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eral tax returns or pay federal tax because the filing of a tax
return or the payment of tax is a matter of choice.
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Frivolous tax returns; citizens of a state. This ruling dis-
cusses and refutes the frivolous position taken by some taxpay-
ers that they are not subject to federal income tax, or that their
income is excluded from taxation, because either (1) they claim
to have rejected or renounced United States citizenship and are
citizens exclusively of a state (sometimes characterized as a
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Notice 2007-30, page 883.
This notice lists positions identified as frivolous for purposes
of section 6702(c) of the Code.

ADMINISTRATIVE

Rev. Rul. 2007-19, page 843.

Frivolous tax returns; wages not taxable income. This rul-
ing discusses and refutes the frivolous position taken by some
taxpayers that wages are not taxable income.

Rev. Rul. 2007-20, page 863.

Frivolous tax returns; voluntary compliance. This ruling
discusses and refutes the frivolous position taken by some tax-
payers that complying with the internal revenue laws is purely
voluntary and that taxpayers are not legally required to file fed-
eral tax returns or pay federal tax because the filing of a tax
return or the payment of tax is a matter of choice.

Rev. Rul. 2007-21, page 865.

Frivolous tax returns; summary record of assessment.
This ruling discusses and refutes the frivolous position taken by
some taxpayers that before the IRS may collect overdue taxes,
the IRS must provide taxpayers with a summary record of as-
sessment made on a Form 23C, Assessment Certificate-Sum-
mary Record of Assessments, or on another particular form.
These taxpayers claim that if a Form 23C is not provided, the
assessment is invalid and the IRS may not collect any taxes
due.

Rev. Rul. 2007-22, page 866.

Frivolous tax returns; citizens of a state. This ruling dis-
cusses and refutes the frivolous position taken by some taxpay-
ers that they are not subject to federal income tax, or that their
income is excluded from taxation, because either (1) they claim
to have rejected or renounced United States citizenship and are
citizens exclusively of a state (sometimes characterized as a
“natural-born citizen” of a “sovereign state”), or (2) they are not
persons as identified by the Internal Revenue Code.

Notice 2007-26, page 870.

This notice solicits applications for allocation of the available
volume cap for clean renewable energy bonds (CREBS) un-
der section 54 of the Code. The notice also provides guid-
ance on the CREB program requirements, volume cap alloca-
tion method, and certain aspects of applicable law regarding
CREBs. Notice 2005-98 modified and superseded.

Notice 2007-30, page 883.

This notice lists positions identified as frivolous for purposes
of section 6702(c) of the Code.
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The IRS Mission

Provide America’'s taxpayers top quality service by helping
them understand and meet their tax responsibilities and by

Introduction

The Internal Revenue Bulletin is the authoritative instrument of
the Commissioner of Internal Revenue for announcing official
rulings and procedures of the Internal Revenue Service and for
publishing Treasury Decisions, Executive Orders, Tax Conven-
tions, 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 compiled 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, mod-
ify, or amend any of those previously published in the Bulletin.
All published rulings apply retroactively unless otherwise indi-
cated. Procedures relating solely to matters of internal man-
agement 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 published rulings and
procedures, the effect of subsequent legislation, regulations,

applying the tax law with integrity and fairness to all.

court decisions, rulings, and procedures must be considered,
and Service personnel and others concerned are cautioned
against reaching the same conclusions 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 ll.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions and Other Related ltems, and Subpart B, Leg-
islation 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 Subparts. Also
included in this part are Bank Secrecy Act Administrative Rul-
ings. Bank Secrecy Act Administrative Rulings are issued by
the Department of the Treasury's Office of the Assistant Sec-
retary (Enforcement).

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

The last 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 last Bulletin of each semiannual period.

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.
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Part |. Rulings and Decisions Under the Internal Revenue Code

of 1986

Section 61.—Gross Income
Defined

26 CFR 1.61-2: Compensation for services, includ-
ing fees, commissions, and similar items.

Frivolous tax returns; wages not tax-
able income. This ruling discusses and re-
futes the frivolous position taken by some
taxpayers that wages are not taxable in-
come.

Rev. Rul. 2007-19
PURPOSE

The Internal Revenue Service (Ser-
vice) is aware that some taxpayers are
attempting to reduce or eliminate their
federal income tax liability by claiming
that compensation received in exchange
for personal services is not taxable in-
come. These taxpayers often attempt to
avoid their federal income tax liability by
failing to file federal income tax returns or
by failing to report all income from wages
or other compensation on their federal in-
come tax return. They often furnish Forms
W-4, Employee’s Withholding Allowance
Certificate, on which they claim excessive
withholding allowances or claim complete
exemption from withholding. In addition,
they often claim deductions from gross
income for personal, living and family
expenditures in order to reduce the tax
liability related to wages or other compen-
sation.

The Service is aware that some pro-
moters and return preparers are advising
or recommending that taxpayers take these
or other meritless positions. This revenue
ruling emphasizes to taxpayers, promot-
ers and return preparers that wages and
other compensation received in exchange
for personal services are taxable income
subject to federal income tax. Any argu-
ment that such compensation is not taxable
income has no merit and is frivolous.

The Service is committed to identify-
ing taxpayers who attempt to avoid their
federal tax obligations by taking frivolous
positions. The Service will take vigorous
enforcement action against these tax-
payers and against promoters and return
preparers who assist taxpayers in taking
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these frivolous positions. Frivolous re-
turns and other similar documents submit-
ted to the Service are processed through
the Service’s Frivolous Return Program.
As part of this program, the Service de-
termines whether taxpayers who have
taken frivolous positions have filed all
required tax returns; computes the correct
amount of tax and interest due; and deter-
mines whether civil or criminal penalties
should apply. The Service also deter-
mines whether civil or criminal penalties
should apply to return preparers, promot-
ers and others who assist taxpayers in tak-
ing frivolous positions and recommends
whether an injunction should be sought
to halt these activities. Other information
about frivolous tax positions is available
on the Service website at www.irs.gov.

ISSUE

Whether Taxpayer A may avoid federal
income tax liability by maintaining that
the Internal Revenue Code does not tax
wages or other compensation received in
exchange for personal services.

FACTS

Taxpayer A receives wages in exchange
for personal services. Taxpayer A then
does one or more of the following: (1)
furnishes a Form W—4 to the employer on
which Taxpayer A claims excessive with-
holding allowances or claims complete ex-
emption from withholding; (2) fails to file
a federal income tax return; (3) fails to re-
port the wages on the federal income tax
return; (4) claims a refund for any withheld
income tax; or (5) claims deductions for
personal, living and family expenditures to
offset the wages reported on the federal in-
come tax return. Taxpayer A claims that
compensation received for personal ser-
vices is not subject to federal income tax.

Arguments that wages are not subject
to federal income tax take many forms in-
cluding, but not limited to, the following:

1. A tax on wages is a direct tax subject
to the provision in Article I, Section
2, Clause 3 of the Constitution that re-
quires that direct taxes be apportioned
among the states by population.
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2. Money received in exchange for per-
sonal labor constitutes an equal, non-
taxable exchange of property.

3. Taxable income from wages or other
compensation for personal services
can only be determined after deduc-
tion of the cost of providing the labor.

LAW AND ANALYSIS

1. Article 1, Section 2, Clause 3 of
the United States Constitution states that
“direct Taxes shall be apportioned among
the several States which may be included
within this Union, according to their re-
spective Numbers . . . .” This statement
has been used to support the argument
that there is a constitutional impediment
to the imposition of a direct tax on an in-
dividual’s wages. The Sixteenth Amend-
ment to the Constitution, ratified in 1913,
provides that “[t]he Congress shall have
power to lay and collect taxes on incomes,
from whatever source derived, without ap-
portionment among the several States, and
without regard to any census or enumera-
tion.” The Sixteenth Amendment has been
reviewed by the Supreme Court and up-
held. Brushaber v. Union Pacific Rail-
road Co.,240 U.S. 1 (1916). Thus, the im-
position of income tax on wages, without
apportionment among the states, is autho-
rized. See, e.g., Funk v. Commissioner,
687 F.2d 264 (8th Cir. 1982); Abrams v.
Commissioner, 82 T.C. 403 (1984).

Section 61(a) of the Internal Revenue
Code defines gross income as income from
whatever source derived, including (but
not limited to) “compensation for services,
including fees, commissions, fringe bene-
fits, and similar items.” I.R.C. § 61(a)(1).
Courts consistently have upheld the de-
termination that wages fall within section
61(a)(1)’s definition of compensation and,
accordingly, constitute taxable income.
See, e.g., Ledford v. United States, 297
F.3d 1378 (Fed. Cir. 2002); United States
v. Connor, 898 F.2d 942 (3d Cir. 1990);
Casper v. Commissioner, 805 F.2d 902
(10th Cir. 1986); Connor v. Commis-
sioner, 770 F.2d 17 (2d Cir. 1985); Lovell
v. United States, 755 F.2d 517 (7th Cir.
1984); Perkins v. Commissioner, 746 F.2d
1187 (6th Cir. 1984); Funk v. Commis-

April 2, 2007



sioner, 687 F.2d 264 (8th Cir. 1982);
Lonsdale v. Commissioner, 661 F.2d 71
(5th Cir. 1981); Rowlee v. Commissioner,
80 T.C. 1111 (1983).

In United States v. Connor, 898 F.2d at
943, the Third Circuit noted that “[e]very
court which has ever considered the issue
has unequivocally rejected the argument
that wages are not income.” All income re-
ceived by a taxpayer is income under sec-
tion 61 unless it is specifically exempted or
excluded. See Commissioner v. Glenshaw
Glass Co., 348 U.S. 426, 429-30 (1955)
(“Congress applied no limitations as to the
source of taxable receipts, nor restrictive
labels as to the intention of Congress to
tax all gains except those specifically ex-
empted.”).

2. Some taxpayers claim that the pay-
ment of wages or other compensation in
exchange for personal labor is a nontax-
able exchange of property. These taxpay-
ers sometimes rely on sections 83 or 1001
of the Internal Revenue Code to support
this argument. Section 83 provides for the
determination of the amount to be included
in gross income and the timing of the inclu-
sion when property is transferred to an em-
ployee or independent contractor in con-
nection with the performance of services.
Section 1001 provides for the determina-
tion of the amount and timing of the recog-
nition of gain or loss from the sale or other
disposition of property.

Courts have universally rejected the
argument that labor is property that can
be exchanged for wages or other compen-
sation in a nontaxable transaction. See
Casper v. Commissioner, 805 F.2d at 905;
Funk v. Commissioner, 687 F.2d at 265.
Courts recognize a distinction between
selling labor and selling or exchanging
property. See Reading v. Commissioner,
70 T.C. 730, 733-34 (1978), aff’d, 614
F.2d 159 (8th Cir. 1980). Further, the
courts have concluded that a taxpayer has
no tax basis in one’s labor and, therefore,
the full amount of the wages or other com-
pensation received represents gain which
may be taxed as income. See, e.g., Casper,
805 F.2d at 905; Abrams, 82 T.C. at 407;
Reading, 70 T.C. at 733-34.

