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Important Changes for 1998

Limits on depreciation for business cars. The total
section 179 deduction and depreciation you can take
on a car that you use in your business and first place
in service in 1998 is $3,160. Your depreciation cannot
exceed $5,000 for the second year of recovery, $2,950
for the third year of recovery, and $1,775 for each later
tax year. See Special Rules for Passenger Automo-
biles, later.



Exceptions for clean-fuel vehicles.  There are two
exceptions to the limits on the section 179 and depre-
ciation deductions you can take. See Exceptions for
clean-fuel vehicles, in chapter 4 under Special Rule for
Passenger Automobiles.

Increase to the section 179 deduction. The total cost
of section 179 property that you can take increases to
$18,500 for 1998. This amount will continue to increase
through 2003. See Maximum Dollar Limit in chapter 2.

Recovery period for rent-to-own property. Depreci-
ate qualified rent-to-own property over a 3—year recov-
ery period.

For more information, see Rent-to-own property in
chapter 3.

Change to empowerment zone property rules.
Qualified zone property does not include certain prop-
erty used in certain noncontiguous developable parcels.
For more information about empowerment zone prop-
erty, get Publication 954, Tax Incentives for Empower-
ment Zones and Other Distressed Communities.

Change to enterprise zone business requirements.
The requirements for an enterprise zone business have
been eased. For more information on enterprise zone
businesses, get Publication 954.

Increased section 179 deduction for enterprise zone
businesses. The maximum deduction for 1998 for
section 179 property that is qualified zone property is
increased to $38,500 for enterprise zone businesses.

For information on empowerment zones and enter-
prise communities, get Publication 954.

Important Change for 1999

150% DB election under GDS. Effective for property
placed in service after 1998, if you choose to use the
150% declining balance rate under the General De-
preciation System (GDS), you use the same recovery
periods you would have used if you had chosen the
200% declining balance rate. For more information on
recovery periods, see Property Classes and Recovery
Periods in chapter 3.

Introduction

This publication explains how you can recover the cost
of business or income-producing property through de-
preciation. Its step-by-step approach will show you how
to figure your depreciation deduction and fill out the
required tax form. There are examples throughout the
publication to help you understand the tax law.

This publication is for those who want information
on depreciating property placed in service after 1986.
If you want information about depreciating property
placed in service before 1987, get Publication 534.
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What this publication contains. This publication
contains six chapters and two appendices. These
chapters and appendices are briefly described in the
following discussions.

Chapter 1 defines depreciation in general terms and
describes types of property. It states what property can
and cannot be depreciated, when depreciation begins
and ends, and shows you how to claim depreciation on
Form 4562.

Chapter 2 defines the section 179 deduction. It dis-
cusses what property costs can and cannot be de-
ducted. It also explains when and how to claim the de-
duction, and how to figure the deduction. It has a
worksheet to help you figure the maximum deduction
you can take on section 179 property. It concludes with
a discussion on when to recapture the deduction. You
will note that rental property can be depreciated but
does not qualify for the section 179 deduction.

Chapter 3 defines the Modified Accelerated Cost
Recovery System (MACRS). It provides an introduction
and explanation of the entire system. It has a worksheet
to help you figure your deduction under MACRS.

Chapter 4 defines listed property. It explains the rules
for listed property and the special limits on the amount
of depreciation and section 179 deduction that you can
claim for passenger automobiles. It also provides a
separate worksheet to help you figure the maximum
depreciation deduction for passenger automobiles.

Chapter 5 is a comprehensive example showing how
to figure both the section 179 and depreciation de-
ductions. It includes a filled-in Form 4562 and depreci-
ation worksheet.

Chapter 6 tells you how to get information, free
publications, and forms from the IRS.

Appendix A contains the MACRS Percentage Tables.

Appendix B contains The Table of Class Lives and
Recovery Periods.

Definitions. Many of the terms used in this publication
are defined in the Glossary near the end of this publi-
cation.

Additional information.  For more detailed information
on depreciating a car, residential rental property, and
office space in your home, see the following.

¢ Publication 463, Travel, Entertainment, Gift, and Car
Expenses.
* Publication 527, Residential Rental Property.

* Publication 587, Business Use of Your Home (In-
cluding Use by Day-Care Providers).

We welcome your suggestions for future edi-
tions of this publication. Please send your ideas
to:

Internal Revenue Service

Technical Publications Branch (OP:FS:FP:P:3)
1111 Constitution Avenue, N.W.

Washington, DC 20224



1.
General Information

Introduction

This chapter discusses the general rules of depreciating
property. It is divided into six major sections.

» Depreciation Defined. This section defines depre-
ciation. It also defines the two types of property —
tangible and intangible — and discusses real prop-
erty and personal property.

* Who Can Claim Depreciation. This section identi-
fies those who can claim depreciation and provides
examples to illustrate the point.

* What Can Be Depreciated. This section discusses
what types of tangible and intangible property you
can depreciate. It also discusses how you can de-
preciate partial business-use property. Finally, it
discusses depreciation of land preparation costs,
repairs and replacements, durable containers, co-
operative apartments, and other special situations.

* What Cannot Be Depreciated. This section dis-
cusses the different kinds of property that cannot
be depreciated. It specifically addresses the treat-
ment of property placed in service and disposed of
in the same year, inventory, rented property, term
interests in property, and more.

* When Depreciation Begins and Ends.  This sec-
tion discusses when property is considered placed
in service, when property is retired from service, and
what to do when you did not deduct the correct
amount of depreciation.

e How To Claim Depreciation. This section dis-
cusses when to use Form 4562. It also contains a
table that outlines the purpose of each part of Form
4562.

Useful Items
You may want to see:

Publication

(0463 Travel, Entertainment, Gift, and Car Ex-
penses

(1534 Depreciating Property Placed in Service
Before 1987

[0 535 Business Expenses

1538 Accounting Periods and Methods
(1544 Sales and Other Dispositions of Assets
(1551 Basis of Assets

Form (and Instructions)

[J 2106—EZ Unreimbursed Employee Business Ex-
penses

(12106 Employee Business Expenses

(14562 Depreciation and Amortization

See chapter 6, How To Get More Information, for
information about getting these publications and forms.

Depreciation Defined

Depreciation is a loss in the value of property over the
time the property is being used. Events that can cause
property to depreciate include wear and tear, age, de-
terioration, and obsolescence. You can get back your
cost of certain property by taking deductions for de-
preciation. This includes equipment you use in your
business or for the production of income.

To determine if you can take a depreciation de-
duction for your property, you must be familiar with the
types of property discussed next.

Types of Property

Property is either:

* Tangible property, or
* Intangible property.

Tangible Property

Tangible property is property that you can see or touch.
Tangible property includes two main types.

