer agrees to the following addition 2.01 of the APPENDIX of Rev. Proc.
(3) Additional requirements A tax- tional terms and conditions: 99-49 for the year of change beginning
payer also must comply with the following: (A) a normalization method [Insert the date] and that is reclassified

(a) Permissible depreciation of accounting (within the meaning offrom [Insert, as appropriate: nonresiden-
method.A taxpayer must change to a performer §  167(1)(3)(G), former tial real property, residential rental prop-
missible method of accounting for depre§ 168(e)(3)(B), or 8§ 168(i)(9), aserty, 19-year real property, 18-year real
ciation for the item of property. Thisapplicable) will be used for the publicproperty, or 15-year real propertyp an
method is the same method that detettility property subject to the applica-asset class dinsert, as appropriate, ei-

mines the depreciation allowable for theion; ther: Rev. Proc. 87-56, 1987-2 C.B. 674,
item of property (as provided in section (B) as of the beginning of theor Rev. Proc. 83-35, 1983-1 C.B. 745]
2.01(6) of this APPENDIX). year of change, the taxpayer will adjust itthat does not explicitly include § 1250

(b) Statements requiredA tax- deferred tax reserve account or similaproperty, is § 1245 property for deprecia-
payer must provide the following statereserve account in the taxpayer’s reguldion purposes.”
ments, if applicable, and attach them teory books of account by the amount of  (4) Section 481(a) adjustmenBBe-
the completed application: the deferral of federal income tax liabilitycause the adjusted basis of the property is
() a detailed description of theassociated with the § 481(a) adjustmenthanged as a result of a method change
former and new methods of accountingapplicable to the public utility property made under section 2.01 of this APPEN-
A general description of these methods afubject to the application; and DIX (seesection 2.01(5) of this APPEN-
accounting is unacceptable (for example, (C) within 30 calendar days DIX), items are duplicated or omitted.
MACRS to MACRS or erroneous methodof filing the federal income tax return forAccordingly, this change is made with a §
to proper method); the year of change, the taxpayer will pro481(a) adjustment. This adjustment may
(i) to the extent not provided vide a copy of the completed applicatiomesult in either a negative § 481(a) adjust-
elsewhere on the application, a statemetd any regulatory body having jurisdictionment (a decrease in taxable income) or a
describing the taxpayer’s business or imever the public utility property subject topositive § 481(a) adjustment (an increase
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in taxable income) and may be a different (i) under the depreciationerty described in former § 168(f)(12) or
amount for regular tax, alternative mini-method adopted by a taxpayer for théormer § 280F(b)(2)) or if the taxpayer
mum tax, and adjusted current earninggroperty; or elected to determine the depreciation al-
purposes. This § 481(a) adjustment equals (ii) if that depreciation method lowance under the optional straight-line
the difference between the total amount afoes not result in a reasonable allowangeercentage (for example, the straight-line
depreciation taken into account in comfor depreciation or a taxpayer has nomethod in former § 168(b)(3)).
puting taxable income for the propertyadopted a depreciation method for the .02 Permissible to permissible method
under the taxpayer’s former method of agaroperty, under the straight-line depreciaef accounting for depreciation.
counting, and the total amount of deprecition method. (1) Description of change This
ation allowable for the property under the For determining the estimated usefuthange applies to a taxpayer that wants to
taxpayer’s new method of accounting (akfe and salvage value of the property, seehange from a permissible method of ac-
determined under section 2.01(6) of thi§§ 1.167(a)-1(b) and (c), respectivelycounting for depreciation under §
APPENDIX), for open and closed yearsThe depreciation allowable for any tax56(g)(4)(A)(iv) or 167 to another permis-
prior to the year of change. However, thable year for property subject to § 167(fsible method of accounting for deprecia-
amount of the § 481(a) adjustment mustegarding certain property excluded frontion under § 56(g)(4)(A)(iv) or 167. Pur-
be adjusted to account for the prope§ 197) is determined by using the deprecsuant to 88 1.167(a)-7(a) and (c), a
amount of the depreciation allowable thaation method and useful life prescribed inaxpayer may account for depreciable
is required to be capitalized under any preg 167(f). property either by treating each individual
vision of the Code (for example, § 263A) (e) Section 168 propertyThe de- asset as an account or by combining two
at the beginning of the year of change. preciation allowable for any taxable yeapr more assets in a single account and, for
(5) Basis adjustmentAs of the be- for property for which depreciation is de-each account, depreciation allowances are
ginning of the year of change, the basis aérmined under § 168, is determined bgomputed separately.
depreciable property to which sectiorusing either: (2) Scope
2.01 of this APPENDIX applies must re- (i) the general depreciation sys- (a) Applicability. This change ap-
flect the reductions required by 8tem in § 168(a); or plies to any taxpayer wanting to make a
1016(a)(2) for the depreciation allowable (i) the alternative depreciation change in method of accounting for de-
for the property (as determined under segystem in § 168(g) if the property is repreciation specified in section 2.02(3) of
tion 2.01(6) of this APPENDIX). quired to be depreciated under the alternthis APPENDIX for the property in an ac-
(6) Meaning of depreciation allowable. tive depreciation system pursuant to ount:

(@) In general. Section 2.01(6) of 168(g)(1) or other provisions of the Code (i) for which the present and
this APPENDIX provides the amount of(for example, property described in §roposed methods of accounting for de-
the depreciation allowable, determine@63A(e)(2)(A) or 280F(b)(1)). Propertypreciation specified in section 2.02(3) of
under § 56(a)(1), 56(g)(4)(A), 167, 168required to be depreciated under the altethis APPENDIX are permissible methods
197, or former § 168. This amount, hownative depreciation system pursuant to ®r the property under § 56(g)(4)(A) or
ever, may be limited by other provisionsl68(g)(1) includes property in a class (a$67; and
of the Code (for example, § 280F). set out in § 168(e)) for which the taxpayer (i) that is owned by the tax-