3. A related argument is that income
from the sale of labor cannot be deter-
mined until the taxpayer’s investment in
that labor has been recovered. This ar-
gument has been repeatedly rejected. See
Rowlee, 80 T.C. at 1120; Reading, 70 T.C.
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at 733-34. In Reading, the Tax Court ex-
amined the contention that gain must be
realized for there to be income, analyz-
ing the distinction recognized under fed-
eral tax law between producing a physical
product and providing services. The court
flatly rejected the idea that living expenses
constitute the cost of “goods” sold for pro-
viding labor or services. Reading, 70 T.C.
at 733-34. Thus, the court concluded that
the gain from the sale of labor is the en-
tire amount received and upheld the disal-
lowance of deductions for personal living
expenses.

Courts have uniformly rejected argu-
ments that wages and other compensation
for personal services are not taxable in-
come. Accordingly, raising these argu-
ments justifies the imposition of sanctions.
See Ledford v. United States, 297 F.3d
at 1381-82 (Fed. Cir. 2002); Casper v.
Commissioner, 805 F.2d at 906; Connor v.
Commissioner, 770 F.2d at 20.

HOLDING

1.  Wages fall within the definition of in-
come set forth in section 61(a)(1) of
the Internal Revenue Code. Taxpayer
A’s wages and other compensation for
services are income subject to federal
income tax and must be reported on
Taxpayer A’s federal income tax re-
turn.

2. The payment of wages and other com-
pensation for personal services is not
an equal exchange of property. The
full amount of wages received by Tax-
payer A is subject to federal income
tax and must be reported on Taxpayer
A’s federal income tax return.

3. Wages and other compensation re-
ceived by Taxpayer A in exchange
for personal services are subject to
federal income tax without reduction
of Taxpayer A’s personal living ex-
penses.

CIVIL AND CRIMINAL PENALTIES

The Service will challenge the claims
of individuals who improperly attempt to
avoid or evade their federal tax liability.
In addition to liability for the tax due plus
statutory interest, taxpayers who fail to file
valid returns or pay tax based on arguments

844

that wages and other compensation for per-
sonal services are exempt from federal in-
come tax face substantial civil and crimi-
nal penalties. Potentially applicable civil
penalties include: (1) the section 6662 ac-
curacy-related penalties, which are gen-
erally equal to 20 percent of the amount
of tax the taxpayer should have paid; (2)
the section 6663 penalty for civil fraud,
which is equal to 75 percent of the amount
of tax the taxpayer should have paid; (3)
the section 6702(a) penalty of $5,000 for
a “frivolous tax return”; (4) the section
6702(b) penalty of $5,000 for submitting
a “specified frivolous submission”; (5) the
section 6651 additions to tax for failure to
file a return, failure to pay the tax owed,
and fraudulent failure to file a return; (6)
the section 6673 penalty of up to $25,000
if the taxpayer makes frivolous arguments
in the United States Tax Court; and (7) the
section 6682 penalty of $500 for providing
false information with respect to withhold-
ing.

Taxpayers relying on these frivolous
positions also may face criminal prosecu-
tion under: (1) section 7201 for attempt-
ing to evade or defeat tax, the penalty
for which is a significant fine and im-
prisonment for up to 5 years; (2) section
7203 for willful failure to file a return,
the penalty for which is a significant fine
and imprisonment for up to one year; (3)
section 7206 for making false statements
on a return, statement, or other document,
the penalty for which is a significant fine
and imprisonment for up to 3 years; or (4)
other provisions of federal law.

Persons, including return preparers,
who promote these frivolous positions and
those who assist taxpayers in claiming tax
benefits based on frivolous positions may
face civil and criminal penalties and also
may be enjoined by a court pursuant to
sections 7407 and 7408. Potential penal-
ties include: (1) a $250 penalty under
section 6694 for each return or claim for
refund prepared by an income tax return
preparer who knew or should have known
that the taxpayer’s position was frivolous
(or $1,000 for each return or claim for
refund if the return preparer’s actions
were willful, intentional or reckless); (2) a
penalty under section 6700 for promoting
abusive tax shelters; (3) a $1,000 penalty
under section 6701 for aiding and abetting
the understatement of tax; and (4) criminal
prosecution under section 7206, for which
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the penalty is a significant fine and impris-
onment for up to 3 years, for assisting or
advising about the preparation of a false
return, statement or other document under
the internal revenue laws.

DRAFTING INFORMATION

This revenue ruling was authored by the
Office of Associate Chief Counsel (Pro-
cedure & Administration), Administrative
Provisions and Judicial Practice Division.
For further information regarding this rev-
enue ruling, contact that office at (202)
6227950 (not a toll-free call).

Section 168.—Accelerated
Cost Recovery System

26 CFR 1.168(a)-1: Modified accelerated cost re-
covery system.

T.D. 9314

DEPARTMENT OF

THE TREASURY

Internal Revenue Service
26 CFR Part 1

Depreciation of MACRS
Property That is Acquired in
a Like-Kind Exchange or As
a Result of an Involuntary
Conversion

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Final regulations and removal
of temporary regulations.

SUMMARY: This document contains fi-
nal regulations relating to the deprecia-
tion of property subject to the accelerated
cost recovery system under section 168
of the Internal Revenue Code (MACRS
property). Specifically, these final regu-
lations provide guidance on how to de-
preciate MACRS property acquired in a
like-kind exchange under section 1031 or
as aresult of an involuntary conversion un-
der section 1033 when both the acquired
and relinquished property are subject to
MACRS in the hands of the acquiring tax-
payer. These final regulations will af-
fect taxpayers involved in a like-kind ex-
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change under section 1031 or an involun-
tary conversion under section 1033. The
corresponding temporary regulations are
removed.

DATES: Effective Dates: These regula-
tions are effective on February 26, 2007.
Applicability Dates: For dates of
applicability, see §§1.168(a)-1(b),
1.168(b)-1(b), 1.168(d)-1(d)(3),

1.168G)-1(1),  1.168(1)-6(k),  and
1.168(k)-1(2)(3)(ii).

FOR FURTHER  INFORMATION
CONTACT: Patrick S. Kirwan, (202)

622-3110 (not a toll-free number).
SUPPLEMENTARY INFORMATION:
Background

This document contains amendments to
26 CFR part 1 under section 168 of the
Internal Revenue Code (Code). Section
168 provides the depreciation deduction
for tangible property generally placed in
service after December 31, 1986.

On March 1, 2004, the IRS and the
Treasury Department published in the
Federal Register (69 FR 9529) tempo-
rary regulations (T.D. 9115, 2004-1 C.B.
680) relating to the depreciation allow-
able for tangible property of a character
subject to the allowance for depreciation
provided in section 167(a) that is generally
placed in service after December 31, 1986,
and is subject to section 168 (MACRS
property) that is acquired in a like-kind
exchange or as a result of involuntary
conversion. On the same date the IRS
published a notice of proposed rulemaking
related to this topic in the Federal Regis-
ter (REG-106590-00, REG-138499-02,
2004-1 C.B. 704 [69 FR 9560]). No
public hearing on the regulations was re-
quested or held. Several written comments
to the notice of proposed rulemaking were
received. After consideration of all the
comments received, the proposed regu-
lations are adopted as amended by this
Treasury decision, and the corresponding
temporary regulations are removed. The
revisions to the proposed regulations are
discussed in this preamble. Unless other-
wise specifically stated, references to the
temporary regulations are to T.D. 9115.
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General Overview

Section 167 allows as a depreciation de-
duction a reasonable allowance for the ex-
haustion, wear, and tear of property used
in a trade or business or held for the pro-
duction of income. The depreciation al-
lowable for depreciable tangible property
placed in service after 1986 generally is
determined under section 168. Section
1001 generally provides for the recogni-
tion of gain or loss on the sale or exchange
of property. Under section 1031(a)(1), no
gain or loss is recognized on an exchange
of property held for productive use in a
trade or business or for investment if the
property is exchanged solely for property
of like kind that is to be held either for
productive use in a trade or business or
for investment. Section 1031(b) provides
that if an exchange would be within the
provision of section 1031(a) were it not
for the fact that the property received in
the exchange consists not only of prop-
erty permitted to be received in such an
exchange, but also of other property or
money, then the gain, if any, to the recip-
ient shall be recognized, but in an amount
not in excess of the sum of such money and
the fair market value of such other prop-
erty. Under section 1031(c), no loss from
a transaction that also involves other prop-
erty or money is recognized. Under sec-
tion 1031(d), the basis of property acquired
in an exchange described in section 1031 is
the same as that of the property exchanged,
decreased by the amount of any money re-
ceived by the taxpayer and increased by
the amount of gain (or decreased by the
amount of loss) that was recognized on
such exchange.

Section 1033(a)(1) provides that if
property (as a result of its destruction in
whole or in part, theft, seizure, or req-
uisition or condemnation or threat or
imminence thereof) is compulsorily or in-
voluntarily converted into property similar
or related in service or use to the prop-
erty so converted, no gain is recognized.
Under section 1033(b)(1), the basis of
property acquired by the taxpayer in such
a transaction is the basis of the converted
property. Under section 1033(a)(2)(A), if
property is compulsorily or involuntarily
converted into money or into property not
similar or related in service or use to the
converted property, and, within the time
frame described in section 1033(a)(2)(B),
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the taxpayer purchases other property that
is related in service or use to the converted
property or purchases stock in the acqui-
sition of control of a corporation owning
such property, then the taxpayer may elect
to recognize gain only to the extent that
the amount realized upon such conversion
exceeds the cost of such other property
or stock. Under section 1033(b)(2), if
such an election is made, the basis of the
replacement property acquired by the tax-
payer generally is the cost of that property
decreased by any gain not recognized by
reason of section 1033(a)(2).