* Real property.
* Personal property.

Real property. Real property is land and buildings, and
generally anything built or constructed on land, or any-
thing growing on or attached to the land.

Personal property. Tangible personal property in-
cludes cars, trucks, machinery, furniture, equipment,
and anything that is tangible except real property.

Intangible Property

Intangible property is generally any property that has
value but that you cannot see or touch. It includes items
such as computer software, copyrights, franchises,
patents, trademarks, and trade names.

Who Can Claim Depreciation

To claim depreciation, you usually must be the owner
of property and you must use the property in your trade
or business or for producing income. The following ex-
amples show who owns the property.

Example 1. You made a down payment on rental
property and assumed the previous owner's mortgage.
You own the property and you can depreciate it.
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Example 2. This year you bought a new van that
you will use totally in your courier business. You will
be making payments on the van over the next 5 years.
You own the van and you can depreciate it.

Rented property. Generally, if you pay rent on prop-
erty, you cannot depreciate that property. Usually, only
the owner can depreciate it. For more information on
rented property, see Leased property under What
Cannot Be Depreciated, later. If you make permanent
improvements to business property you rent, you can
depreciate those improvements.

If you rent property to another person, you can de-
preciate that property.

What Can Be Depreciated

You can depreciate many different kinds of property, for
example, machinery, buildings, vehicles, patents,
copyrights, furniture, and equipment.

You can depreciate property only if it meets all the
following basic requirements.

* The property must be used in business or held to
produce income.

* The property must have a determinable useful life
longer than one year.

* The property must be something that wears out,
decays, gets used up, becomes obsolete, or loses
its value from natural causes.

Tangible Property

Terms you may need to know (see Glos-
sary):

Basis
Business/investment use
Capitalized

Commuting

Useful life

As discussed earlier under Types of Property in De-
preciation Defined, tangible property is property you can
see or touch and includes both real and personal
property. You can take a depreciation deduction only
for the part of tangible property that wears out, decays,
gets used up, becomes obsolete, or loses its value due
to natural causes. Because nearly all tangible property
loses value due to these causes, this discussion will
focus on rules for depreciating property under certain
circumstances.

Partial Business Use

If you use tangible property both for business or in-
vestment purposes and for personal purposes, you can
deduct depreciation based only on the business use
or the use for the production of income.
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Example. You own a passenger automobile and use
it for both business and nonbusiness purposes. You
can deduct depreciation based only on the business
use. Nonbusiness uses include commuting, personal
shopping trips, family vacations, and driving children to
and from school and other activities.

Figuring business and investment use. You must
keep records showing the business, investment, and
nonbusiness use of your property. For more information
on depreciating a passenger automobile and the rec-
ords you must keep, see Publication 463.

Special Situations

You cannot depreciate some property except under
certain circumstances. The following discussions will
help you determine when to depreciate property in
these cases.

Land preparation costs.  You can depreciate certain
costs incurred in preparing land for business use, such
as landscaping. These costs must be so closely asso-
ciated with other depreciable property that you can de-
termine a life for them along with the life of the associ-
ated property.

Example. You constructed a new building for use
in your business and paid for grading, clearing, seeding,
and planting bushes and trees. Some of the bushes and
trees were planted right next to the building, while oth-
ers were planted around the outer border of the building
lot. If you replace the building, you would have to de-
stroy the bushes and trees right next to it. Because
these bushes and trees have a determinable useful life
that is closely associated with the building, you can
depreciate them as land preparation costs. Add your
other land preparation costs to the basis of your land
because they have no determinable life and you cannot
depreciate them.

Repairs and replacements.  If a repair or replacement
increases the value of your property, makes it more
useful, or lengthens its life, capitalize and depreciate
your repair or replacement cost. If the repair or re-
placement does not increase the value of your property,
make it more useful, or lengthen its life, deduct the cost
of the repair or replacement in the same way as any
other business expense.

Example. If you completely replace the roof of a
rental house, the replacement roof increases the value
and lengthens the life of the property. You must capi-
talize and depreciate it. However, if you repair a small
section on one corner of the roof, deduct the repair
expense.

Improvements to rental property. Permanent im-
provements to business property you rent can be de-
preciated as discussed later in Additions or improve-
ments to property under Property Classes and
Recovery Periods in chapter 3.

Durable containers.  You can depreciate some con-
tainers used to ship your products if all of the following
requirements are met.



* They have a life longer than one year.
* They qualify as property used in your business.
* Title to the property does not pass to the buyer.

To determine if the above requirements apply and
whether you can depreciate your containers, consider
the following questions.

* Does your sales contract, sales invoice, or other
type of order acknowledgment indicate whether you
have retained title?

* Does your invoice treat the containers as separate
items?

* Do any of your records state your basis in the con-
tainers?

Professional libraries.  If you maintain a library for use
in your profession, you can depreciate it. You can de-
duct the cost of any technical books, journals, and in-
formation services you use in your business that have
a useful life of one year or less in the same way as any
other business expense.

Videocassettes. If you are in the business of renting
videocassettes, you can depreciate only those video-
cassettes bought for rental. However, you can deduct
fully in the year of purchase the cost of any cassette
having a useful life of one year or less.

There are special rules about how to depreciate
videocassettes. These rules are explained in Publica-
tion 534.

Idle property. You must claim a deduction for depre-
ciation on property used in your business even if it is
temporarily idle. For example, if you stop using a piece
of machinery because there is a temporary lack of
market for a product made with the machinery, you
must continue to deduct depreciation on the machinery.

Cooperative apartments.  If you use your cooperative
apartment in your business or for the production of in-
come, you can deduct your share of the cooperative
housing corporation's depreciation.

If you bought your stock as part of its first offering,
figure your depreciation deduction as a tenant-
stockholder in a cooperative housing corporation as
follows.

1) Figure the depreciation for all the depreciable real
property owned by the corporation.

2) Subtract from the amount figured in 1) any depre-
ciation for space owned by the corporation that can
be rented but cannot be lived in by tenant-
stockholders. The result is the yearly depreciation,
as reduced.

3) Divide the number of your shares of stock by the
total number of shares outstanding, including any
shares held by the corporation.

4) Multiply the yearly depreciation, as reduced (from
2), by the number you figured in 3). This is your
share of the depreciation.

If you bought your cooperative stock after its first
offering, figure the basis of the depreciable real property
to use in 1) above as follows.

1) Multiply your cost per share by the total number of
outstanding shares.

2) Add to the amount figured in 1) any mortgage debt
on the property on the date you bought the stock.

3) Subtract from the amount figured in 2) any mort-
gage debt that is not for the depreciable real prop-
erty, such as the part for the land.

Your depreciation deduction for the year cannot be
more than the part of your adjusted basis in the stock
of the corporation that is allocable to your business or
income-producing property.