(b) Section 56(a)(1) propertyThe made a timely election under § 168(g)(7)payer at the beginning of the year of
depreciation allowable for any taxable (f) Section 197 property The de- change.
year for property for which depreciationpreciation allowable for any taxable year (b) Certain scope limitations inap-
is determined under § 56(a)(1) is deterfor an amortizable 8§ 197 intangible (in-plicable. The scope limitations in section
mined by using the depreciation method;luding any property for which a timely 4.02(8) of this revenue procedure are not
recovery period, and convention provide@lection under § 13261(g)(2) of the 199&pplicable to this change.
for under § 56(a)(1) that applies for theAct was made) is determined by using the (c) Inapplicability. This change

property’s placed-in-service date. straight-line method over a 15-year pedoes not apply to:
(c) Section 56(g)(4)(A) property. riod. (i) any taxpayer that is subject
The depreciation allowable for any tax- (g) Former § 168 property The to 8§ 263Aand that is required to capitalize

able year for property for which depreciadepreciation allowable for any taxablehe costs with respect to which the tax-
tion is determined under 8§ 56(g)(4)(A) isyear for property subject to former 8§ 16§ayer wants to change its method of ac-
determined by using the depreciatioms determined by using either: counting under section 2.02 of this AP-
method, recovery period or useful life, as (i) the accelerated method ofPENDIX, if the taxpayer is not
applicable, and convention provided focost recovery applicable to the propertgapitalizing the costs as required;
under § 56(g)(4)(A) that applies for the(for example, for 5-year property, the re- (i) any property to which §
property’s placed-in-service date. covery method under former § 168(b)(1))1016(a)(3) (regarding property held by a
(d) Section 167 propertyGener- or tax-exempt organization) applies;
ally, for any taxable year, the depreciation (i) the straight-line method ap- (i) any intangible property;
allowable for property for which depreci-plicable to the property if the property is (iv) any property described in §
ation is determined under 8 167, is deterequired to be depreciated under th&67(f) (regarding certain property ex-
mined either: straight-line method (for example, prop-cluded from § 197);
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(v) any property subject to § method to the straight-line method, the (a) Basis for depreciation At the
167(g) (regarding property depreciatednit-of-production method, the sum-of-beginning of the year of change, the basis
under the income forecast method); the-years-digits method, or the decliningfor depreciation of property to which this
(vi) any property for which de- balance method using any proper percenthange applies is the adjusted basis of the
preciation is determined under § 56(a)(1)rge of the straight-line rate; property as provided in § 1011 at the end
56(9)(4)(A)(), (ii), (iii), or (v), 168 or § (f) a change in the interest factomof the taxable year immediately preceding
168 prior to its amendment in 1986 (forused in connection with a compound inthe year of change (determined under the
mer 8§ 168); terest method or sinking fund method; taxpayer’s present method of accounting
(vii) any property that the tax- (9) a change in averaging convenfor depreciation). If applicable under the
payer elected under § 168(f)(1) or formetion as set forth in § 1.167(a)-10(b)taxpayer’s proposed method of account-
§ 168(e)(2) to exclude from the applicaHowever, as specifically provided in 8ing for depreciation, this adjusted basis is
tion of, respectively, § 168 or former 81.167(a)-10(b), in any taxable year irfeduced by the estimated salvage value of
168; which an averaging convention substarthe property (for example, a change to the
(viii) any property for which tially distorts the depreciation allowancestraight-line method).
depreciation is determined in accordancir the taxable year, it may not be used (b) Rate of depreciationThe rate
with 8§ 1.167(a)-11 (regarding the Clas¢seeRev. Rul. 73-202, 1973-1 C.B. 81); of depreciation for property changed to:
Life Asset Depreciation Range System (h) a change from charging the de- (i) the straight-line or sum-of-
(ADR)); or preciation reserve with costs of removathe-years-digits method of depreciation
(ix) any depreciable property forand crediting the depreciation reservenust be based on the remaining useful life
which the taxpayer is changing the deprecwith salvage proceeds to deducting costdf the property as of the beginning of the
ation method pursuant to § 1.167(e)-1(f removal as an expense and includingear of change; or
(change from declining-balance method tsalvage proceeds in taxable income as set (ii) the declining-balance
straight-line method), § 1.167(e)-1(c) (cerforth in § 1.167(a)-8(e)(2)SeeRev. Rul. method of depreciation must be based on
tain changes for § 1245 property), or §4-455, 1974-2 C.B. 63. This changehe useful life of the property measured
1.167(e)-1(d) (certain changes for § 1250owever, may be made under this revendeom the placed-in-service date, and not
property). These changes must be mageocedure only if: the expected remaining life from the date
prospectively and are not permitted under (i) the change is applied to allthe change becomes effective.
the cited regulations for property for whichitems in the account for which the change (c) Regulatory requirementsFor
the depreciation is determined under § 168 being made; and changes in method of depreciation to the
or former 8§ 168. (i) the removal costs are not re-sum-of-the-years-digits or declining-bal-
(3) Changes coveredSection 2.02 quired to be capitalized under any proviance method, the property must meet the
of this APPENDIX only applies to the fol- sion of the Code (for example, § 263(a);equirements of § 1.167(b)-0 or

lowing changes in methods of accountin@63A, or 280B); 1.167(c)-1, as appropriate.