Summary of Comments and
Explanation of Provisions

Scope

In general, the final regulations adopt
the rules outlined in the proposed and
temporary regulations with the addition of
some clarifying language and examples
provided in response to comments. The
temporary regulations provided guidance
as to how to determine the annual de-
preciation allowance under section 168
for replacement property acquired in a
like-kind exchange or involuntary conver-
sion. However, the temporary regulations
did not apply to a like-kind exchange or
involuntary conversion if the allowance
for depreciation of either the relinquished
or replacement property is computed
under a depreciation system other than
section 168 (MACRS), or for which a tax-
payer made a valid election under section
168(f)(1) to exclude it from the applica-
tion of MACRS. A commentator requested
that the final regulations apply to all prop-
erty acquired in a like-kind exchange or
involuntary conversion. However, it is an-
ticipated that the vast majority of like-kind
exchanges and involuntary conversions
occurring after the effective date of the
final regulations will involve the exchange
of MACRS property. In addition, there are
differences between MACRS and other
depreciation systems which would require
the creation of additional rules which
would only apply in a limited number of
circumstances. Furthermore, certain types
of property are statutorily excluded from
being treated as MACRS property. There-
fore, the final regulations do not adopt the
commentator’s suggestion. However, the
final regulations allow a taxpayer to elect
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to treat the sum of the exchanged basis
and excess basis of the replacement prop-
erty as MACRS property that is placed
in service at the time of replacement if
the tangible depreciable property acquired
by a taxpayer in a like-kind exchange or
involuntary conversion replaces tangible
depreciable property for which the tax-
payer made a valid election under section
168(f)(1) to exclude it from the application
of MACRS. For example, a taxpayer that
exchanges a machine depreciated under
the unit of production method for a used
machine may depreciate under MACRS
the sum of the exchanged basis and excess
basis of the used machine (replacement
property) as a machine placed in service
at the time of replacement.

Optional Depreciation Tables

For taxpayers who wish to use the op-
tional depreciation tables to determine the
depreciation allowances for the replace-
ment MACRS property instead of the
formulas (for example, see section 6 of
Rev. Proc. 87-57, 1987-2 C.B. 687, 692),
the final regulations provide guidance on
choosing the applicable optional table as
well as how to modify the calculation for
computing the depreciation allowances
for the replacement MACRS property. A
commentator noted that under the tem-
porary regulations depreciation computed
using the optional tables could be differ-
ent than the depreciation computed using
the formulas and suggested adopting a
different transaction coefficient. The IRS
and Treasury recognize that use of the
optional depreciation tables may result in
a different computation of depreciation.
Nonetheless, the optional depreciation
tables are intended to provide an alterna-
tive method of calculating depreciation
for taxpayers. Furthermore, the transac-
tion coefficient formula provided in the
temporary regulations is consistent with
transaction coefficient formulas provided
in other depreciation guidance. Therefore,
the final regulations retain the rules pro-
vided in the temporary regulations.

Depreciation Convention Provisions
Several comments were received about
the application of the depreciation conven-

tion provisions under the temporary reg-
ulations. In response to these comments,
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several changes were made in the final reg-
ulations. Section 1.168(i)—6(c)(5)(ii)(A)
was added in order to provide an expla-
nation of the applicable convention sepa-
rate from the explanation of the rule for
determining the remaining recovery pe-
riod for the replacement MACRS prop-
erty. Section 1.168(i)-6(c)(4)(v) specifi-
cally addresses the convention that applies
to the exchanged basis when the year of
replacement is after the year of disposi-
tion and the relinquished MACRS prop-
erty was placed in service in the year of
disposition. Section 1.168(i)-6(c)(5)(1)(B)
of the final regulations contains a new rule
that provides that if, using the convention
that applies to the relinquished MACRS
property, the remaining recovery period of
the relinquished MACRS property at the
beginning of the year of disposition is less
than the number of months between the
first of that year and the time of dispo-
sition, the entire basis in the relinquished
MACRS property is deductible in the year
of disposition and the exchanged basis is
zero. In light of this new rule, Example
4 of §1.168(1)—-6T(c)(6) of the temporary
regulations has been replaced by Example
5 of §1.168(i)-6(c)(6).

Deferred Exchanges

The temporary regulations did not per-
mit a taxpayer to take depreciation on re-
linquished MACRS property during the
period between the disposition of the relin-
quished MACRS property and the acquisi-
tion of the replacement MACRS property.
A comment was received which noted that
under the half-year convention if relin-
quished MACRS property is disposed of
in year 1 and the replacement MACRS
property is not acquired until year 2, the
taxpayer would only be entitled to deduct
a half-year of depreciation in each year.
The IRS and Treasury Department recog-
nize that this result could occur under the
convention rules. However, similar re-
sults occur when property is disposed of
and replaced in a transaction to which sec-
tion 1031 or section 1033 do not apply.
In addition, the IRS and Treasury Depart-
ment believe that a taxpayer cannot de-
preciate property the taxpayer does not
own. Therefore, the final regulations re-
tain the rule provided in the temporary reg-
ulations with respect to this issue. The fi-
nal regulations reserve on providing spe-
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cific guidance as to whether an intermedi-
ary (such as an exchange accommodation
titleholder) is entitled to depreciation.

Acquisition Prior to Disposition for an
Involuntary Conversion

The temporary regulations allowed
taxpayers to begin depreciating replace-
ment property upon acquisition even if the
acquisition occurs prior the disposition
of the relinquished property if the re-
placement property is acquired to meet the
requirements of section 1033(a)(2)(B) (ac-
quisition under threat of condemnation).
However, the temporary regulations also
required taxpayers to include in taxable
income any excess depreciation allowable
on the unadjusted depreciable basis of the
replacement MACRS property over the
depreciation allowable on the excess basis
of the replacement MACRS property from
the date the replacement MACRS prop-
erty was placed in service by the taxpayer
to the time of disposition of the relin-
quished MACRS property. A comment
was received suggesting that taxpayers be
permitted to reduce the exchanged basis of
the replacement property by the excess de-
preciation rather than requiring a taxpayer
to recognize the excess depreciation as
taxable income. This suggestion was not
adopted in the final regulations because it
would have the effect of inappropriately
accelerating depreciation deductions for
the replacement property.

Exchanges of Multiple Properties

The determination of the basis of prop-
erty acquired in a like-kind exchange in-
volving multiple properties is described in
§1.1031(j)-1 and the determination of the
basis of multiple properties acquired as a
result of an involuntary conversion is de-
scribed in §1.1033(b)-1. Commentators
requested examples to show how the tem-
porary regulations apply to the deprecia-
tion treatment of a like-kind exchange or
an involuntary conversion involving mul-
tiple properties. Other commentators sug-
gested that taxpayers be permitted to use
any reasonable, consistent method of al-
locating basis among the properties. The
IRS and Treasury Department believe that
these comments concern the allocation of
basis principles under sections 1031 and
1033, rather than the depreciation rules
under section 168. Once basis in prop-
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erty is determined or allocated under sec-
tion 1031 or section 1033, these final reg-
ulations would then apply for determin-
ing the depreciation allowable with respect
to such basis. The IRS and Treasury De-
partment believe that issues related to al-
location of basis among multiple proper-
ties involved in like-kind exchanges or in-
voluntary conversions for purposes of de-
preciation are beyond the scope of the fi-
nal regulations. Therefore the final regu-
lations do not address these issues. How-
ever, the IRS and Treasury Department in-
tend to invite interested parties to submit
written comments regarding whether ad-
ditional published guidance is needed in
this area, and to invite written comments
that specifically propose or address possi-
ble resolutions to these issues.

Transactions Involving Nondepreciable
Property

A commentator requested guidance as
to how depreciation is calculated if the
relinquished property was only partially
used for business purposes. In response
to this comment, the final regulations pro-
vide an example to show how depreciation
is calculated on replacement property re-
ceived in exchange for property that was
used only partially for business purposes
(see Example 2 in §1.168(1)-6(d)(3)(iii)).

General Asset Accounts

Under the temporary regulations, gen-
eral asset account treatment terminates
for the relinquished MACRS property as
of the first day of the year of disposition.
Because this rule would require taxpayers
to track each property in a general asset
account, the IRS and Treasury Department
requested comments on alternative meth-
ods to account for a like-kind exchange or
involuntary conversion involving MACRS
property contained in a general asset ac-
count when the replacement MACRS
property has a longer recovery period
or less accelerated depreciation method
than the relinquished MACRS property or
when the basis of the general asset account
would change as a result of the like-kind
exchange or involuntary conversion. No
comments were received on this rule and
no alternatives were suggested. Therefore,
the regulations are adopted as proposed.
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Effective Date

These final regulations generally apply
to a like-kind exchange or an involuntary
conversion of MACRS property for which
the time of disposition and the time of re-
placement both occur after February 27,
2004. For a like-kind exchange or an in-
voluntary conversion of MACRS property
for which the time of disposition, the time
of replacement, or both occur on or be-
fore February 27, 2004, a taxpayer may ap-
ply these final regulations or rely on prior
guidance issued by the IRS.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in Executive Order
12866. Therefore, a regulatory assessment
is not required. It also has been deter-
mined that section 553(b) of the Admin-
istrative Procedure Act (5 U.S.C. chapter
5) does not apply to these regulations and,
because these regulations do not impose a
collection of information requirement on
small entities, the Regulatory Flexibility
Act (5 U.S.C. chapter 6) does not apply.
Therefore, a Regulatory Flexibility Anal-
ysis is not required. Pursuant to section
7805(f) of the Code, the notice of proposed
rulemaking preceding these final regula-
tions was submitted to the Chief Counsel
for Advocacy of the Small Business Ad-
ministration for comment on its impact on
small business.

Drafting Information

The principal author of these regula-
tions is Patrick S. Kirwan, Office of the
Associate Chief Counsel (Passthroughs
and Special Industries). However, other
personnel from the IRS and Treasury
Department participated in their develop-
ment.

k ock ok sk ook

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:
Authority: 26 U.S.C. 7805 * * *
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Par. 2.  Sections 1.168(a)-1 and
1.168(b)—-1 are added to read as follows:

§1.168(a)-1 Modified accelerated cost
recovery system.

(a) Section 168 determines the depreci-
ation allowance for tangible property that
is of a character subject to the allowance
for depreciation provided in section 167(a)
and that is placed in service after Decem-
ber 31, 1986 (or after July 31, 1986, if
the taxpayer made an election under sec-
tion 203(a)(1)(B) of the Tax Reform Act
of 1986; 100 Stat. 2143). Except for prop-
erty excluded from the application of sec-
tion 168 as a result of section 168(f) or
as a result of a transitional rule, the pro-
visions of section 168 are mandatory for
all eligible property. The allowance for
depreciation under section 168 constitutes
the amount of depreciation allowable un-
der section 167(a). The determination of
whether tangible property is property of a
character subject to the allowance for de-
preciation is made under section 167 and
the regulations under section 167.

(b) This section is applicable on and
after February 27, 2004.

§1.168(b)—1 Definitions.

(a) Definitions. For purposes of section
168 and the regulations under section 168,
the following definitions apply:

(1) Depreciable property is property
that is of a character subject to the al-
lowance for depreciation as determined
under section 167 and the regulations un-
der section 167.

(2) MACRS property is tangible, depre-
ciable property that is placed in service af-
ter December 31, 1986 (or after July 31,
1986, if the taxpayer made an election un-
der section 203(a)(1)(B) of the Tax Reform
Actof 1986; 100 Stat. 2143) and subject to
section 168, except for property excluded
from the application of section 168 as a re-
sult of section 168(f) or as a result of a tran-
sitional rule.