Example. You figure your share of the cooperative
housing corporation's depreciation to be $30,000. Your
adjusted basis in the stock of the corporation is
$50,000. You use one half of your apartment solely for
business purposes. Your depreciation deduction for the
year cannot be more than $25,000, which is % of
$50,000.

Change to business use. If you change your co-
operative apartment to business use, figure your al-
lowable depreciation as explained under Cooperative
apartments. If you bought the stock as part of its first
offering, your depreciable basis in all the depreciable
real property owned by the cooperative housing corpo-
ration is the smaller of the following.

* The fair market value on the date you change your
apartment to business use.

* The corporation's adjusted basis on that date.

Do not subtract depreciation when figuring the ad-
justed basis. The fair market value is normally the same
as the corporation's adjusted basis minus straight line
depreciation, unless this value is unrealistic. See
Straight Line Method, later.

For a discussion of fair market value and adjusted
basis, see Publication 551.

Intangible Property

Terms you may need to know (see Glos-
sary):

Adjusted basis
Basis

Capitalized
Goodwill

Patent

Salvage value
Straight line method
Useful life

As discussed earlier in Types of Property under De-
preciation Defined, intangible property has value but
cannot be seen or touched. You may be able to either
amortize or depreciate it.
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Patents and copyrights. Unless you must amortize
the costs of patents or copyrights (as explained next),
you can recover the costs through depreciation. If you
can depreciate the cost of a patent or copyright, you
can use the straight line method over the useful life.
The useful life of a patent or copyright is the lessor of
the life granted to it by the government or the remaining
life. If it becomes valueless in any year before its useful
life expires, you can deduct in full for that year any of
its remaining cost or other basis you have not yet de-
preciated.
Patents and copyrights subject to amortization.

If you acquired patents or copyrights as part of the ac-
quisition of a substantial portion of a business after
August 10, 1993 (or after July 25, 1991, if elected), you
generally have to amortize their costs over 15 years. If
the patent or copyright was not acquired as part of an
acquisition of a substantial portion of a business, de-
preciate the cost. For more information on amorti-
zation, see chapter 12 in Publication 535.

Agreement not to compete. Generally, if you bought
a business before August 11, 1993, and part of its cost
is for an agreement not to compete for a fixed number
of years, the agreement is depreciable property. How-
ever, because goodwill is often confused with an
agreement not to compete, and because goodwill is not
depreciable, you must be able to establish from the
facts and circumstances that you bought an agreement
not to compete.

If you bought a business after August 10, 1993 (after
July 25, 1991 if elected), you must amortize over 15
years that part of its cost that is for an agreement not
to compete. If you can amortize the cost of the agree-
ment, you cannot depreciate it. For more information
on amortization, see chapter 12 in Publication 535.

Designs and patterns. You can depreciate designs
and patterns only if they have a determinable useful life
and you cannot amortize them (as explained next).
Designs and patterns subject to amortization.
Generally, you must amortize over 15 years the cost
of designs and patterns you acquired after August 10,
1993 (after July 25, 1991, if elected). You cannot
amortize the costs of designs and patterns that you
created unless you created them in connection with the
acquisition of assets constituting a trade or business
or a substantial part of a trade or business. For more
information, see chapter 12 in Publication 535.

Franchises. You can depreciate a franchise only if it
has a determinable useful life and you cannot amortize
it (as explained next).

Franchises subject to amortization. If you ac-
quired a franchise after August 10, 1993 (after July 25,
1991, if elected), you must amortize the cost of the
franchise over 15 years. For more information, see
chapter 12 in Publication 535.

Customer or subscription lists, location contracts,

and insurance expirations. Generally, you can de-
preciate these intangible properties if all of the following
apply.
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* You can determine their value separately from the
value of any goodwill that goes with the business.

¢ You can determine their useful life with reasonable
accuracy.

* You cannot amortize them (as explained next).

Lists, contracts, and expirations subject to
amortization. Generally, you must amortize over 15
years the cost of customer or subscription lists, location
contracts, and insurance expirations you acquired after
August 10, 1993 (after July 25, 1991, if elected). You
cannot amortize the cost of these items if you created
them unless you created them in connection with the
acquisition of assets constituting a trade or business
or a substantial part of a trade or business. For more
information, see chapter 12 in Publication 535.

Computer software.  Computer software includes all
programs designed to cause a computer to perform a
desired function. Computer software also includes any
data base or similar item that is in the public domain
and is incidental to the operation of qualifying software.

Year 2000 costs. These are costs to manually con-
vert existing software, to develop new software, to
purchase or lease new software to replace existing
software, or to develop or purchase software tools to
assist you in converting your existing software to rec-
ognize dates beginning in the year 2000. Treat year
2000 costs as computer software for depreciation pur-
poses.

Any change in the treatment of year 2000 costs to
allow them to be treated as computer software for de-
preciation purposes is a change in accounting method.
If you want to make this type of change, follow the au-
tomatic change in accounting method provisions of
Revenue Procedure 97-37.

Software developed before August 11, 1993. If
you developed software programs before August 11,
1993 (before July 26, 1991, if elected), you can choose
to either treat the development costs as current ex-
penses or capitalize the costs and depreciate them. If
you choose to depreciate them, use the straight line
method over 5 years (or any shorter life you can clearly
establish). You cannot change methods without the
approval of the IRS.

Software purchased before August 11, 1993. If
you purchased software before August 11, 1993 (before
July 26, 1991, if elected), your recovery of costs de-
pends on how you were billed. If the cost of the software
was included in the price of computer hardware and the
software cost was not separately stated, treat the entire
amount as the cost of the hardware. Then depreciate
the entire amount under MACRS as explained in
chapter 3. If the cost of the software was separately
stated, you can depreciate the cost using the straight
line method over 5 years (or any shorter life you can
establish).

Software acquired after August 10, 1993. If you
acquire software after August 10, 1993 (after July 25,
1991, if elected), you can depreciate it over 36 months
if it meets all of the following requirements.



* It is readily available for purchase by the general
public.

* It is not subject to an exclusive license.
* It has not been substantially modified.

Even if the software does not meet the above require-
ments, you can depreciate it over 36 months if it was
not acquired in connection with the acquisition of a
substantial portion of a business.

If you acquire software after August 10, 1993 (after
July 25, 1991, if elected), you must amortize it over 15
years (rather than depreciate it) if it does not meet all
of the requirements listed previously and you acquired
it in connection with the acquisition of a substantial
portion of a business.

Software leased. If you lease software, you can
treat the rental payments in the same manner that you
treat any other rental payments.

Straight Line Method

Generally, you use this method of depreciation for in-
tangible property. It lets you deduct the same amount
of depreciation each year.