for depreciation: (i) a change from crediting the de- (d) Public utility property. If any
(a) a change from the straight-linepreciation reserve with the salvage proitem of property is public utility property

method to the ceeds realized on normal retirement salegithin the meaning of former §

sum-of-the-years-digits method, the sinkio computing and recognizing gains and67(1)(3)(A), the taxpayer must attach to
ing fund method, the unit-of-production losses on such sales (see Rev. Ruhe application a statement providing that

method, or the declining-balance method70-165, 1970-1 C.B. 43); the taxpayer agrees to the following addi-
using any proper percentage of the () a change from crediting ordi- tional terms and conditions:
straight-line rate; nary income (including the combination (i) a normalization method of

(b) a change from the declining-method of crediting the lesser of estiaccounting within the meaning of former
balance method using any percentage afated salvage value or actual salvag® 167(1)(3)(G) will be used for the public
the straight-line rate to the sum-of-theproceeds to the depreciation reserve, witlitility property subject to the application;
years-digits method, the sinking fundany excess of salvage proceeds over estind
method, or the declining-balance methochated salvage value credited to ordinary (ii) within 30 calendar days of
using a different proper percentage of theacome) with the salvage proceeds reafiling the federal income tax return for the
straight-line rate; ized on normal retirement sales, to comyear of change, the taxpayer will provide

(c) a change from the sum-of-theputing and recognizing gains and losses copy of the completed application to
years-digits method to the sinking fundn such salesseéeRev. Rul. 70-166, any regulatory body having jurisdiction
method, the declining-balance method970-1 C.B. 44); or over the public utility property subject to
using any proper percentage of the (k) a change from item accountingthe application.
straight-line rate, or the straight-linefor specific assets to multiple asset ac- (5) Section 481(a) adjustmenBe-
method,; counting for the same assets, or viceause the adjusted basis of the property is

(d) a change from the unit-of-pro-versa. not changed as a result of a method
duction method to the straight-line (4) Additional requirements A tax- change made under section 2.02 of this
method,; payer also must comply with the follow-APPENDIX, no items are being dupli-

(e) a change from the sinking fundng: cated or omitted. Accordingly, the §
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481(a) adjustment is zero. SECTION 2A. RESEARCH AND project or projects as expenses under §

.03 Sale or lease transactions. EXPERIMENTAL EXPENDITURES (8 174(a) to treating such expenditures as
(1) Description of change and scopel74) deferred expenses under § 174(b), or vice
icabili i - versa;
(2) Applicability. This change ap .01 Changes to a different method or (i) to a different period of

plies to a taxpayer that wants to change i o . ! _
method of accounting from: Hifferent amortization period. amortization for research and experimen-

(1) Description of change. tal expenditures for a particular project or

(a) This change applies to a taxprojects that are being treated as deferred
ayer that wants to change the treatment gkpenses under § 174(b); or

expenditures that qualify as research and (iii) from treating research
experimental expenditures under § 174.  and experimental expenditures for a
(b) Section 174 and the regulationparticular project or projects as ex-
?rza:t?r?gsESoSgrttyh:stsaglga:){/etLéotae(r:ai/eerrl;%ereu.nder provide the specifi_c rules fObenses under § 174(a) or deferred ex-
(il improperly treating prop- changing a method of accounting under Senses under § 174(b) to treating such
174 for research and experimental expexpenditures as a capital expenditure
er}y as purchased by thel taxp«;yk;er tg PTO%itures. Under § 174, a taxpayer may tre@inder § 263(a), or vice versa.
S;ﬁ:?gﬂgg property as leased Dy the taxy g 4rch a_nd ex_perimental expenditures (b) Scope limitations clarified.

’ (iv) improperly treating prop- :jha'f ar?hp?d otr)lmcurre_d by the ;chpa)_([erhe scope limitation under section
erty as leased by the taxpayer to properhc,uem:gxpzy:)r(i t?aﬁeearolrnt;:lcj);rr]]eezlsor;;/v lehl._o 2(6) of th'.s revenue.procedl',lre IS ap-
treating property as purchased by the tax; Plied on a pl’OjECF by p.rOject pa5|s.

g property as p y Penses under § 174(a) or as deferred ex- (c) Inapplicability. This change
payer. penses amortizable ratably over a periogoes not apply to:

(b) Inapplicability. This change of not less than 60 months under § 174(b). (i) a portion of the research and
does not §DD|Y to: Pursuant to § 1.174-1, research and expgixperimental expenditures paid or in-

(i) a rent-to-own dealer thatimental expenditures that are not treated a§red for a particular project during the
wants to change its method of accountingxpenses or deferred expenses underygar of change or in subsequent taxable
for rent-to-own contracts described inL74 must be treated as capital eXPe”djlears (that is, the change must apply to all
section 3 of Rev. Proc. 95-38, 1995-2ures. Further, § 1.174-1 provides that thef such expenditureseess 1.174-3(a)
C.B. 397; or expenditures to which § 174 applies maynd 1.174-4(a)(5));

(ii) a taxpayer that holds assetselate either to a general research program (i) a change in the treatment of
for sale or lease, if any asset so held is not to a particular project. computer software costs under Rev. Proc.
the subject of a sale or lease transaction as (c) If a taxpayer has not treated regg9—21, 1969-2 C.B. 303; or
of the beginning of the year of change. search and experimental expenditures as (iii) a change in the treatment of

(2) Manner of making the change. expenses under § 174(a), 88 174(a)(2)(B)ear 2000 costs under Rev. Proc. 97-50,