(3) Unadjusted depreciable basis is the
basis of property for purposes of section
1011 without regard to any adjustments de-
scribed in section 1016(a)(2) and (3). This
basis reflects the reduction in basis for the
percentage of the taxpayer’s use of prop-
erty for the taxable year other than in the
taxpayer’s trade or business (or for the pro-
duction of income), for any portion of the
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basis the taxpayer properly elects to treat
as an expense under section 179, section
179C, or any similar provision, and for any
adjustments to basis provided by other pro-
visions of the Internal Revenue Code and
the regulations under the Code (other than
section 1016(a)(2) and (3)) (for example,
a reduction in basis by the amount of the
disabled access credit pursuant to section
44(d)(7)). For property subject to a lease,
see section 167(c)(2).

(4) Adjusted depreciable basis is the
unadjusted depreciable basis of the prop-
erty, as defined in §1.168(b)-1(a)(3),
less the adjustments described in section
1016(a)(2) and (3).

(b) Effective date. This section is appli-
cable on or after February 27, 2004.

§§1.168(a)-1T and 1.168(b)-1T
[Removed]

Par. 3. Sections 1.168(a)-1T and
1.168(b)-1T are removed.

Par. 4. Section 1.168(d)-1 is amended
by revising the section heading and para-
graphs (b)(3) and (d)(3) to read as follows:

§1.168(d)-1 Applicable
conventions—half-year and mid-quarter
conventions.

kock ok ok ock

(b) * * *

(3) Property placed in service and dis-
posed of in the same taxable year. (i) Un-
der section 168(d)(3)(B)(ii), the deprecia-
ble basis of property placed in service and
disposed of in the same taxable year is not
taken into account in determining whether
the 40-percent test is satisfied. However,
the depreciable basis of property placed
in service, disposed of, subsequently reac-
quired, and again placed in service, by the
taxpayer in the same taxable year must be
taken into account in applying the 40-per-
cent test, but the basis of the property is
only taken into account on the later of the
dates that the property is placed in service
by the taxpayer during the taxable year.
Further, see §§1.168(1)-6(c)(4)(v)(B) and
1.168(1)-6(f) for rules relating to property
placed in service and exchanged or invol-
untarily converted during the same taxable
year.

(ii) The applicable convention, as de-
termined under this section, applies to
all depreciable property (except nonres-
idential real property, residential rental
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property, and any railroad grading or
tunnel bore) placed in service by the
taxpayer during the taxable year, ex-
cluding property placed in service and
disposed of in the same taxable year.
However, see §§1.168(1)-6(c)(4)(v)(A)
and 1.168(i)-6(f) for rules relating to
MACRS property that has a basis deter-
mined under section 1031(d) or section
1033(b). No depreciation deduction is
allowed for property placed in service
and disposed of during the same taxable
year. However, see §1.168(k)-1(f)(1)
for rules relating to qualified property
or 50-percent bonus depreciation prop-
erty, and §1.1400L(b)-1(f)(1) for rules
relating to qualified New York Liberty
Zone property, that is placed in service by
the taxpayer in the same taxable year in
which either a partnership is terminated as
a result of a technical termination under
section 708(b)(1)(B) or the property is
transferred in a transaction described in
section 168(i)(7).

k ok ok ok ook

(d) * * *

(3) Like-kind exchanges and involun-
tary conversions. The last sentence in
paragraph (b)(3)(i) and the second sen-
tence in paragraph (b)(3)(ii) of this sec-
tion apply to exchanges to which section
1031 applies, and involuntary conversions
to which section 1033 applies, of MACRS
property for which the time of disposition
and the time of replacement both occur af-
ter February 27, 2004.

§1.168(d)-1T [Removed]

Par. 5.
moved.

Par. 6. Section 1.168(i1)-0 is amended
as follows:

1. The entries for §1.168(1)-1(d)(2),
©G)®, ©3)W), (e)3)(vi), (D), (H(1),
®©2), (H(2)(1), (1), (§), and (1) are revised.

2. The entries for §1.168(i)-1(1)(1),
M(2), and (1)(3) are added.

The revisions and additions read as fol-
lows:

Section 1.168(d)-1T is re-

§1.168(i)-0 Table of contents for the
general asset account rules.

k ok ok ok ook

§1.168(i)—1 General asset accounts.

k ok ok ok ook
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(2) Special rule for passenger automo-
biles.
F ok ok sk ook

(C) k ok ok

(1) In general.

F ok ok sk ok

(v) Transactions subject to section 1031
or 1033.
(vi) Anti-abuse rule.

d ok ok sk ok

(f) Assets generating foreign source in-
come.

(1) In general.

(2) Source of ordinary income, gain, or
loss.

(1) Source determined by allocation and
apportionment of depreciation allowed.
K sk ok ok ok

(1) Identification of disposed or con-
verted asset.

(j) Effect of adjustments on prior dispo-
sitions.
K sk ok ok sk

(1) Effective date.

(1) In general.

(2) Exceptions.

(3) Like-kind exchanges and involun-
tary conversions.

§1.168(1)—0T [Removed]

Par. 7. Section 1.168(i)-0T is removed.

Par. 8. Section 1.168(i)-1 is amended
as follows:

1. Paragraphs (d)(2), (e)(3)(i),
©G)EBIE),  @©@C)(V), (e)B)(vi),
(HD), (H(2)(D), (@), (), (D(1), and (1)(3) are
revised.

2. The first sentence in paragraph
1)(2)(i1)(B) is amended by removing the
language ‘“as modified by Rev. Proc.
2004-11, 2004-1 C.B. 311”.

The revisions read as follows:

§1.168(i)—1 General asset accounts.

sk ok ok ok

(d) * * *

(2) Special rule for passenger automo-
biles. For purposes of applying section
280F(a), the depreciation allowance for
a general asset account established for
passenger automobiles is limited for each
taxable year to the amount prescribed in
section 280F(a) multiplied by the excess
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of the number of automobiles originally
included in the account over the number of
automobiles disposed of during the taxable
year or in any prior taxable year in a trans-
action described in paragraph (e)(3)(iii)
(disposition of an asset in a qualifying dis-
position), (e)(3)(iv) (transactions subject
to section 168(i)(7)), (e)(3)(v) (transac-
tions subject to section 1031 or 1033),
(e)(3)(vi) (anti-abuse rule), (g) (assets
subject to recapture), or (h)(1) (conversion
to personal use) of this section.

(e) * * *

(3) * * *

(1) In general. This paragraph (e)(3)
provides the rules for terminating general
asset account treatment upon certain dis-
positions. While the rules under para-
graphs (e)(3)(ii) and (iii) of this section are
optional rules, the rules under paragraphs
()(3)(iv), (v), and (vi) of this section are
mandatory rules. A taxpayer applies para-
graph (e)(3)(ii) or (iii) of this section by re-
porting the gain, loss, or other deduction
on the taxpayer’s timely filed Federal in-
come tax return (including extensions) for
the taxable year in which the disposition
occurs. For purposes of applying para-
graph (e)(3)(iii) through (vi) of this sec-
tion, see paragraph (i) of this section for
identifying the unadjusted depreciable ba-
sis of a disposed asset.

ok ok ok sk

(iii) * * *

(4) A transaction, other than a trans-
action described in paragraphs (e)(3)(iv)
(pertaining to transactions subject to sec-
tion 168(i)(7)) and (e)(3)(v) (pertaining
to transactions subject to section 1031
or 1033) of this section, to which a non-
recognition section of the Code applies
(determined without regard to this sec-
tion).
kosk ok ok sk

(v) Transactions subject to section
1031 or section 1033—(A) Like-kind ex-
change or involuntary conversion of all
assets remaining in a general asset ac-
count. If all the assets, or the last asset,
in a general asset account are transferred
by a taxpayer in a like-kind exchange (as
defined under §1.168-6(b)(11)) or in an
involuntary conversion (as defined under
§1.168-6(b)(12)), the taxpayer must ap-
ply this paragraph (e)(3)(v)(A) (instead
of applying paragraph (e)(2), (e)(3)(ii),
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or (e)(3)(iii) of this section). Under this
paragraph (e)(3)(v)(A), the general as-
set account terminates as of the first day
of the year of disposition (as defined in
§1.168(1)-6(b)(5)) and—

(1) The amount of gain or loss for the
general asset account is determined under
section 1001(a) by taking into account the
adjusted depreciable basis of the general
asset account at the time of disposition
(as defined in §1.168(i)-6(b)(3)). The
depreciation allowance for the general
asset account in the year of disposition
is determined in the same manner as
the depreciation allowance for the relin-
quished MACRS property (as defined in
§1.168(1)-6(b)(2)) in the year of dispo-
sition is determined under §1.168()-6.
The recognition and character of gain or
loss are determined in accordance with
paragraph (e)(3)(ii)(A) of this section
(notwithstanding that paragraph (e)(3)(ii)
of this section is an optional rule); and

(2) The adjusted depreciable basis of
the general asset account at the time of dis-
position is treated as the adjusted depre-
ciable basis of the relinquished MACRS
property.

(B) Like-kind exchange or involuntary
conversion of less than all assets remain-
ing in a general asset account. If an asset
in a general asset account is transferred
by a taxpayer in a like-kind exchange or
in an involuntary conversion and if para-
graph (e)(3)(v)(A) of this section does
not apply to this asset, the taxpayer must
apply this paragraph (e)(3)(v)(B) (instead
of applying paragraph (e)(2), (e)(3)(ii), or
(e)(3)(iii) of this section). Under this para-
graph (e)(3)(v)(B), general asset account
treatment for the asset terminates as of
the first day of the year of disposition (as
defined in §1.168(1)-6(b)(5)), and—

(1) The amount of gain or loss for the
asset is determined by taking into account
the asset’s adjusted basis at the time of dis-
position (as defined in §1.168(1)—6(b)(3)).
The adjusted basis of the asset at the
time of disposition equals the unadjusted
depreciable basis of the asset less the de-
preciation allowed or allowable for the
asset, computed by using the depreciation
method, recovery period, and convention
applicable to the general asset account in
which the asset was included. The depreci-
ation allowance for the asset in the year of
disposition is determined in the same man-
ner as the depreciation allowance for the
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relinquished MACRS property (as defined
in §1.168(i)-6(b)(2)) in the year of dis-
position is determined under §1.168(1)-6.
The recognition and character of the gain
or loss are determined in accordance with
paragraph (e)(3)(iii))(A) of this section
(notwithstanding that paragraph (e)(3)(iii)
of this section is an optional rule); and

(2) As of the first day of the year of dis-
position, the taxpayer must remove the re-
linquished asset from the general asset ac-
count and make the adjustments to the gen-
eral asset account described in paragraph
(e)(3)(1i1)(C)(2) through (4) of this section.