To figure your deduction, first determine the adjusted
basis, salvage value, and estimated useful life of your
property. Subtract the salvage value, if any, from the
adjusted basis. The balance is the total amount of de-
preciation you can take over the useful life of the
property.

Divide the balance by the number of years in the
useful life. This gives you the amount of your yearly
depreciation deduction. Unless there is a big change in
adjusted basis, or useful life, this amount will stay the
same throughout the time you depreciate the property.
If, in the first year, you use the property for less than a
full year, you must prorate your depreciation deduction
for the number of months in use.

Example. In April, Frank bought a patent. It was not
acquired in connection with the acquisition of any part
of a trade or business. He paid $5,100 for it. He de-
preciates the patent under the straight line method,
using a 17-year useful life and no salvage value. He
divides the $5,100 basis by 17 years ($5,100 + 17 =
$300). He must prorate the $300 for his 9 months of
use during the year. This gives him a deduction of $225
($300 x %12). Next year, Frank can deduct $300 for the
full year.

For more information on the straight line method of
depreciation, see Straight Line Method in chapter 2 of
Publication 534.

What Cannot Be Depreciated

To determine if you are entitled to depreciation, you
must know not only what you can depreciate, but what
you cannot depreciate.

Property placed in service and disposed of in the
same year. You cannot depreciate property you place
in service and dispose of in the same tax year. When
you place property in service is explained later.

Tangible Property

Terms you may need to know (see Glos-
sary):

Basis

Remainder interest
Term interest
Useful life

You can never depreciate some tangible property even
though you use it in your business or hold it to produce
income.

Land. You can never depreciate the cost of land be-
cause land does not wear out or become obsolete and
it cannot be used up. The cost of land generally in-
cludes the cost of clearing, grading, planting, and
landscaping because these expenses are all part of the
cost of the land itself. You may be able to depreciate
some land preparation costs. For information on these
costs, see Land preparation costs under What Can Be
Depreciated, earlier.

Inventory. You can never depreciate inventory. In-
ventory is any property you hold primarily for sale to
customers in the ordinary course of your business.

In some cases, it is not clear whether property is
inventory or depreciable business property. If it is un-
clear, examine carefully all the facts in the operation
of the particular business. The following example shows
two similar situations where a careful examination of the
facts in each situation results in different conclusions.

If you are a rent-to-own dealer, see Rent-to-own
dealer under Property Classes and Recovery Periods
in chapter 3.

Example. Maple Corporation is in the business of
leasing cars. At the end of their useful lives, when the
cars are no longer profitable to lease, Maple sells them.
Maple does not have a showroom, used car lot, or in-
dividuals to sell the cars. Instead, it sells them through
wholesalers or by similar arrangements in which a
dealer's profit is not intended or considered. Maple can
depreciate the leased cars because the facts show that
the cars are not held primarily for sale to customers in
the ordinary course of business, but are leased.

If Maple buys cars at wholesale prices, leases them
for a short time, and then sells them at retail prices or
in sales in which a dealer's profit is intended, the cars
are treated as inventory and are not depreciable prop-
erty. In this situation, the facts show that the cars are
held primarily for sale to customers in the ordinary
course of business.

Containers.  Containers are generally part of in-
ventory and you generally cannot depreciate them. For
information on containers that you can depreciate in
certain circumstances, see Durable containers under
What Can Be Depreciated, earlier. For more information
on inventory, see Inventories in Publication 538.
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Equipment used to build capital improvements.

You cannot deduct depreciation on equipment you are
using to build your own capital improvements. You must
add depreciation on equipment used during the period
of construction to the basis of your improvements. See
Uniform Capitalization Rules in Publication 551.

Leased property. Generally, if you lease property from
someone to use in your trade or business or for the
production of income, you cannot depreciate its cost.
To depreciate the property's cost, you must bear the
burden of exhaustion of capital investment in the prop-
erty. This means you retain the incidents of ownership
for the property. You can, however, depreciate any
capital improvements you make to the property. See
Additions or improvements to property, in chapter 3.

If you lease property to someone, you generally can
depreciate its cost even if the lessee (the person leas-
ing from you) has agreed to preserve, replace, renew,
and maintain the property. However, if the lease pro-
vides that the lessee is to maintain the property and
return to you the same property or its equivalent in
value at the expiration of the lease in as good condition
and value as when leased, you cannot depreciate the
cost of the property.

Incidents of ownership.
clude the following.

Incidents of ownership in-

* The legal title.
* The legal obligation to pay for it.

* The responsibility to pay its maintenance and op-
erating expenses.

e The duty to pay any taxes.

* The risk of loss if the property is destroyed, con-
demned, or diminishes in value through obsoles-
cence or exhaustion.

Term interests in property. Under certain circum-
stances, you cannot take a deduction for depreciation
on a term interest in property created or acquired after
July 27, 1989, for any period during which the remain-
der interest is held, directly or indirectly, by a person
related to you. A person related to you includes your
spouse, child, parent, brother, sister, half-brother, half-
sister, ancestor, or lineal descendant. This rule does
not apply to any term interest acquired by gift, bequest,
or inheritance.

Basis adjustments. If, except for this provision, you
would be allowed a depreciation deduction for any term
interest in property, reduce your basis in the property
by any depreciation or amortization not allowed.

You generally increase your basis in a remainder
interest in property by the amount of depreciation de-
ductions not allowed. However, do not increase the
basis of a remainder interest for any deductions not
allowed for periods during which the term interest is
held by an organization exempt from tax. Also, do not
increase the basis for deductions not allowed for peri-
ods during which the interest was held by a nonresident
alien individual or foreign corporation if the income from
the term interest is not effectively connected with the
conduct of a trade or business in the United States.
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Intangible Property

Terms you may need to know (see Glos-
sary):

Capitalized
Goodwill
Useful life

You can never depreciate some types of intangible
property.

Goodwill.  You can never depreciate goodwill because
its useful life cannot be determined.

However, if you acquired a business after August 10,
1993 (after July 25, 1991, if elected), and part of the
price included goodwill, you may be able to amortize the
cost of the goodwill over 15 years. For more informa-
tion, see chapter 12 in Publication 535.

Trademark and trade name. In general, you must
capitalize trademark and trade name expenses. This
means you cannot deduct the full amount in the current
year. You can neither depreciate nor amortize the costs
of trademarks and trade names you acquired before
August 11, 1993 (before July 26, 1991, if elected). You
may be able to amortize over 15 years the costs of
trademarks and trade names you acquired after August
10, 1993 (after July 25, 1991, if elected). For more in-
formation, see chapter 12 in Publication 535.