(a) The change in method of acand 1.174-3(b)(2) provide that the tax41997-2 C.B. 525 (but see section 1.02 of
counting under section 2.03 of this APpayer may, with consent, adopt the exhis APPENDIX for making this change).
PENDIX is made using a cut-off methodpense method at any time. (3) Manner of making the change.
and applies to transactions entered into on (d) If a taxpayer has treated re- (a) This change is made using a
or after the beginning of the year ofsearch and experimental expenditures ggt-off method and applies to all research
change. Seesection 2.06 of this revenueexpenses under § 174(a), 88 174(a)(hd experimental expenditures paid or in-
procedure. and 1.174-3(b)(3) provide that the taxcuyrred for a particular project or projects
(b) If a taxpayer wants to changePayer may, with consent, change to a dijuring the year of change and in subse-

its method of accounting for existingferent method of treating research and exent taxable yearsSeesection 2.06 of
sale or lease transactions, the taxpay@grimental expenditures. this revenue procedure and 8§ 174(b)(2),
must file an application with the Com- (e) If a taxpayer has treated re4.174-3(a), 1.174-3(b)(2), and
missioner in accordance with the research and experimental expenditures ds174-4(a)(5).
quirements of § 1.446-1(e)(3)(i) anddeferred expenses under § 174(b), 88 (b) The requirement under
Rev. Proc. 97-27. A change involvingl74(b)(2) and 1.174-4(b)(2) provide thagg 1.174-3(b)(2), 1.174-3(b)(3), and
existing sale or lease transactions wilthe taxpayer may, with consent, change tp.174-4(b)(2) to file an application no
require a § 481(a) adjustment. Conser different method of treating research diater than the end of the first taxable
to change a method of accounting for agxperimental expenditures or to a differyear in which the different method or
existing sale or lease transaction ignt period of amortization for deferred exdifferent amortization period is to be
granted only in unusual and compellingenses. used is waived for this change. How-
circumstances. (2) Scope. ever, see section 6 of this revenue proce-

(3) No audit protection.A taxpayer (a) Applicability. This change ap- dure for filing requirements applicable
does not receive audit protection undeplies to any taxpayer that is changing:  under this revenue procedure.
section 7 of this revenue procedure in (i) from treating research and (c) The consent granted under this
connection with this change. experimental expenditures for a particularevenue procedure satisfies the consent

(i) improperly treating prop-
erty as sold by the taxpayer to properlg)
treating property as leased by the tax-
payer;

(i) improperly treating property
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required under 88 174(a)(2)(B),counting for package design costs to thiees to a permissible simplified resale
174(a)(3), 174(b)(2), 1.174-3(b)(2),capitalization method or the design-bymethod described in § 1.263A-3(d)(3) in
1.174-3(b)(3), and 1.174-4(b)(2). design capitalization and 60-month amorany taxable year that it qualifies to use a
(4) Additional requirement.A tax- tization method, the taxpayer must attackimplified resale method for both its pro-
payer must attach to the application a statement to its timely filed applicationduction and resale activities under §
written statement providing: The statement must provide a descriptioh.263A—3(a)(4) (resellers with de min-
(a) the information required in § of each package design, the date on whidémis production activities); or
1.174-3(b)(2) if the taxpayer is changingach was placed in service, and the cost (iv) a reseller-producer chang-
to treating research and experimental exasis of each (as determined under seing from a permissible simplified resale
penditures as expenses under § 174(a); tions 5.01(2) or 5.02(2) of Rev. Procmethod described in § 1.263A-3(d)(3) for
(b) the information required in § 97-35). both its production and resale activities to
1.174-3(b)(3) if the taxpayer is changing -02 Line pack gas; cushion gas a permissible UNICAP method for both
from treating research and experimental (1) Description of change and scopeits production and resale activities in the
expenditures as expenses under § 174(Zhis change applies to a taxpayer thdirst taxable year that it does not qualify to
or wants to change its method of accountingse a simplified resale method for both its
(c) the information required in §for line pack gas or cushion gas to roduction and resale activities under §
1.174-4(b)(2) if the taxpayer is changingnethod consistent with the holding inl.263A-3(a)(4). _
from treating research and experimentdRev. Rul. 97-54, 1997-2 C.B. 23. Rev. (b) Scope limitations inapplicable.
expenditures as deferred expenses methBgil. 97-54 holds that the cost of line pack\ taxpayer that wants to make this change
under § 174(b) or is changing to a differgas or cushion gas is a capital expenditui& not subject to the scope limitations in
ent period of amortization for researctinder § 263, the cost of recoverable lingection 4.02 of this revenue procedure.
and experimental expenditures beingack gas or recoverable cushion gas is nopwever, if the taxpayer is under exami-
treated as deferred expenses underdgpreciable, and the cost of unrecoverabfétion, before an appeals office, or before
174(b). line pack gas or unrecoverable cushiof federal court, the taxpayer must provide
(5) No audit protection A taxpayer 9as is depreciable under §§ 167 and 1682 copy of the application to the examining
does not receive audit protection under  (2) Additional requirements A tax-  29ent(s), appeals officer, or counsel for
section 7 of this revenue procedure iayer that changes its method of accouriPe government, as appropriate, at the

connection with this change. ing for unrecoverable line pack gas or unsame time that it files the copy of the ap-
.02 Reserved. recoverable cushion gas under sectiopfication with the national office. The ap-
3.02 of this APPENDIX must change to dPlication must contain the name(s) and

SECTION 3. CAPITAL permissible method of accounting for detelephone number(s) of the examining
EXPENDITURES (8§ 263) preciation for the cost of that gas. agent(s), appeals officer, or counsel for

the government, as appropriate.
.01 Package design costs SECTION 4. UNIFORM (c) Inapplicability. This change

(1) Description of change and scope CAPITALIZATION (§ 263A) does not apply to a taxpayer making a his-

(a) Applicability. This change ap- toric absorption ratio election under §

plies to a taxpayer that wants to change its -01 Certain uniform capitalization 1 263A-2(b)(4) or 1.263A-3(d)(4).