(vi) Anti-abuse rule—(A) In general.
If an asset in a general asset account is
disposed of by a taxpayer in a transaction
described in paragraph (e)(3)(vi)(B) of
this section, general asset account treat-
ment for the asset terminates as of the
first day of the taxable year in which the
disposition occurs.  Consequently, the
taxpayer must determine the amount of
gain, loss, or other deduction attribut-
able to the disposition in the manner de-
scribed in paragraph (e)(3)(iii)(A) of this
section (notwithstanding that paragraph
(e)(3)(iii)(A) of this section is an optional
rule) and must make the adjustments to the
general asset account described in para-
graph (e)(3)(iii)(C)(/) through (4) of this
section.

(B) Abusive transactions. A transaction
is described in this paragraph (e)(3)(vi)(B)
if the transaction is not described in para-
graph (e)(3)(iv) or (e)(3)(v) of this sec-
tion and the transaction is entered into, or
made, with a principal purpose of achiev-
ing a tax benefit or result that would not
be available absent an election under this
section. Examples of these types of trans-
actions include—

(1) A transaction entered into with a
principal purpose of shifting income or de-
ductions among taxpayers in a manner that
would not be possible absent an election
under this section in order to take advan-
tage of differing effective tax rates among
the taxpayers; or

(2) An election made under this section
with a principal purpose of disposing of an
asset from a general asset account in or-
der to utilize an expiring net operating loss
or credit. The fact that a taxpayer with a
net operating loss carryover or a credit car-
ryover transfers an asset to a related per-
son or transfers an asset pursuant to an ar-
rangement where the asset continues to be
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used (or is available for use) by the tax-
payer pursuant to a lease (or otherwise) in-
dicates, absent strong evidence to the con-
trary, that the transaction is described in
this paragraph (e)(3)(vi)(B).

(f) k sk ok

(1) In general. This paragraph (f) pro-
vides the rules for determining the source
of any income, gain, or loss recognized,
and the appropriate section 904(d) separate
limitation category or categories for any
foreign source income, gain, or loss recog-
nized, on a disposition (within the meaning
of paragraph (e)(1) of this section) of an as-
set in a general asset account that consists
of assets generating both United States and
foreign source income. These rules apply
only to a disposition to which paragraph
(e)(2) (general disposition rules), (e)(3)(ii)
(disposition of all assets remaining in a
general asset account), (e)(3)(iii) (disposi-
tion of an asset in a qualifying disposition),
(e)(3)(v) (transactions subject to section
1031 or 1033), or (e)(3)(vi) (anti-abuse
rule) of this section applies.

(2) * % *

(1) Source determined by allocation and
apportionment of depreciation allowed.
The amount of any ordinary income, gain,
or loss that is recognized on the disposition
of an asset in a general asset account must
be apportioned between United States and
foreign sources based on the allocation
and apportionment of the—

(A) Depreciation allowed for the gen-
eral asset account as of the end of the tax-
able year in which the disposition occurs
if paragraph (e)(2) of this section applies
to the disposition;

(B) Depreciation allowed for the gen-
eral asset account as of the time of dis-
position if the taxpayer applies paragraph
(e)(3)(ii) of this section to the disposition
of all assets, or the last asset, in the general
asset account, or if all the assets, or the last
asset, in the general asset account are dis-
posed of in a transaction described in para-
graph (e)(3)(v)(A) of this section; or

(C) Depreciation allowed for the dis-
posed asset for only the taxable year in
which the disposition occurs if the tax-
payer applies paragraph (e)(3)(iii) of this
section to the disposition of the asset in a
qualifying disposition, if the asset is dis-
posed of in a transaction described in para-
graph (e)(3)(v)(B) of this section (like-
kind exchange or involuntary conversion),
or if the asset is disposed in a transaction
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described in paragraph (e)(3)(vi) of this
section (anti-abuse rule).

kok ok ok ook

(i) * * * A taxpayer may use any rea-
sonable method that is consistently applied
to the taxpayer’s general asset accounts
for purposes of determining the unadjusted
depreciable basis of a disposed or con-
verted asset in a transaction described in
paragraph (e)(3)(iii) (disposition of an as-
set in a qualifying disposition), (e)(3)(iv)
(transactions subject to section 168(i)(7)),
(e)(3)(v) (transactions subject to section
1031 or 1033), (e)(3)(vi) (anti-abuse rule),
(g) (assets subject to recapture), or (h)(1)
(conversion to personal use) of this sec-
tion.

() Effect of adjustments on prior dis-
positions. The adjustments to a general
asset account under paragraph (e)(3)(iii),
©3)av), (@)3)(v), (e)(3)(vi), (g), or
(h)(1) of this section have no effect on the
recognition and character of prior dispo-
sitions subject to paragraph (e)(2) of this
section.

kosk ok sk ok

(1) * * *

(1) In general. Except as provided in
paragraphs (1)(2) and (1)(3) of this section,
this section applies to depreciable assets
placed in service in taxable years ending
on or after October 11, 1994. For depre-
ciable assets placed in service after De-
cember 31, 1986, in taxable years end-
ing before October 11, 1994, the Internal
Revenue Service will allow any reasonable
method that is consistently applied to the
taxpayer’s general asset accounts.

k ok ok ok ook

(3) Like-kind exchanges and invol-
untary conversions.  This section ap-
plies for an asset transferred by a tax-
payer in a like-kind exchange (as de-
fined under §1.168-6(b)(11)) or in an
involuntary conversion (as defined under
§1.168-6(b)(12)) for which the time of dis-
position (as defined in §1.168(i)-6(b)(3))
and the time of replacement (as defined in
§1.168(1)-6(b)(4)) both occur after Febru-
ary 27, 2004. For an asset transferred by a
taxpayer in a like-kind exchange or in an
involuntary conversion for which the time
of disposition, the time of replacement, or
both occur on or before February 27, 2004,
see §1.168(i)-1 in effect prior to Febru-
ary 27, 2004 (§1.168(i)—1 as contained in
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26 CFR part 1 edition revised as of April
1, 2003).

§1.168(i)-1T [Removed]

Par. 9. Section 1.168(i)-1T is removed.
Par. 10. Section 1.168(i)-5 is added to
read as follows:

§1.168(i)-5 Table of contents.

This section lists the major paragraphs
contained in §1.168(1)-6.

§1.168(i)-6 Like-kind exchanges and
involuntary conversions.

(a) Scope.

(b) Definitions.

(1) Replacement MACRS property.

(2) Relinquished MACRS property.

(3) Time of disposition.

(4) Time of replacement.

(5) Year of disposition.

(6) Year of replacement.

(7) Exchanged basis.

(8) Excess basis.

(9) Depreciable exchanged basis.

(10) Depreciable excess basis.

(11) Like-kind exchange.

(12) Involuntary conversion.

(c) Determination of depreciation al-
lowance.

(1) Computation of the depreciation al-
lowance for depreciable exchanged basis
beginning in the year of replacement.

(1) In general.

(i1) Applicable recovery period, depre-
ciation method, and convention.

(2) Effect of depreciation treatment of
the replacement MACRS property by pre-
vious owners of the acquired property.

(3) Recovery period and/or deprecia-
tion method of the properties are the same,
or both are not the same.

(1) In general.

(i) Both the recovery period and the
depreciation method are the same.

(iii) Either the recovery period or the
depreciation method is the same, or both
are not the same.

(4) Recovery period or depreciation
method of the properties is not the same.

(i) Longer recovery period.

(ii) Shorter recovery period.

(iii)) Less accelerated depreciation
method.

(iv) More accelerated depreciation
method.
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(v) Convention.

(A) Either the relinquished MACRS
property or the replacement MACRS
property is mid-month property.

(B) Neither the relinquished MACRS
property nor the replacement MACRS
property is mid-month property.

(5) Year of disposition and year of re-
placement.

(1) Relinquished MACRS property.

(A) General rule.

(B) Special rule.

(i1) Replacement MACRS property.

(A) Remaining recovery period of the
replacement MACRS property.

(B) Year of replacement is 12 months.

(iii) Year of disposition or year of re-
placement is less than 12 months.

(iv) Deferred transactions.

(A) In general.

(B) Allowable depreciation for a quali-
fied intermediary.

(v) Remaining recovery period.

(6) Examples.

(d) Special rules for determining depre-
ciation allowances.

(1) Excess basis.

(1) In general.

(i) Example.

(2) Depreciable and nondepreciable
property.

(3) Depreciation limitations for auto-
mobiles.

(1) In general.

(i1) Order in which limitations on depre-
ciation under section 280F(a) are applied.

(iii) Examples.

(4) Involuntary conversion for which
the replacement MACRS property is ac-
quired and placed in service before dispo-
sition of relinquished MACRS property.

(e) Use of optional depreciation tables.

(1) Taxpayer not bound by prior use of
table.

(2) Determination of the depreciation
deduction.

(i) Relinquished MACRS property.

(i1) Replacement MACRS property.

(A) Determination of the appropriate
optional depreciation table.

(B) Calculating the depreciation deduc-
tion for the replacement MACRS property.

(iii) Unrecovered basis.

(3) Excess basis.

(4) Examples.

(f) Mid-quarter convention.

(1) Exchanged basis.

(2) Excess basis.

851

(3) Depreciable property acquired for
nondepreciable property.

(g) Section 179 election.

(h) Additional first year depreciation
deduction.

(i) Elections.

(1) Election not to apply this section.

(2) Election to treat certain replacement
property as MACRS property.

(j) Time and manner of making election
under paragraph (i)(1) of this section.

(1) In general.

(2) Time for making election.

(3) Manner of making election.

(4) Revocation.

(k) Effective date.

(1) In general.

(2) Application to pre-effective date
like-kind exchanges and involuntary con-
versions.

(3) Like-kind exchanges and involun-
tary conversions where the taxpayer made
the election under section 168(f)(1) for the
relinquished property.

§1.168(i))-5T [Removed]

Par. 11.
moved.

Par. 12. Section 1.168(i)-6 is added to
read as follows:

Section 1.168(1)-5T is re-

§1.168(i)—6 Like-kind exchanges and
involuntary conversions.

(a) Scope. This section provides the
rules for determining the depreciation al-
lowance for MACRS property acquired
in a like-kind exchange or an involun-
tary conversion, including a like-kind
exchange or an involuntary conversion
of MACRS property that is exchanged or
replaced with other MACRS property in a
transaction between members of the same
affiliated group. The allowance for depre-
ciation under this section constitutes the
amount of depreciation allowable under
section 167(a) for the year of replacement
and any subsequent taxable year for the
replacement MACRS property and for
the year of disposition of the relinquished
MACRS property. The provisions of this
section apply only to MACRS property to
which §1.168(h)-1 (like-kind exchanges
of tax-exempt use property) does not ap-
ply. Additionally, paragraphs (c) through
(f) of this section apply only to MACRS
property for which an election under para-
graph (i) of this section has not been made.