When Depreciation
Begins and Ends

Terms you may need to know (see Glos-
sary):

Basis

Disposed
Exchange

Placed in service

You begin to depreciate your property when you place
it in service for use in your trade or business or for the
production of income. You stop depreciating property
either when you have fully recovered your cost or other
basis or when you retire it from service. (See Retired
From Service, later.) You have fully recovered your cost
or other basis when you have taken section 179 and
depreciation deductions that are equal to your cost or
investment in the property.

Placed in Service

For depreciation purposes, you place property in ser-
vice when it is ready and available for a specific use,
whether in trade or business, the production of income,
a tax-exempt activity, or a personal activity. Even if you
are not using the property, it is in service when it is
ready and available for its specific use.



Example 1. You bought a home and used it as your
personal home several years before you converted it
to rental property. Although its specific use was per-
sonal and no depreciation was allowable, you placed
the home in service when you began using it as your
home. However, you can claim a depreciation de-
duction in the year you converted it to rental property
because its use changed to an income-producing use
at that time.

Example 2. You bought a planter for your farm
business late in the year after harvest was over. You
take a depreciation deduction for the planter for that
year because it was ready and available for its specific
use.

Retired From Service

You retire property from service when you permanently
withdraw it from use in a trade or business or from use
in the production of income. You stop depreciating
property when you retire it from service.

You can retire property from service by selling or
exchanging it, abandoning it, or destroying it.

Incorrect Amount of Depreciation
Deducted

If you did not deduct the correct amount of depreciation
for property in any year, you may be able to make a
correction for that year by filing an amended return. See
Amended Return, later. If you are not allowed to make
the correction on an amended return, you can change
your accounting method to claim the correct amount of
depreciation. See Changing Your Accounting Method,
later.

Basis adjustment. Even if you do not claim depreci-
ation you are entitled to deduct, you must reduce the
basis of the property by the full amount of depreciation
you were entitled to deduct. If you deduct more de-
preciation than you should, you must decrease your
basis by any amount deducted from which you received
a tax benefit.

Amended Return

If you did not deduct the correct amount of depreciation,
you can file an amended return to make any of the
following three corrections.

* To correct a mathematical error made in any year.
* To correct a posting error made in any year.

* To correct the amount of depreciation for property
for which you have not adopted a method of ac-
counting.

See Changing Your Accounting Method, later.

If you did not deduct the correct amount of depreci-
ation for the property on two or more consecutively filed
tax returns, you have adopted a method of accounting
for that property. If you have adopted a method of ac-
counting, you cannot change the method by filing
amended returns.

If an amended return is allowed, you must file it by
the later of the following.

* 3 years from the date you filed your original return
for the year in which you did not deduct the correct
amount.

* 2 years from the time you paid your tax for that year.

A return filed early is considered filed on the due date.

Changing Your Accounting Method

If you did not deduct the correct amount of depreciation
for the property on any two or more consecutively filed
tax returns, you have adopted a method of accounting
for that property. You can change your method of ac-
counting for depreciation to claim the correct amount
of depreciation. You will then be able to take into ac-
count any unclaimed or excess depreciation from years
before the year of change.

Consent required. You must have the consent of the
Commissioner of Internal Revenue to change your
method of accounting. You can get the Commissioner's
consent by following the instructions in Revenue Pro-
cedure 97-27 which is in Internal Revenue Bulletin
(IRB) 1997-21. Internal Revenue Bulletins are available
at many libraries and IRS offices. To get the consent,
you must file Form 3115 requesting a change to a
permissible method of accounting for depreciation. You
cannot use Revenue Procedure 97-27 to correct any
mathematical or posting error. See Amended Return,
earlier.

In some instances, you can receive automatic con-
sent from the Commissioner to change your method of
accounting. See Automatic consent, next.

Automatic consent.  You may be able to obtain auto-
matic consent from the Commissioner if you deducted
less than the allowable amount of depreciation for the
property in at least two years immediately preceding the
year of change. Instead of following the instructions in
Revenue Procedure 97-27, you can receive an auto-
matic consent by following the instructions in Revenue
Procedure 97-37 and section 2.01 of the Appendix of
Revenue Procedure 97-37, which are in Internal Rev-
enue Bulletin (IRB) 1997-33. This will enable you to
change your accounting method to take into account
previously unclaimed allowable depreciation. To get
the consent, you must file Form 3115 requesting a
change to a permissible method of accounting for de-
preciation.

You generally can use this procedure for property
that meets all of the following three conditions.

* It is property for which you compute depreciation
under the pre-1981 rules, Accelerated Cost Recov-
ery System (ACRS), or Modified Accelerated Cost
Recovery System (MACRS). It can also be for
property for which you compute amortization under
section 197 of the Internal Revenue Code. (For
more information on pre-1981 rules, and ACRS, see
Publication 534; for more information on MACRS,
see chapter 3.

e It is property for which, under your present ac-
counting method, you claimed less than the amount
of depreciation allowable in at least the two years
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immediately preceding the year of change. The year
of change is the year you designate on the Form
3115 and for which you have timely filed the Form
3115.

* It is property you owned at the beginning of the year
of change.

Exceptions.  You generally cannot use the auto-
matic consent procedure if any of the exceptions listed
in section 2.01(2)(b) of the Appendix of Revenue Pro-
cedure 97-37 apply.

Other restrictions.  You generally cannot use the
automatic consent procedure under any of the following
situations.

¢ You are under examination.

* You are before a federal court or an appeals office
for any income tax issue and the method of ac-
counting for depreciation to be changed is an issue
under consideration by the federal court or appeals
office.

* You are correcting a mathematical or posting error.
See Amended Return, discussed earlier.

* During the four years before the year of change, you
changed the same method of accounting for depre-
ciation (with or without obtaining the consent of the
Commissioner).

* During the four years before the year of change, you
filed a Form 3115 to change the same method of
accounting for depreciation but did not make the
change because the Form 3115 was withdrawn, not
perfected, denied, or not granted.

More information. ~ For more information on how
you can get this automatic consent to change your
method of accounting in order to claim previously un-
claimed allowable depreciation and when you cannot
use it, see Revenue Procedure 97-37 and section 2.01
of the Appendix of Revenue Procedure 97-37, Internal
Revenue Bulletin 1997-33.
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How To Claim Depreciation

Terms you may need to know (see Glos-
sary):

Amortization

Listed property
Placed in service
Standard mileage rate

Use Form 4562 to elect the section 179 deduction dis-
cussed later in How To Make the Election in chapter
2. Also use this form to claim depreciation and amorti-
zation deductions.

You must complete and attach Form 4562 to your tax
return if you are claiming any of the following.

* A section 179 deduction for the current year or a
section 179 carryover deduction from a prior year.

* A depreciation deduction for property placed in
service during the current year.

* A depreciation deduction on any vehicle or other
listed property, regardless of when it was placed in
service.