method of accounting for package desigh/NICAP) methods used by small re-  (5) pefinitions

costs that are within the scope of Rewellers, formerly small resellers, and re- (a) “Reseller” means a taxpayer

Proc. 97—35, 1997-2 C.B. 448, to one cteller-producers. that acquires real or personal property de-

the three alternative methods of account- (1) Description of change and scopescriped in § 1221(1) for resale.

ing for package design costs described in (a) Applicability. This change (b) “Small reseller” means a re-

section 5 of Rev. Proc. 97-35. The threapplies to: seller whose average annual gross re-

alternative methods of accounting for (i) a small reseller of personalceipts for the three immediately preceding

package design costs described are: (pjoperty changing from a permissibleaxable years (or fewer, if the taxpayer

the capitalization method, (2) the designNICAP method to a permissible non-has not been in existence during the three

by-design capitalization and 60-montHJNICAP inventory capitalization method preceding taxable years) do not exceed

amortization method, and (3) the pool-ofin any taxable year that it qualifies as $10,000,000.See§ 263A(b)(2)(B).

cost capitalization and 48-month amortismall reseller; (c) “Formerly small reseller”

zation method. (ii) a formerly small reseller means a reseller that no longer qualifies

(b) Inapplicability. This change changing from a permissible non-UNI-as a small reseller.

does not apply to a taxpayer that wants ©8AP inventory capitalization method to a (d) “Producer” means a taxpayer

change to the capitalization method fopermissible UNICAP method in the firstthat produces real or tangible personal

costs of developing (or modifying) anytaxable year that it does not qualify as property.

package design that has an ascertainaldmall reseller; (e) “Reseller-producer” means a

useful life. (iii) a reseller-producer chang-taxpayer that is both a producer and a re-
(2) Additional requirements.If a ing from a permissible UNICAP methodseller.

taxpayer is changing its method of acfor both its production and resale activi- (f) “Permissible UNICAP
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method” means a method of capitalizing Beginning Ending was required to include $20,000 of the

costs that is permissible under § 263A. 1995 $1,000,000 $1,100,000 unamortized 1995 positive § 481(a) ad-

(9) “Permissible non-UNICAP in- 1996 1,100,000 1,200,000 justment in 1996 taxable income. As-

ventory capitalization method” means a 1997 1,200,000 1,300,000 sume that X was required to add $10,000

method of capitalizing inventory costs 1998 1,300,000 1,400,000 of additional § 263A costs to the cost of

that is permissible under § 471. 1999 1,400,000 1,500,000 its 1996 ending inventory because of the
(3) Section 481(a) adjustmenBe- 2000 1,500,000 1,600,000 $100,000 increment for 1996.

ginning with the year of change, a tax-
payer changing its method of accoun'[in%q
for costs pursuant to section 4.01 of thi verage annual gross receipts for the thr&@€9inning Inventory (With UNICAP
APPENDIX generally must take any aps .. .p,(q years immediately precedingOSts) - - $1,190,000
plicable 8§ 481(a) adjustment into accoun1995 were $11,000,000, which exceeded996 Increment . ......... .. 100,000

ratably over the same number of taxablﬁ\,| - .
e $10,000,000 ceiling permitted by they yqitional § 263A Costs in 1996
years, not to exceed four, that the taxs'mall reseller exception. Assume that 8

X was required by § 263A to change toX’s 1996 Ending Inventory:
e UNICAP method for 1995 because its

i - crement ............. .. 10,000
payer used its 'former method qf aC(:()u%vas required to capitalize $80,000 of “ad- .
ing. See section 5.04(3) of this revenue. . - . _Total 1996 Ending
rocedure for exceptions to thi n ra‘inmnal § 263A costs” to the cost of 'tslnventor $1.300,000
procedure for exceptions 1o this genera g5 beginning inventory because of this Yo

rule. change in inventory method. In additionX’s Unamortized 1995 § 481(a)

(4) No audit protection A taxpayer X was required to include one-fourth ofadjustment:

doe; not receiye audit protection und%e § 481(a) adjustment when computin%
section 7 of this revenue procedure igay apie income for each of the four taxPnamortized 1995 § 481(a)

connection with this change. able years beginning with 1995. Thus, Ydjustment—12/31/95 ... .. $60,000
(5) Example The following exam- a5 required to include a $20,000 POSIA mount Included in 1996 Taxable
ple |IIustra_tes the principles of section;,q § 481(a) adjustment in its 1995 taXjncome <20.600
4.01 of this APPENDIX for small re- jpiaincome.  oE e
sellers and formerly small resellers. X elected to use the simplified resaldJnamortized 1995 § 481(a)
Assume X, a corporate reseller ofnethod without a historic absorption raticAdjustment—12/31/96 . . . . . . ~$40,000

personal property, incorporated January 2yection under § 1.263A-3(d)(3) for de- Because X satisfies the small reseller
1991, adopted a taxable year ending Dgzrmining the amount of additional Sexception for 1997, X may change volun-
cember 31. X determines that its averaggs3a costs to be capitalized to each LIFarily from the UNICAP method to a per-
annual gross receipts for the three taxablgyer. Assume that X was required to adshissible non-UNICAP inventory capital-
years (or fewer, if applicable) immedi-¢10 000 of additional § 263A costs to thézation method under section 4.01 of this
ately preceding taxable years 1998t of its 1995 ending inventory becausaPPENDIX. To reflect the removal of
through 2000 are as shown in the tablgs the $100,000 increment for 1995. the additional § 263A costs from the cost