April 2, 2007



(b) Definitions. For purposes of this
section, the following definitions apply:

(1) Replacement MACRS property
is MACRS property (as defined in
§1.168(b)-1(a)(2)) in the hands of the
acquiring taxpayer that is acquired for
other MACRS property in a like-kind ex-
change or an involuntary conversion.

(2) Relinquished MACRS property is
MACRS property that is transferred by the
taxpayer in a like-kind exchange, or in an
involuntary conversion.

(3) Time of disposition is when the
disposition of the relinquished MACRS
property takes place under the convention,
as determined under §1.168(d)-1, that ap-
plies to the relinquished MACRS property.

(4) Time of replacement is the later of—

(i) When the replacement MACRS
property is placed in service under the
convention, as determined under this
section, that applies to the replacement
MACRS property; or

(i1) The time of disposition of the ex-
changed or involuntarily converted prop-
erty.

(5) Year of disposition is the taxable
year that includes the time of disposition.

(6) Year of replacement is the taxable
year that includes the time of replacement.

(7) Exchanged basis is determined af-
ter the depreciation deductions for the year
of disposition are determined under para-
graph (c)(5)(i) of this section and is the
lesser of—

(i) The basis in the replacement
MACRS property, as determined under
section 1031(d) and the regulations under
section 1031(d) or section 1033(b) and the
regulations under section 1033(b); or

(i1) The adjusted depreciable basis (as
defined in §1.168(b)—1(a)(4)) of the relin-
quished MACRS property.

(8) Excess basis is any excess of the
basis in the replacement MACRS property,
as determined under section 1031(d) and
the regulations under section 1031(d) or
section 1033(b) and the regulations under
section 1033(b), over the exchanged basis
as determined under paragraph (b)(7) of
this section.

(9) Depreciable exchanged basis is the
exchanged basis as determined under para-
graph (b)(7) of this section reduced by—

(i) The percentage of such basis attrib-
utable to the taxpayer’s use of property
for the taxable year other than in the tax-
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payer’s trade or business (or for the pro-
duction of income); and

(i) Any adjustments to basis provided
by other provisions of the Internal Rev-
enue Code (Code) and the regulations un-
der the Code (including section 1016(a)(2)
and (3), for example, depreciation deduc-
tions in the year of replacement allowable
under section 168(k) or 1400L(b)).

(10) Depreciable excess basis is the ex-
cess basis as determined under paragraph
(b)(8) of this section reduced by—

(i) The percentage of such basis attrib-
utable to the taxpayer’s use of property
for the taxable year other than in the tax-
payer’s trade or business (or for the pro-
duction of income);

(i) Any portion of the basis the tax-
payer properly elects to treat as an expense
under section 179; and

(ii1) Any adjustments to basis provided
by other provisions of the Code and the
regulations under the Code (including sec-
tion 1016(a)(2) and (3), for example, de-
preciation deductions in the year of re-
placement allowable under section 168(k)
or 1400L(b)).

(11) Like-kind exchange is an exchange
of property in a transaction to which sec-
tion 1031(a)(1), (b), or (c) applies.

(12) Involuntary conversion is a trans-
action described in section 1033(a)(1) or
(2) that resulted in the nonrecognition of
any part of the gain realized as the result
of the conversion.

(c) Determination of depreciation al-
lowance—(1) Computation of the de-
preciation allowance for depreciable ex-
changed basis beginning in the year of
replacement—(i) In general. This para-
graph (c) provides rules for determining
the applicable recovery period, the ap-
plicable depreciation method, and the
applicable convention used to determine
the depreciation allowances for the depre-
ciable exchanged basis beginning in the
year of replacement. See paragraph (c)(5)
of this section for rules relating to the com-
putation of the depreciation allowance for
the year of disposition and for the year
of replacement. See paragraph (d)(1) of
this section for rules relating to the com-
putation of the depreciation allowance for
depreciable excess basis. See paragraph
(d)(4) of this section if the replacement
MACRS property is acquired before dis-
position of the relinquished MACRS prop-
erty in a transaction to which section 1033
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applies. See paragraph (e) of this section
for rules relating to the computation of the
depreciation allowance using the optional
depreciation tables.

(i) Applicable recovery period, de-
preciation method, and convention. The
recovery period, depreciation method, and
convention determined under this para-
graph (c) are the only permissible methods
of accounting for MACRS property within
the scope of this section unless the tax-
payer makes the election under paragraph
(i) of this section not to apply this section.

(2) Effect of depreciation treatment
of the replacement MACRS property by
previous owners of the acquired prop-
erty. If replacement MACRS property is
acquired by a taxpayer in a like-kind ex-
change or an involuntary conversion, the
depreciation treatment of the replacement
MACRS property by previous owners
has no effect on the determination of
depreciation allowances for the replace-
ment MACRS property in the hands of
the acquiring taxpayer. For example, a
taxpayer exchanging, in a like-kind ex-
change, MACRS property for property
that was depreciated under section 168
of the Internal Revenue Code of 1954
(ACRS) by the previous owner must use
this section because the replacement prop-
erty will become MACRS property in the
hands of the acquiring taxpayer. In addi-
tion, elections made by previous owners
in determining depreciation allowances
for the replacement MACRS property
have no effect on the acquiring taxpayer.
For example, a taxpayer exchanging, in a
like-kind exchange, MACRS property that
the taxpayer depreciates under the general
depreciation system of section 168(a) for
other MACRS property that the previous
owner elected to depreciate under the al-
ternative depreciation system pursuant to
section 168(g)(7) does not have to con-
tinue using the alternative depreciation
system for the replacement MACRS prop-
erty.

(3) Recovery period and/or depreci-
ation method of the properties are the
same, or both are not the same—i) In
general. For purposes of paragraphs (c)(3)
and (c)(4) of this section in determining
whether the recovery period and the depre-
ciation method prescribed under section
168 for the replacement MACRS property
are the same as the recovery period and
the depreciation method prescribed under
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section 168 for the relinquished MACRS
property, the recovery period and the de-
preciation method for the replacement
MACRS property are considered to be
the recovery period and the depreciation
method that would have applied under sec-
tion 168, taking into account any elections
made by the acquiring taxpayer under
section 168(b)(5) or 168(g)(7), had the re-
placement MACRS property been placed
in service by the acquiring taxpayer at the
same time as the relinquished MACRS
property.

(i) Both the recovery period and the de-
preciation method are the same. If both
the recovery period and the depreciation
method prescribed under section 168 for
the replacement MACRS property are the
same as the recovery period and the depre-
ciation method prescribed under section
168 for the relinquished MACRS prop-
erty, the depreciation allowances for the
replacement MACRS property beginning
in the year of replacement are determined
by using the same recovery period and
depreciation method that were used for
the relinquished MACRS property. Thus,
the replacement MACRS property is de-
preciated over the remaining recovery pe-
riod (taking into account the applicable
convention), and by using the deprecia-
tion method, of the relinquished MACRS
property. Except as provided in paragraph
(c)(5) of this section, the depreciation al-
lowances for the depreciable exchanged
basis for any 12-month taxable year be-
ginning with the year of replacement are
determined by multiplying the depreciable
exchanged basis by the applicable depre-
ciation rate for each taxable year (for fur-
ther guidance, for example, see section 6 of
Rev. Proc. 87-57, 1987-2 C.B. 687, 692,
and §601.601(d)(2)(ii)(b) of this chapter).

(iii) Either the recovery period or the
depreciation method is the same, or both
are not the same. 1If either the recov-
ery period or the depreciation method
prescribed under section 168 for the re-
placement MACRS property is the same
as the recovery period or the depreciation
method prescribed under section 168 for
the relinquished MACRS property, the
depreciation allowances for the depre-
ciable exchanged basis beginning in the
year of replacement are determined us-
ing the recovery period or the depreciation
method that is the same as the relinquished
MACRS property. See paragraph (c)(4) of
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this section to determine the depreciation
allowances when the recovery period or
the depreciation method of the replace-
ment MACRS property is not the same as
that of the relinquished MACRS property.

(4) Recovery period or depreciation
method of the properties is not the same.
If the recovery period prescribed under
section 168 for the replacement MACRS
property (as determined under paragraph
(©)(3)(i) of this section) is not the same
as the recovery period prescribed under
section 168 for the relinquished MACRS
property, the depreciation allowances for
the depreciable exchanged basis beginning
in the year of replacement are determined
under this paragraph (c)(4). Similarly, if
the depreciation method prescribed under
section 168 for the replacement MACRS
property (as determined under paragraph
(©)(3)(i) of this section) is not the same as
the depreciation method prescribed under
section 168 for the relinquished MACRS
property, the depreciation method used to
determine the depreciation allowances for
the depreciable exchanged basis beginning
in the year of replacement is determined
under this paragraph (c)(4).

(1) Longer recovery period. If the re-
covery period prescribed under section
168 for the replacement MACRS property
(as determined under paragraph (c)(3)(i) of
this section) is longer than that prescribed
for the relinquished MACRS property, the
depreciation allowances for the deprecia-
ble exchanged basis beginning in the year
of replacement are determined as though
the replacement MACRS property had
originally been placed in service by the
acquiring taxpayer in the same taxable
year the relinquished MACRS property
was placed in service by the acquiring tax-
payer, but using the longer recovery period
of the replacement MACRS property (as
determined under paragraph (c)(3)(i) of
this section) and the convention deter-
mined under paragraph (c)(4)(v) of this
section. Thus, the depreciable exchanged
basis is depreciated over the remaining
recovery period (taking into account the
applicable convention) of the replacement
MACRS property.

(ii) Shorter recovery period. If the
recovery period prescribed under section
168 for the replacement MACRS property
(as determined under paragraph (c)(3)(i)
of this section) is shorter than that of the
relinquished MACRS property, the de-
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preciation allowances for the depreciable
exchanged basis beginning in the year
of replacement are determined using the
same recovery period as that of the re-
linquished MACRS property. Thus, the
depreciable exchanged basis is depreciated
over the remaining recovery period (taking
into account the applicable convention) of
the relinquished MACRS property.

(iii)) Less accelerated depreciation
method—(A) If the depreciation method
prescribed under section 168 for the re-
placement MACRS property (as deter-
mined under paragraph (c)(3)(i) of this
section) is less accelerated than that of the
relinquished MACRS property at the time
of disposition, the depreciation allowances
for the depreciable exchanged basis begin-
ning in the year of replacement are deter-
mined as though the replacement MACRS
property had originally been placed in ser-
vice by the acquiring taxpayer at the same
time the relinquished MACRS property
was placed in service by the acquiring
taxpayer, but using the less accelerated de-
preciation method. Thus, the depreciable
exchanged basis is depreciated using the
less accelerated depreciation method.