* A deduction for any vehicle if the deduction is re-
ported on a form other than Schedule C or Schedule
C-EZ.

¢ A deduction for amortization of costs if the amorti-
zation began in the current year.

* Any depreciation on a corporate income tax return
(other than Form 1120S).

Employees. If you are an employee claiming actual
expenses (including depreciation) or the standard
mileage rate, you must use either Form 2106 or Form
2106-EZ instead of Part V of Form 4562. Use Form
2106-EZ if you are claiming the standard mileage rate
and you are not reimbursed by your employer.



Purpose of Form 4562

Part

Purpose

next year

I @ Electing the section 179 deduction

@ Figuring the maximum section 179 deduction for
the current year

@ Figuring any section 179 deduction carryover to the

Il Reporting Modified Accelerated Cost Recovery
System (MACRS) depreciation deductions for
property (other than listed property) placed in service
during the current year

MACRS

11 @ Reporting MACRS depreciation deductions for
property placed in service before this year

@ Reporting depreciation deductions on property
being depreciated under any method other than

v Summarizing other parts

\Y @ Reporting depreciation on automobiles and other
listed property

® Reporting information on the use of automobiles
and other transportation vehicles

Vi Reporting amortization deductions

2.
Section 179 Deduction

Introduction

This chapter discusses the section 179 deduction. The
section 179 deduction is a means of recovering the cost
of property through a current deduction rather than
through depreciation.

The chapter contains the following sections.

e Section 179 Deduction Defined. This section de-
fines the section 179 deduction.

* What Costs Can and Cannot Be Deducted. This
section discusses which part of the cost of property
acquired by purchase or trade can be deducted. It
also identifies property that qualifies for the de-
duction, and property that does not qualify for the
deduction.

* Electing the Deduction. This section discusses the
section 179 placed-in-service rule, how to make and

revoke the election to take the section 179 de-
duction, and recordkeeping requirements.

* How To Figure the Deduction. This section dis-
cusses how to figure the section 179 deduction. It
discusses the three limits affecting the deduction:
the maximum dollar limit, the investment limit, and
the taxable income limit. This section contains a
worksheet to help you figure your section 179 de-
duction as well as any carryover of unused de-
duction amounts.

* When To Recapture the Deduction. This section
discusses when and how to recapture the section
179 deduction. It also provides examples to help you
figure the recapture.

Useful Items
You may want to see:

Publication

(1537 Installment Sales
(1544 Sales and Other Dispositions of Assets
(1551 Basis of Assets
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Form (and Instructions)

(14562 Depreciation and Amortization

[0 4797 Sales of Business Property

See chapter 6, How To Get More Information, for
information about getting these publications and forms.

Section 179
Deduction Defined

Section 179 of the Internal Revenue Code allows you
to elect to deduct all or part of the cost of certain qual-
ifying property in the year you place it in service. You
can do this instead of recovering the cost by taking
depreciation deductions over a specified recovery pe-
riod. There are limits, however, on the amount you can
deduct in a tax year. These limits are discussed in De-
duction Limits in How To Figure the Deduction, later.

Estates and trusts cannot elect the section 179
deduction.
CAUTION

What Costs Can and
Cannot Be Deducted

Terms you may need to know (see Glos-
sary):

Adjusted basis
Basis
Placed in service

You can claim the section 179 deduction based only
on the costs of qualifying property acquired for use in
your trade or business. You cannot claim the deduction
based on the cost of property you hold only for the
production of income.

Acquired by Purchase

Only the cost of property you acquired by purchase for
use in your business qualifies for the section 179 de-
duction. The cost of property acquired from a related
person or group may not qualify. See Nonqualifying
Property, later.

Acquired by Trade

If you purchase an asset with cash and a trade-in, part
of the basis of the asset you buy is the basis of the
trade-in. You cannot claim the section 179 deduction
on this part of the basis of the purchased asset. For
example, if you buy (for cash and a trade-in) a new
truck to use in your business, your cost for the section
179 deduction does not include the adjusted basis of
the truck you trade for the new vehicle. See Adjusted
Basis in Publication 551.

Example. Silver Leaf, a retail bakery, traded two
ovens having a total adjusted basis of $680 for a new
oven costing $1,320. The bakery also traded a used
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van with an adjusted basis of $4,500 for a new van
costing $9,000. Silver Leaf placed the new items in
service this year. Silver Leaf was given an $800 trade-in
for the old ovens and paid $520 cash for the new oven.
The bakery was given a $4,800 trade-in on the used
van and paid $4,200 cash for the new van.

Silver Leaf's basis in the new property includes both
the adjusted basis of the property traded and the cash
paid. However, only the portion of the new property's
basis paid by cash qualifies for the section 179 de-
duction. The portion of the adjusted basis of the prop-
erty traded that carries over to the basis of the new
property is not treated as business cost for purposes
of section 179. Silver Leaf has business costs that
qualify for a section 179 deduction of $4,720 ($520 +
$4,200), the part of the cost of the new property not
determined by the property traded.

Qualifying Property

Terms you may need to know (see Glos-
sary):

Adjusted basis

Basis

Fungible commaodities
Placed in service
Structural components

Property qualifying for the section 179 deduction is
depreciable property and includes the following.

1) Tangible personal property.

2) Other tangible property (except buildings and their
structural components) used as:

a) An integral part of manufacturing, production,
or extraction, or of furnishing transportation,
communications, electricity, gas, water, or
sewage disposal services,

b) A research facility used in connection with any
of the activities in (a) above,

c) A facility used in connection with any of the
activities in (a) for the bulk storage of fungible
commodities.

3) Single purpose agricultural (livestock) or horticul-
tural structures.

4) Storage facilities (except buildings and their struc-
tural components) used in connection with distrib-
uting petroleum or any primary product of petro-
leum.

Leased property. Generally, you cannot claim a sec-
tion 179 deduction based on the cost of property you
lease to someone else. (This rule does not apply to
corporations.) However, you can claim a section 179
deduction based on the cost of the following.

1) Property you lease to others that you manufactured.

2) Property you lease to others if both of the following
apply.



a) The term of the lease is less than half of the
property's class life.

b) For the first 12 months after the property is
transferred to the lessee, the total of the busi-
ness deductions that you are allowed on the
property (except rent and reimbursed amounts)
are more than 15% of the rental income from
the property.

Tangible Personal Property

Tangible personal property is any tangible property that
is not real property. Machinery and equipment are ex-
amples of tangible personal property.

Land and land improvements, such as buildings and
other permanent structures and their components, are
real property. Swimming pools, paved parking areas,
wharves, docks, bridges, and fences are examples of
land improvements. They are not tangible personal

property.