below: : P
, . ) of its 1997 beginning inventory, X must
AVERAGE Annual Gross X's 1995 Ending Inventory: compute a cor?espor?ding § 48)1/(a) adjust-
Current Receipts for the Threepeginning Inventory (Without UNICAP ment, which is a negative $100,000
Taxable Years _ ) I, $1,000,000$1,200,000 - $1,300,000). Because X
~ Taxable Years Immediately Pre-1995 Increment ............ 100,000used the UNICAP method for only two
ceding the Additional § 263A Costs in Beginning  years (that is, 1995 and 1996), X must in-
Inventory .................. 80,000clude one-half of the § 481(a) adjustment
CurrentTaxableYear Year
1991 $ 0 Additional § 263A Costs in 1995 when computing taxable income for each
1992 5 000.000 Increment . ........... ... . .. 10,0000f the two taxable years beginning with
1993 6,000,000 Total 1995 Ending 1997. Thus, X must include a $50,000
DOSS Inventory . .............. $1,190,000negative § 481(a) adjustment in 1997 tax-
1994 7,000,000 , . . able income. In addition, X must include
1995 11,000,000 X’s Unamortized 1995 § 481(a) adjust- $20,000 of the unamortized 1995 § 481(a)
1996 11,000,000 Mment adjustment in 1997 taxable income.
1997 9,000,000 1995 § 481(a) Adjustment . . . .$80,000 _
1998 8,000,000 Amount Included in 1995 X’s 1997 Ending Inventory:
1999 1110001000 Taxable Income ......... .. <20,600 Beginning |nventory (W|th UNICAP
2000 12,000,000 Unamortized 1995 § 481(a) S $1,300,000
Furthermore, X, which adopted the do|_AdJUStment_12/3l/95 """ ﬂ‘-ooo 1997 Increment R 100,000
lar-value LIFO inventory method, has the Because X failed to satisfy the small re1997 § 481(a) Adjustment
following LIFO inventory balances deter-seller exception for 1996, X was requireccNegative> . .......... ~..<100.600
mined without considering the effects oto continue using the UNICAP methodTotal 1997 Ending
the UNICAP method: for its inventory costs. Furthermore, Xinventory ............... $1,300,000
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X’s Unamortized 1995 § 481(a) that X must capitalize $120,000 of addiX's Unamortized 1999 § 481(a)
Adjustment: tional 8 263A costs to the cost of its 199Rdjustment:

. beginning inventory because of thi .
Unamortized 1995 § 481(a) change in inventory method. In addiiJnamortlzed 1999 § 481(a)

Amount mcuded in 1097 Taxable . 1om X must determine the approprialt TR O 08 oL (0000
adjustment period for the correspondin mount Included in axable
Income ................._ <20,600 o ; B <60,600
. positive § 481(a) adjustment. Because i

Unamortized 1995 § 481(a) ; - Unamortized 1999 § 481(a)
Adiustment—12/31/97 20.000 used its former inventory method for two-"

Ju ARl e 520 taxable years before 1999 (that is, 19gfdjustment—12/31/00 . ... . ... ... -$_ 0
X's Unamortized 1997 § 481(a) and 1998), X must include one-half of -02 Reserved.
Adjustment: the § 481(a) adjustment when computinge ~1/oN 4A. DEFERRED

taxable income_ fqr eac_h of the two taX=OMPENSATION (6 404)
able years beginning with 1999. Thus, X
must include a $60,000 positive § 481(a) .01 Change to comply with §

1997 § 481(a) Adjustment
<Negative> ............ $<100,000>

ﬁr:cc));r: Included in 1997 Taxableso 000adjustment in its 1999 taxable income404(a)(11).

ASSSSRASES A — Assume that X must add $10,000 of ad- (1) Description of change and scope.
Unamortized 1997 § 481(a) ditional § 263A costs to the cost of its i ili i
Adjustment—12/31/97 . . . .$< 50,080 0 (a) Applicability. This change

1999 ending inventory because of thgpplies to a taxpayer that must change
X also satisfies the small reseller ex$100,000 increment for 1999. its method of accounting for its first
ception for 1998 and, therefore, is not résos 1999 Ending Inventory: taxable year'ending after July 22, 1998,
quired to return to the UNICAP method o _ to comply with § 404(a)(11). Section
for 1998. X, however, must includeBeginning Inventory (Without UNICAP  404(a)(11) provides that, for purposes
$20,000 of the unamortized 1995 positiv€osts) . .. ............... $1,400,000¢ determining under § 404 whether
§ 481(a) adjustment and $50,000 of th&999 Increment ............ 100,000compensation of an employee is de-
unamortized 1997 negative § 481(a) adAdditional § 263A costs in ferred compensation and when deferred
justment in 1998 taxable income. Beginning Inventory ....... 120,000 compensation is paid, no amount is
, : Additional 8 263A costs in 1999 treated as received by the employee, or
X's 1998 Ending Inventory: '
9 y Increment . ............... .. 10,000paid, until it is actually received by the
Beginning Inventory (Without UNICAP  Total 1999 Ending employee. Section 404(a)(11) over-
COSES) . ..ot $1,300,00dnventory . .............. $1.630.000turns the decision irschmidt Baking
1998 Increment ......... . .. 100,000 Co. v. Commissionerl07 T.C. 271