(B) Except as provided in paragraph
(c)(5) of this section, the depreciation al-
lowances for the depreciable exchanged
basis for any 12-month taxable year be-
ginning in the year of replacement are
determined by multiplying the adjusted
depreciable basis by the applicable de-
preciation rate for each taxable year. If,
for example, the depreciation method of
the replacement MACRS property in the
year of replacement is the 150-percent
declining balance method and the depreci-
ation method of the relinquished MACRS
property in the year of replacement is the
200-percent declining balance method,
and neither method had been switched
to the straight line method in the year of
replacement or any prior taxable year, the
applicable depreciation rate for the year of
replacement and subsequent taxable years
is determined by using the depreciation
rate of the replacement MACRS property
as if the replacement MACRS property
was placed in service by the acquiring
taxpayer at the same time the relinquished
MACRS property was placed in service by
the acquiring taxpayer, until the 150-per-
cent declining balance method has been
switched to the straight line method. If,
for example, the depreciation method of
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the replacement MACRS property is the
straight line method, the applicable de-
preciation rate for the year of replacement
is determined by using the remaining re-
covery period at the beginning of the year
of disposition (as determined under this
paragraph (c)(4) and taking into account
the applicable convention).

(iv) More accelerated depreciation
method—(A) If the depreciation method
prescribed under section 168 for the re-
placement MACRS property (as deter-
mined under paragraph (c)(3)(i) of this
section) is more accelerated than that of
the relinquished MACRS property at the
time of disposition, the depreciation al-
lowances for the replacement MACRS
property beginning in the year of re-
placement are determined using the same
depreciation method as the relinquished
MACRS property.

(B) Except as provided in paragraph
(c)(5) of this section, the depreciation al-
lowances for the depreciable exchanged
basis for any 12-month taxable year be-
ginning in the year of replacement are
determined by multiplying the adjusted
depreciable basis by the applicable de-
preciation rate for each taxable year. If,
for example, the depreciation method of
the relinquished MACRS property in the
year of replacement is the 150-percent
declining balance method and the depreci-
ation method of the replacement MACRS
property in the year of replacement is the
200-percent declining balance method,
and neither method had been switched
to the straight line method in the year of
replacement or any prior taxable year, the
applicable depreciation rate for the year of
replacement and subsequent taxable years
is the same depreciation rate that applied
to the relinquished MACRS property in
the year of replacement, until the 150-per-
cent declining balance method has been
switched to the straight line method. If,
for example, the depreciation method is
the straight line method, the applicable de-
preciation rate for the year of replacement
is determined by using the remaining re-
covery period at the beginning of the year
of disposition (as determined under this
paragraph (c)(4) and taking into account
the applicable convention).

(v) Convention. The applicable con-
vention for the exchanged basis is deter-
mined under this paragraph (c)(4)(v).
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(A) Either the relinquished MACRS
property or the replacement MACRS
property is mid-month property. If ei-
ther the relinquished MACRS property
or the replacement MACRS property is
property for which the applicable conven-
tion (as determined under section 168(d))
is the mid-month convention, the ex-
changed basis must be depreciated using
the mid-month convention.

(B) Neither the relinquished MACRS
property nor the replacement MACRS
property is mid-month property. If neither
the relinquished MACRS property nor the
replacement MACRS property is prop-
erty for which the applicable convention
(as determined under section 168(d)) is
the mid-month convention, the applica-
ble convention for the exchanged basis is
the same convention that applied to the
relinquished MACRS property. If the re-
linquished MACRS property is placed in
service in the year of disposition, and the
time of replacement is also in the year of
disposition, the convention that applies
to the relinquished MACRS property is
determined under paragraph (f)(1)(i) of
this section. If, however, relinquished
MACRS property was placed in service in
the year of disposition and the time of re-
placement is in a taxable year subsequent
to the year of disposition, the convention
that applies to the exchanged basis is the
convention that applies in that subsequent
taxable year (see paragraph (f)(1)(ii) of
this section).

(5) Year of disposition and year of re-
placement. No depreciation deduction is
allowable for MACRS property disposed
of by a taxpayer in a like-kind exchange
or involuntary conversion in the same tax-
able year that such property was placed
in service by the taxpayer. If replacement
MACRS property is disposed of by a tax-
payer during the same taxable year that the
relinquished MACRS property is placed in
service by the taxpayer, no depreciation
deduction is allowable for either MACRS
property. Otherwise, the depreciation al-
lowances for the year of disposition and for
the year of replacement are determined as
follows:

(1) Relinquished MACRS property—(A)
General rule. Except as provided in para-
graphs (¢)(5)(1)(B), (c)(5)(iii), (), and (i)
of this section, the depreciation allowance
in the year of disposition for the relin-
quished MACRS property is computed
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by multiplying the allowable depreciation
deduction for the property for that year
by a fraction, the numerator of which is
the number of months (including frac-
tions of months) the property is deemed
to be placed in service during the year of
disposition (taking into account the ap-
plicable convention of the relinquished
MACRS property), and the denominator
of which is 12. In the case of termina-
tion under §1.168(i)—1(e)(3)(v) of general
asset account treatment of an asset, or
of all the assets remaining, in a general
asset account, the allowable depreciation
deduction in the year of disposition for
the asset or assets for which general asset
account treatment is terminated is de-
termined using the depreciation method,
recovery period, and convention of the
general asset account. This allowable de-
preciation deduction is adjusted to account
for the period the asset or assets is deemed
to be in service in accordance with this
paragraph (c)(5)(i).

(B) Special rule. 1If, at the beginning
of the year of disposition, the remain-
ing recovery period of the relinquished
MACRS property, taking into account
the applicable convention of such prop-
erty, is less than the period between the
beginning of the year of disposition and
the time of disposition, the depreciation
deduction for the relinquished MACRS
property for the year of disposition is
equal to the adjusted depreciable basis of
the relinquished MACRS property at the
beginning of the year of disposition. If this
paragraph applies, the exchanged basis is
zero and no depreciation is allowable for
the exchanged basis in the replacement
MACRS property.

(ii))  Replacement MACRS prop-
erty—(A) Remaining recovery period
of the replacement MACRS property. The
replacement MACRS property is treated
as placed in service at the time of replace-
ment under the convention that applies
to the replacement MACRS property as
determined under this paragraph (c)(5)(ii).
The remaining recovery period of the re-
placement MACRS property at the time
of replacement is the excess of the recov-
ery period for the replacement MACRS
property, as determined under paragraph
(c) of this section, over the period of time
that the replacement MACRS property
would have been in service if it had been
placed in service when the relinquished
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MACRS property was placed in service
and removed from service at the time of
disposition of the relinquished MACRS
property. This period is determined by
using the convention that applied to the re-
linquished MACRS property to determine
the date that the relinquished MACRS
property is deemed to have been placed
in service and the date that it is deemed
to have been disposed of. The length of
time the replacement MACRS property
would have been in service is determined
by using these dates and the convention
that applies to the replacement MACRS
property.

(B) Year of replacement is 12 months.
Except as provided in paragraphs
(c)(5)(iii), (e), and (i) of this section, the
depreciation allowance in the year of re-
placement for the depreciable exchanged
basis is determined by—

(I) Calculating the applicable depre-
ciation rate for the replacement MACRS
property as of the beginning of the year of
replacement taking into account the depre-
ciation method prescribed for the replace-
ment MACRS property under paragraph
(c)(3) of this section and the remaining re-
covery period of the replacement MACRS
property as of the beginning of the year of
disposition as determined under this para-
graph ()(5)(ii);

(2) Calculating the depreciable ex-
changed basis of the replacement MACRS
property, and adding to that amount the
amount determined under paragraph
(c)(5)(d) of this section for the year of
disposition; and

(3) Multiplying the product of the
amounts determined under paragraphs
(©)(5)([i)(B)(1) and (B)(2) of this section
by a fraction, the numerator of which is
the number of months (including fractions
of months) the property is deemed to be in
service during the year of replacement (in
the year of replacement the replacement
MACRS property is deemed to be placed
in service by the acquiring taxpayer at the
time of replacement under the conven-
tion determined under paragraph (c)(4)(v)
of this section), and the denominator of
which is 12.

(iii) Year of disposition or year of re-
placement is less than 12 months. 1If
the year of disposition or the year of re-
placement is less than 12 months, the
depreciation allowance determined un-
der paragraph (c)(5)(ii)(A) of this section
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must be adjusted for a short taxable year
(for further guidance, for example, see
Rev. Proc. 89-15, 1989-1 C.B. 816, and
§601.601(d)(2)(ii)(b) of this chapter).

(iv) Deferred transactions—i(A) In gen-
eral. If the replacement MACRS property
is not acquired until after the disposition of
the relinquished MACRS property, taking
into account the applicable convention of
the relinquished MACRS property and re-
placement MACRS property, depreciation
is not allowable during the period be-
tween the disposition of the relinquished
MACRS property and the acquisition
of the replacement MACRS property.
The recovery period for the replacement
MACRS property is suspended during
this period. For purposes of paragraph
(c)(5)(i1) of this section, only the depre-
ciable exchanged basis of the replacement
MACRS property is taken into account
for calculating the amount in paragraph
(c)(5)(i1)(B)(2) of this section if the year of
replacement is a taxable year subsequent
to the year of disposition.

(B) Allowable depreciation for a quali-
fied intermediary. [Reserved].

(V) Remaining recovery period. The
remaining recovery period of the replace-
ment MACRS property is determined as
of the beginning of the year of disposition
of the relinquished MACRS property. For
purposes of determining the remaining re-
covery period of the replacement MACRS
property, the replacement MACRS prop-
erty is deemed to have been originally
placed in service under the convention
determined under paragraph (c)(4)(v)
of this section but at the time the relin-
quished MACRS property was deemed to
be placed in service under the convention
that applied to it when it was placed in
service.

(6) Examples. The application of this
paragraph (c) is illustrated by the follow-
ing examples:

Example 1. Al, a calendar-year taxpayer, ex-
changes Building M, an office building, for Building
N, a warehouse in a like-kind exchange. Building
M is relinquished in July 2004 and Building N is ac-
quired and placed in service in October 2004. A1 did
not make any elections under section 168 for either
Building M or Building N. The unadjusted deprecia-
ble basis of Building M was $4,680,000 when placed
in service in July 1997. Since the recovery period
and depreciation method prescribed under section
168 for Building N (39 years, straight line method)
are the same as the recovery period and depreciation

method prescribed under section 168 for Building
M (39 years, straight line method), Building N is
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depreciated over the remaining recovery period of,
and using the same depreciation method and conven-
tion as that of, Building M. Applying the applicable
convention, Building M is deemed disposed of on
July 15, 2004, and Building N is placed in service on
October 15, 2004. Thus, Building N will be depreci-
ated using the straight line method over a remaining
recovery period of 32 years beginning in October
2004 (the remaining recovery period of 32 years and
6.5 months at the beginning of 2004, less the 6.5
months of depreciation taken prior to the disposition
of the exchanged MACRS property (Building M) in
2004). For 2004, the year in which the transaction
takes place, the depreciation allowance for Building
M is ($120,000)(6.5/12) which equals $65,000. The
depreciation allowance for Building N for 2004 is
($120,000)(2.5/12) which equals $25,000. For 2005
and subsequent years, Building N is depreciated
over the remaining recovery period of, and using the
same depreciation method and convention as that
of, Building M. Thus, the depreciation allowance
for Building N is the same as Building M, namely
$10,000 per month.