Business property.  All business property, other than
structural components, that is contained in or attached
to a building is tangible personal property. Under certain
local laws, some tangible personal property cannot be
tangible personal property for purposes of section 179.
Under certain local laws, some real property, such as
fixtures, can be tangible personal property for purposes
of section 179. Property such as refrigerators, grocery
store counters, transportation and office equipment,
printing presses, testing equipment, and signs are tan-
gible personal property.

Gasoline storage tanks and pumps. Gasoline stor-
age tanks and pumps at retail service stations are tan-
gible personal property.

Livestock. Livestock is qualifying property. For this
purpose, livestock includes horses, cattle, hogs, sheep,
goats, and mink and other furbearing animals.

Single Purpose Agricultural
(Livestock) or Horticultural Structures

For purposes of determining whether a structure is a
single purpose agricultural structure, poultry is live-
stock.

Agricultural structure. A single purpose agricultural
(livestock) structure is any building or enclosure spe-
cifically designed, constructed, and used for both of the
following reasons.

* House, raise, and feed a particular type of livestock
and its produce.

* House the equipment including any replacements
needed to house, raise, or feed the livestock.

Because the full range of livestock breeding is in-
cluded, special purpose structures are qualifying prop-
erty if used to breed chickens or hogs, produce milk
from dairy cattle, or produce feeder cattle or pigs, broiler
chickens, or eggs. The facility must include, as an in-
tegral part of the structure or enclosure, equipment
necessary to house, raise, and feed the livestock.

Horticultural structure. A single purpose horticultural
structure is either of the following.

* A greenhouse specifically designed, constructed,
and used for the commercial production of plants.

* A structure specifically designed, constructed, and
used for the commercial production of mushrooms.

Use of structure. A structure must be used only for
the purpose which qualified it. For example, a hog pen
will not be qualifying property if you use it to house
poultry. Similarly, using part of your greenhouse to sell
plants will make the greenhouse nonqualifying property.

If a structure includes work space, that structure is
not a single purpose agricultural or horticultural struc-
ture unless the work space is used only for any of the
following.

* Stocking, caring for, or collecting livestock or plants
or their produce.

* Maintaining the enclosure or structure.

* Maintaining or replacing the equipment or stock
enclosed or housed in the structure.

Partial Business Use

When you use property for both business and non-
business purposes, you can elect the section 179 de-
duction only if you use it more than 50% for trade or
business in the tax year you place it in service. You
must figure the part of the cost of the property that re-
flects only its business use. You do this by multiplying
the cost of your property by the percentage of business
use. This is your business cost. Use it to figure your
section 179 deduction.

Example 1. May Oak bought and placed in service
an item of section 179 property. She paid $11,000 for
it. She used the property 80% for her business and 20%
for personal purposes. The business part of the cost
of her property is $8,800 (80% x $11,000).

Example 2. June Pine bought and placed in service
computer equipment. She paid $9,000 and received a
$1,000 trade-in allowance for her old computer equip-
ment. She had an adjusted basis of $3,000 in the old
computer equipment. June used both the old and new
equipment 90% for business and 10% for personal
purposes. Her basis in the new computer equipment is
$12,000 ($9,000 paid plus the adjusted basis of $3,000
in the old computer equipment). However, her business
cost for purposes of section 179 is limited to 90%
(business use percentage) of $9,000 (cash paid), or
$8,100.

Nonqualifying Property

Terms you may need to know (see Glos-
sary):

Adjusted basis
Basis
Fiduciary
Grantor
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Placed in service
Structural components

Generally, the section 179 deduction cannot be claimed
on the cost of any of the following.

* Property you hold only for the production of income.

* Real property, including buildings and their struc-
tural components.

* Property you acquired from certain groups or per-
sons.

* Air conditioning or heating units.

* Certain property used predominantly outside the
u.s.

* Property used predominantly to furnish lodging or
in connection with the furnishing of lodging.

* Property used by certain tax-exempt organizations.
* Property used by governmental units.
* Property used by foreign persons or entities.

* Certain property you leased to others (if you are a
noncorporate lessor).

For the kind of property you lease on which you can
claim the section 179 deduction, see Qualifying Prop-
erty, earlier.

Production of Income

Property you hold for the production of income includes
investment property, rental property (if renting property
is not your trade or business), and property that
produces royalties. If you use property in the active
conduct of a trade or business, you do not hold it only
for the production of income.

Acquired From Certain
Groups or Persons

Property does not qualify for the section 179 deduction
if any of the following apply.

1) The property is acquired by one member of a con-
trolled group from a member of the same group.
2) The property's basis is either:

a) Determined in whole or in part by its adjusted
basis in the hands of the person from whom it
was acquired, or

b) Determined under stepped-up basis rules for
property acquired from a decedent.

3) The property is acquired from a related person.

Related persons. For the purpose of determining what
property does not qualify for the section 179 deduction,
related persons are any of the following.

* An individual and his or her spouse, child, parent,
or other ancestor or lineal descendant.

* A corporation and any individual who owns directly
or indirectly more than 50% of the value of the cor-
poration's outstanding stock.
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* Two corporations that are members of the same
controlled group.

* A fiduciary of a trust and a corporation if more than
50% of the value of the outstanding stock of the
corporation is owned directly or indirectly by or for
the trust or the grantor of the trust.

* The grantor and fiduciary, and the fiduciary and
beneficiary, of any trust.

* The fiduciaries or the fiduciaries and beneficiaries
of two different trusts if the same person is the
grantor of both trusts.

* Certain educational and charitable organizations
and any person (including members of the person's
family) who directly or indirectly controls the organ-
ization.

* A partnership and a person who owns directly or
indirectly an interest of more than 50% of the part-
nership's capital or profits.

* Two partnerships if the same persons directly or
indirectly own more than 50% of the capital or profits
of each.

e Two S corporations if the same persons own more
than 50% in value of the outstanding stock of each
corporation.

* An S corporation and a corporation that is not an
S corporation if the same persons own more than
50% in value of the outstanding stock of each cor-
poration.

* A corporation and a partnership if the same persons
own more than 50% in value of the outstanding
stock of the corporation and more than 50% of the
capital interest, or profits interest, in the partnership.

Example. Ken Larch is a tailor. He bought two in-
dustrial sewing machines from his father. He placed
both machines in service in the same year he bought
them. They do not qualify for section 179 because Ken
and his father are related persons. He cannot claim a
section 179 deduction for the cost of these machines.

Property Used for Lodging

The following types of property used predominantly in
connection with the furnishing of lodging can qualify as
section 179 property.

* Nonlodging commercial facilities which are available
to those who are not using the lodging facilities on
the same basis as they are available to those using
the lodging facilities.

* Property used by a hotel or motel in connection with
the trade or business of furnishing lodging where the
predominant portion of the accommodations is used
by transients.