X's Unamortized 1999 § 481(a) adjust-

Total 1998 Ending (1996), in which the court held that a

Inventory . .............. $1,400,000mem' § 83(a) income inclusion event upon
X's Unamortized 1995 § 481(a) 1999 § 481(a) Adj_ustment .. $120,000securitization qf va.cation and sever-
Adjustment: Amount Included in 1999 Taxable ance pay beneflfts with a letter of gredlt
Income ................_ < 60,8600 constitutes receipt of those benefits by
Unamortized 1995 § 481(a) Unamortized 1999 § 481(a) employees for purposes of determining
Adjustment—12/31/97 .. ... $20,000 Adjustment—12/31/99 . ... .. $ 60.000 whether an employer’s deduction for
Amount Included in 1998 Taxable Because X fails to satisfy the smalkhe benefits is subject to § 404See
Income .................. <20,600 reseller exception for 2000, X must conNotice 99-16, 1999-13 I.R.B. 10
Unamortized 1995 § 481(a) tinue using the UNICAP method for its(March 29, 1999).
Adjustment—12/31/98 . ... .. .. _.$ _Oinventory costs. Furthermore, X is re- (b) Scope limitations inapplica-

quired to include $60,000 of the un-ple. A taxpayer that must make this

amortized 1999 positive § 481(a) adjustehange is not subject to the scope limi-
ment in 2000 taxable income. Assumeations in section 4.02 of this revenue
Unamortized 1997 § 481(a) that X is required to add $10,000 of adprocedure. However, if the taxpayer is
Adjustment—12/31/97 . ... $<50,000> ditional § 263A costs to the cost of itsunder examination, before an appeals
Amount Included in 1998 Taxable 2000 ending inventory because of theffice, or before a federal court, the

Income .................... 50,000$100,000 increment for 2000. taxpayer must provide a copy of the ap-
Unamortized 1997 § 481(a) plication to the examining agent(s), ap-

X’s Unamortized 1997 § 481(a)
Adjustment:

X's 2000 Ending Inventory:

Adjustment—12/31/98 .. ..... $ 0 peals officer, or counsel for the govern-

In 1999, X fails to satisfy the small re-Beginning Inventory (With UNICAP ment, as appropriate, at the same time
seller exception and, therefore, must resosts) . . ................ $1,630,00Ghat it files the copy of the application
turn to the UNICAP method as provided2000 Incremen . ............ 100,000with the national office. The applica-
under section 4.01 of this APPENDIX. XAdditional § 263A Costs in 2000 tion must contain the name(s) and tele-
changes to the simplified resale methothcrement . ... ............ .. 10.000phone number(s) of the examining
without a historic absorption ratio elec-Total 2000 Ending agent(s), appeals officer, or counsel for
tion under § 1.263A-3(d)(3). Assumenventory ............... $1,740,000the government, as appropriate.

December 27, 1999 746 1999-52 |.R.B.



(2) Section 481(a) adjustment pe-adopts a proper inventory method under Bs part of the change to an overall accrual
riod. Ataxpayer must take the § 481(ay71 and the regulations thereunder, thmethod, a taxpayer may adopt the recur-
adjustment into account ratably ovetaxpayer is a reseller eligible to use theng item exception for the year of change
three taxable years. simplified resale method under 8if the taxpayer is eligible and follows the

(3) No audit protection A taxpayer 1.263A-3(d), and the taxpayer adopts procedures of § 1.461-5(d). If the tax-
does not receive audit protection undeproper method under that section for thpayer is eligible and wants to adopt this

section 7 of this revenue procedure iyear of change; method as specified in § 461(h)(3), the
connection with this change. (vi) a taxpayer required to use aamount of the § 481(a) adjustment must
.02 Reserved. long-term contract method in accordancbe modified to account for the amount of
with § 460, if the taxpayer is not in com-any additional deduction.
SECTION 5. METHODS OF pliance with that section and any related (3) Change to a special method of
ACCOUNTING (§ 446) administrative guidance; accounting If a taxpayer that wants to

(vii) a taxpayer required or change to an accrual method in conjunc-
wanting to use a special method of adion with a change to a special method of
counting, unless the taxpayer is permittedccounting is not permitted to make the
S . to change automatically to the speciathange under this revenue procedure, the

. (a) Applicability. This change ap- method under this revenue procedure. faxpayer may request to make both
plies to: . special method of accounting is a methodhanges only by filing one application

(i) a taxpayer that wants 0t deviates from the normal tax accountinder the provisions of Rev. Proc. 9727,
change to an overall accrual method, Qfq ryles, such as the method of account997—1 C.B. 680. Only one user fee will
to an overall accrual method in conjunciny for advance payments pursuant to ebe required for these changes.
tion with the recurring item exceptionher Rey, Proc. 71-21, 1971-2 C.B. 549, .02 Multi-year service warranty
under § 461(h)(3), from the cash receipts; g 1 4515, the installment method otontracts.
and disbursements method (casBecoynting under § 453, or a long-term (1) Description of change and scope
method), or from a hybrid method (theoniract method, such as the percentage  (a) Applicability. This change ap-
use of a combination of accountingy completion method or the completegplies to an eligible accrual method manu-
methods under which an item or items of nyract method; facturer, wholesaler, or retailer of motor
Income Or expense are reported on the (viii) a taxpayer required to vehicles or other durable consumer goods
pash mthod and another item or Oth%’hange to an overall accrual methothat wants to change to the service war-
items of income or expense are reporteg jer § 448 and eligible to make theanty income method described in section
on an accrual method); or . change under § 1.448-1(h)(25ee§ 5 of Rev. Proc. 97-38, 1997-2 C.B. 479.