Example 2. B, a calendar-year taxpayer, placed
in service Bridge P in January 1998. Bridge P is de-
preciated using the half-year convention. In January
2004, B exchanges Bridge P for Building Q, an apart-
ment building, in a like-kind exchange. Pursuant to
paragraph (k)(2)(i) of this section, B decided to apply
§1.168(i)-6 to the exchange of Bridge P for Building
Q, the replacement MACRS property. B did not make
any elections under section 168 for either Bridge P or
Building Q. Since the recovery period prescribed un-
der section 168 for Building Q (27.5 years) is longer
than that of Bridge P (15 years), Building Q is de-
preciated as if it had originally been placed in ser-
vice in July 1998 and disposed of in July 2004 using
a 27.5 year recovery period. Additionally, since the
depreciation method prescribed under section 168 for
Building Q (straight line method) is less accelerated
than that of Bridge P (150-percent declining balance
method), then the depreciation allowance for Build-
ing Q is computed using the straight line method.
Thus, when Building Q is acquired and placed in ser-
vice in 2004, its basis is depreciated over the remain-
ing 21.5 year recovery period using the straight line
method of depreciation and the mid-month conven-
tion beginning in July 2004.

Example 3. C, a calendar-year taxpayer, placed in
service Building R, a restaurant, in January 1996. In
January 2004, C exchanges Building R for Tower S,
a radio transmitting tower, in a like-kind exchange.
Pursuant to paragraph (k)(2)(i) of this section, C
decided to apply §1.168(i)-6 to the exchange of
Building R for Tower S, the replacement MACRS
property. C did not make any elections under section
168 for either Building R or Tower S. Since the
recovery period prescribed under section 168 for
Tower S (15 years) is shorter than that of Building R
(39 years), Tower S is depreciated over the remaining
recovery period of Building R. Additionally, since
the depreciation method prescribed under section
168 for Tower S (150% declining balance method) is
more accelerated than that of Building R (straight line
method), then the depreciation allowance for Tower S
is also computed using the same depreciation method
as Building R. Thus, Tower S is depreciated over
the remaining 31 year recovery period of Building R
using the straight line method of depreciation and the
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mid-month convention. Alternatively, C may elect
under paragraph (i) of this section to treat Tower S
as though it is placed in service in January 2004. In
such case, C uses the applicable recovery period, de-
preciation method, and convention prescribed under
section 168 for Tower S.

Example 4. (i) In February 2002, D, a calen-
dar-year taxpayer and manufacturer of rubber prod-
ucts, acquired for $60,000 and placed in service Asset
T (a special tool) and depreciated Asset T using the
straight line method election under section 168(b)(5)
and the mid-quarter convention over its 3-year recov-
ery period. D elected not to deduct the additional
first year depreciation for 3-year property placed in
service in 2002. In June 2004, D exchanges Asset
T for Asset U (not a special tool) in a like-kind ex-
change. D elected not to deduct the additional first
year depreciation for 7-year property placed in ser-
vice in 2004. Since the recovery period prescribed
under section 168 for Asset U (7 years) is longer than
that of Asset T (3 years), Asset U is depreciated as
if it had originally been placed in service in Febru-
ary 2002 using a 7-year recovery period. Addition-
ally, since the depreciation method prescribed under
section 168 for Asset U (200-percent declining bal-
ance method) is more accelerated than that of Asset
T (straight line method) at the time of disposition, the
depreciation allowance for Asset U is computed us-
ing the straight line method. Asset U is depreciated
over its remaining recovery period of 4.75 years us-
ing the straight line method of depreciation and the
mid-quarter convention.

(ii) The 2004 depreciation allowance for Asset T
is $7,500 ($20,000 allowable depreciation deduction
for 2004) x 4.5 months + 12).

(iii) The depreciation rate in 2004 for Asset U is
0.1951 (1 + 5.125 years (the length of the applica-
ble recovery period remaining as of the beginning of
2004)). Therefore, the depreciation allowance for As-
set U in 2004 is $2,744 (0.1951 x $22,500 (the sum
of the $15,000 depreciable exchanged basis of Asset
U ($22,500 adjusted depreciable basis at the begin-
ning of 2004 for Asset T, less the $7,500 depreciation
allowable for Asset T for 2004) and the $7,500 depre-
ciation allowable for Asset T for 2004) x 7.5 months
+12).

Example 5. The facts are the same as in Example
4 except that D exchanges Asset T for Asset U in June
2005, in a like-kind exchange. Under these facts, the
remaining recovery period of Asset T at the beginning
of 2005 is 1.5 months and, as a result, is less than
the 5-month period between the beginning of 2005
(year of disposition) and June 2005 (time of disposi-
tion). Accordingly, pursuant to paragraph (c)(5)(i)(B)
of this section, the 2005 depreciation allowance for
Asset T is $2,500 ($2,500 adjusted depreciable ba-
sis at the beginning of 2005 ($60,000 original basis
minus $17,500 depreciation deduction for 2002 mi-
nus $20,000 depreciation deduction for 2003 minus
$20,000 depreciation deduction for 2004)). Because
the exchanged basis of asset U is $0.00 no deprecia-
tion is allowable for asset U.

Example 6. On January 1, 2004, E, a calendar-
year taxpayer, acquired and placed in service Canopy
V, a gas station canopy. The purchase price of Canopy
V was $60,000. On August 1, 2004, Canopy V was
destroyed in a hurricane and was therefore no longer
usable in E’s business. On October 1, 2004, as part of
the involuntary conversion, E acquired and placed in
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service new Canopy W with the insurance proceeds
E received due to the loss of Canopy V. E elected
not to deduct the additional first year depreciation for
S-year property placed in service in 2004. E depre-
ciates both canopies under the general depreciation
system of section 168(a) by using the 200-percent de-
clining balance method of depreciation, a 5-year re-
covery period, and the half-year convention. No de-
preciation deduction is allowable for Canopy V. The
depreciation deduction allowable for Canopy W for
2004 is $12,000 ($60,000 x the annual depreciation
rate of .40 x V2 year). For 2005, the depreciation de-
duction for Canopy W is $19,200 ($48,000 adjusted
basis x the annual depreciation rate of .40).

Example 7. The facts are the same as in Exam-
ple 6, except that E did not make the election out of
the additional first year depreciation for 5-year prop-
erty placed in service in 2004. E depreciates both
canopies under the general depreciation system of
section 168(a) by using the 200-percent declining bal-
ance method of depreciation, a 5-year recovery pe-
riod, and the half-year convention. No depreciation
deduction is allowable for Canopy V. For 2004, E
is allowed a 50-percent additional first year depreci-
ation deduction of $30,000 for Canopy W (the un-
adjusted depreciable basis of $60,000 multiplied by
.50), and a regular MACRS depreciation deduction
of $6,000 for Canopy W (the depreciable exchanged
basis of $30,000 multiplied by the annual deprecia-
tion rate of .40 x Y2 year). For 2005, E is allowed
a regular MACRS depreciation deduction of $9,600
for Canopy W (the depreciable exchanged basis of
$24,000 ($30,000 minus regular 2003 depreciation of
$6,000) multiplied by the annual depreciation rate of
.40).

Example 8. In January 2001, F, a calendar-year
taxpayer, places in service a paved parking lot, Lot
W, and begins depreciating Lot W over its 15-year
recovery period. F’s unadjusted depreciable basis in
Lot W is $1,000x. On April 1, 2004, F disposes of
Lot W in a like-kind exchange for Building X, which
is nonresidential real property. Lot W is depreciated
using the 150 percent declining balance method and
the half-year convention. Building X is depreciated
using the straight-line method with a 39-year recov-
ery period and using the mid-month convention. Both
Lot W and Building X were in service at the time of
the exchange. Because Lot W was depreciated using
the half-year convention, it is deemed to have been
placed in service on July 1, 2001, the first day of
the second half of 2001, and to have been disposed
of on July 1, 2004, the first day of the second half
of 2004. To determine the remaining recovery pe-
riod of Building X at the time of replacement, Build-
ing X is deemed to have been placed in service on
July 1, 2001, and removed from service on July 1,
2004. Thus, Building X is deemed to have been in
service, at the time of replacement, for 3 years (36
months=5.5 months in 2001 + 12 months in 2002 +
12 months in 2003 + 6.5 months in 2004) and its re-
maining recovery period is 36 years (39 - 3). Because
Building X is deemed to be placed in service at the
time of replacement, July 1, 2004, the first day of the
second half of 2004, Building X is depreciated for
5.5 months in 2004. However, at the beginning of
the year of replacement the remaining recovery pe-
riod for Building X is 36 years and 6.5 months (39
years - 2 years and 5.5 months (5.5 months in 2001
+ 12 months in 2002 + 12 months in 2003)). The
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depreciation rate for building X for 2004 is 0.02737
(= 1/(39-2-5.5/12)). For 2005, the depreciation rate
for Building X is 0.02814 (= 1/(39-3-5.5/12)).

Example 9. The facts are the same as in Exam-
ple 8. F did not make the election under paragraph
(i) of this section for Building Y in the initial ex-
change. In January 2006, F exchanges Building Y
for Building Z, an office building, in a like-kind ex-
change. F did not make any elections under section
168 for either Building Y or Building Z. Since the re-
covery period prescribed for Building Y as a result
of the initial exchange (39 years) is longer than that
of Building Z (27.5 years), Building Z is depreciated
over the remaining 33 years of the recovery period of
Building Y. The depreciation methods are the same
for both Building Y and Building Z so F’s exchanged
basis in Building Z is depreciated over 33 years, us-
ing the straight-line method and the mid-month con-
vention, beginning in January 2006. Alternatively, F
could have made the election under paragraph (i) of
this section. If F makes such election, Building Z is
treated as placed in service by F when acquired in Jan-
uary 2006 and F would recover its exchanged basis
in Building Z over 27.5 years, using the straight line
method and the mid-month convention, beginning in
January 2006.

(d) Special rules for determining depre-
ciation allowances—(1) Excess basis—1)
In general. Any excess basis in the re-
placement MACRS property is treated as
property that is placed in service by the
acquiring taxpayer in the year of replace-
ment. Thus, the depreciation allowances
for the depreciable excess basis are deter-
mined by using the applicable recovery pe-
riod, depreciation method, and convention
prescribed under section 168 for the prop-
erty at the time of replacement. However,
if re