(ii) & taxpayer that is required 10y 4481 (h)(2), which provides an autoUnder the service warranty income
change to an overall accrual method,atic consent procedure for a taxpayenethod, a qualifying taxpayer may, in
under § 448, but is ineligible to make the.anging for the first taxable year that it izertain specified and limited circum-
change under § 1.448-1(h)(2) (relating tQ,pject to § 448. See also§ stances, include a portion of an advance

.01 Cash or hybrid method to accrual
method.
(1) Description of change and scope

the "first § 448 year”). . 1.448-1(h)(1), which provides that Spayment related to the sale of a multi-year
(b) Inapplicability. This change 1.448-1(h) does not apply to a change reservice warranty contract in gross income
does not apply to: quired under any Code section (or regulagenerally over the life of the service war-
(i) a financial institution de- tions thereunder) other than § 448 (for exsanty obligation.
scribed in § 581 or 591; ample, a taxpayer with inventories); or (b) Inapplicability. This change
(i) a farmer; (ix) a taxpayer engaged in twodoes not apply to a taxpayer outside the

(iii) a cooperative organization or more trades or businesses, unless teeope of Rev. Proc. 97-38.
described in § 501(c)(12), 521, or 1381; taxpayer uses or adopts the same overall (2) Manner of making the change
(iv) an individual taxpayer, ex- accrual method for each such trade or (a) This change is made using a
cept for activities conducted as a sole prdusiness. cut-off method, under which the taxpayer
prietorship; (2) Section 481(a) adjustment begins the use of the service warranty in-
(v) a taxpayer required to use an (a) In general. The § 481(a) ad- come method for all qualified advance
inventory method of accounting, unless: justment takes into account the accounfsayment amounts received in the year of
(A) the taxpayer is using or receivable, accounts payable, inventorghange and thereafteBeesection 2.06 of
adopts a proper inventory method under &nd any other item determined to be nethis revenue procedure.
471 and the regulations thereunder, thessary in order to prevent items from (b) In accordance with §
taxpayer is a small reseller within thebeing duplicated or omitted. The § 481(a).446-1(e)(3)(ii), the requirement of §
meaning of 8§ 1.263A-3(a), and, if the taxadjustment does not include any item of.446-1(e)(3)(i) to file an application on
payer has production activities, the taxincome accrued but not received that waBorm 3115 is waived and a statement in
payer's production activities qualify worthless or partially worthless (withinlieu of the Form 3115 is authorized for
under the de minimis presumption of 8he meaning of § 166(a)) on the last dathis change. The statement must be iden-
1.263A-3(a)(2)(iii); or of the year preceding the year of changetified at the top as follows: CHANGE
(B) the taxpayer is using or (b) Recurring item exception. TO THE SERVICE WARRANTY IN-
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COME METHOD UNDER SECTION (1) Description of change and scope. (d) Rev. Proc. 83—-40 was obso-
5.02 OF THE APPENDIX OF REV. (a) Applicability. This change ap- leted because, under §§ 1.446-2 and
PROC. 99-49. The statement must setplies to a taxpayer that wants to change its1272—-1 (which were effective for debt
forth the information required under secmethod of accounting from the Rule ofnstruments issued on or after April 4,
tion 6.03 of Rev. Proc. 97-38, except that8s method to the constant yield methol994), taxpayers generally must account
the statement under section 6.03(2) (th&br stated interest (including stated interfor stated interest and original issue dis-
the taxpayer agrees to all of the terms arebt that is original issue discount) orcount on a debt instrument (loan) by using
conditions of the revenue procedure) alsshort-term consumer loans described ia constant yield method. As a result, the
should refer to Rev. Proc. 99-49. Rev. Proc. 83-40, 1983-1 C.B. 774Rule of 78s method is no longer an ac-
(c) Ataxpayer changing to the serwhich was obsoleted by Rev. Procceptable method of accounting for federal
vice warranty income method of account97-37, 1997-2 C.B. 455. income tax purposes.
ing under section 5.02 of this APPENDIX (b) Scope limitations inapplica- (e) Notwithstanding 88 1.446-2
must satisfy the annual reporting requireble. A taxpayer that wants to make thisand 1.1272—1, as a matter of administra-
ment set forth in section 6.04 of Revchange for its first or second taxablaive convenience, the Service will allow a
Proc. 97-38. year beginning on or after January ltaxpayer to use the Rule of 78s method
.03 Multi-year insurance policies for 1998, is not subject to the scope limitafor stated interest on short-term consumer
multi-year service warranty contracts —tions in section 4.02 of this revenue proloans described in Rev. Proc. 83—40 if the
Description of change and scape cedure. However, if the taxpayer idoans were issued prior to the first day of
(1) Applicability. This change applies under examination, before an appealhe taxpayer’s first taxable year that be-
to a manufacturer, wholesaler, or retailer afffice, or before a federal court, the taxgins on or after January 1, 1999.
motor vehicles or other durable consumgvayer must provide a copy of the appli-  (3) Manner of making the change.
goods that wants to change its method efation to the examining agent(s), ap- (a) This change is made using a
accounting for insurance costs paid or ineeals officer, or counsel for thecyi-off method and applies only to loans
curred to insure its risks under multi-yeagovernment, as appropriate, at the samgsyed on or after the first day of the year
service warranty contracts to the methotime that it files the copy of the applica-of change. Seesection 2.06 of this rev-
described in section 5.03(3) of this APPENtion with the national office. The appli-anye procedure.
DIX. Multi-year service warranty contractscation must contain the name(s) and (b) The taxpayer must maintain
to which this change applies include onlgelephone number(s) of the examining,,\< and records sufficient to satisfy the
those separately priced contracts sold byagent(s), appeals officer, or counsel fo&istrict director that loans issued before
manufacturer, wholesaler, or retailer alsthe government, as appropriate. the year of change and loans issued on or
selling the motor vehicles or other durable  (2) Background. after the first day of the year of change
consumer goods (to the ultimate customer (2) A short-term consumer loan ispaye heen adequately accounted for sepa-
or to an intermediary) underlying the condescribed in Rev. Proc. 83-40, provided:rate|y_
tracts. The classification of goods as () the loan is a self-amortizing
“durable consumer goo