* Property which is a certified historic structure to the
extent of that portion of the basis which is attribut-
able to qualified rehabilitation expenditures.

* Any energy property.



Energy property. This is property that is either of the
following.

* Equipment that uses solar energy to generate
electricity, to heat or cool (or provide hot water for
use in) a structure, or to provide solar process heat.

* Equipment used to produce, distribute, or use en-
ergy derived from a geothermal deposit, up to (but
not including) the electrical transmission stage.

If you did not construct, reconstruct, or erect the
equipment, the original use of the property must begin
with you. The property must meet the performance and
quality standards, if any, that have been prescribed by
Income Tax Regulations and that are in effect at the
time you get the property.

Energy property does not include any property that
is public utility property as defined by section 46(f)(5)
of the Internal Revenue Code (as in effect on November
4, 1990).

Electing the Deduction

The section 179 deduction is not automatic. If you want
to take the deduction, you must elect to do so. See How
To Make the Election, later.

Placed-in-Service Rule

For purposes of the section 179 deduction, you place
property in service in the tax year it is first made ready
and available for a specific use. This use can be in a
trade or business, the production of income, a tax-
exempt activity, or a personal activity. If you place
property in service in a use that does not qualify it for
the section 179 deduction, it cannot later qualify in an-
other tax year even if you change it to business use.

Example. Last year, you bought a new car and
placed it in service for personal purposes. This year,
you began to use it for business. Because you changed
its use to business use does not qualify the cost of your
car for a section 179 deduction this year. However, you
can claim a depreciation deduction for the business use
of the car this year. To figure the depreciation de-
duction, see chapter 3.

How To Make the Election

You make the election by taking your deduction on
Form 4562. You attach and file Form 4562 with either
of the following.

* Your original tax return filed for the tax year the
property was placed in service (whether or not you
file it timely).

* An amended return filed by the due date (including
extensions) for your return for the tax year the
property was placed in service.

You cannot make an election for the section 179 de-
duction on an amended return filed after the due date
(including extensions).

Revoking an Election

Once you elect a section 179 deduction, you

can revoke your election only with IRS consent.

The IRS will grant you a consent only in ex-
traordinary circumstances. Requests for consent are
subject to a user fee. The fee is $500 if your gross
income is less than $150,000; the fee is $3,650, if your
gross income is $150,000, or more.

You must file your request for consent with the:

Commissioner of Internal Revenue
Washington D.C. 20224

When you file your request for consent you must in-
clude all of the following information.

e Your name.
e Your address.
* Your taxpayer identification number (TIN).

* An accompanying statement showing the year and
property involved and your reasons, in detail, for the
request.

The request must be signed by you or your represen-
tatives.

Recordkeeping Requirements

— M You must keep records that show the specific
r--- identification of each piece of qualifying section
RIFRES 179 property. These records must show how
you acquired the property, the person you acquired it
from, and when you placed it in service. You cannot
change the selection of section 179 property for which
you claim a deduction when computing your taxable
income for the tax year you make the election or for any
later tax years.

How To Figure
the Deduction

Terms you may need to know (see Glos-
sary):

Active conduct of a trade/business
Adjusted basis

Basis

Placed in service

The total business cost you can elect to deduct under
section 179 for 1998 cannot be more than $18,500. This
maximum dollar limit applies to each taxpayer, not to
each business. You do not have to claim the full
$18,500. You can decide how much of the business
cost of your qualifying property you want to deduct un-
der section 179. You may be able to depreciate any
cost you do not deduct under section 179. For infor-
mation on how to figure depreciation, see chapter 3.
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If you acquire and place in service more than one
item of qualifying property during the year, you can di-
vide the deduction among the items in any way, as long
as the total deduction is not more than the limits. If you
have only one item of qualifying property and it does
not cost more than $18,500, your deduction is limited
to the lesser of the following.

* Your taxable income from your trade or business.
(The taxable income limit is discussed later.)

¢ The cost of the item.

You must figure your section 179 deduction before
figuring your depreciation deduction.

You must subtract the amount you elect to deduct
under section 179 from the business/investment cost
of the qualifying property. This result is called your un-
adjusted basis and is the amount you use to figure any
depreciation deduction.

Example. In 1998, you bought a $20,000 forklift and
a $1,500 circular saw for your business. You placed
both items in service in 1998. You elect to deduct
$17,000 for the forklift and the entire $1,500 for the saw,
a total of $18,500. This is the maximum dollar limit you
can deduct. Your $1,500 deduction for the saw com-
pletely recovered its cost. Your unadjusted basis is
zero. The unadjusted basis of your forklift is $3,000.
You figure this by subtracting the amount of your sec-
tion 179 deduction, $17,000, from the cost of the forklift,
$20,000.

Deduction Limits

Your section 179 deduction cannot be more than the
business cost of the qualifying property. In addition, in
figuring your section 179 deduction, you must apply the
following limits.

e Maximum dollar limit

¢ [nvestment limit

e Taxable income limit

Maximum Dollar Limit

The total cost of section 179 property that you can elect
to deduct for 1998 cannot be more than $18,500. This
maximum dollar limit is reduced if you go over the in-
vestment limit (discussed later) in any tax year.

The total cost of section 179 property that you
@ can deduct increases as shown below:

Tax Year

Maximum Amount Deductible

1999 $19,000
2000 20,000
2001 - 2002 24,000
After 2002 25,000

Joint returns.  If you file a joint return, you and your
spouse are treated as one taxpayer in determining any
reduction to the maximum dollar limit, regardless of
which of you acquired the property or placed it in ser-
vice.
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Married individuals filing separate returns. If you
and your spouse file separate returns for a tax year, you
are treated as one taxpayer for the maximum dollar limit
and the $200,000 investment limit. Unless you elect
otherwise, 50% of the maximum dollar limit (after ap-
plying the investment limit) will be allocated to each of
you. If the percentages elected by each of you do not
total 100%, 50% will be allocated to each of you.

Example 1. Jack Elm is married. He and his wife file
separate returns. Jack bought and placed in service
$200,000 of qualified farm machinery in 1998. His wife
had her own business and she bought and placed in
service $5,000 of qualified business equipment. If Mr.
and Mrs. EIm had filed a joint return for 1998, their
maximum dollar limit would have been $13,500. This
is because their $18,500 maximum dollar limit would
have been reduced by $5,000 (the excess over the
$200,000 investment limit). They elect to allocate
$13,500 as follows: $10,125 (75%) to Mr. Elm's ma-
chinery and $3,375 (25%) to Mrs. Elm's equipment. If
they did not make an election to allocate their costs,
they would be limited to $13,500 multiplied by 50% or
$6,750 each on their separate returns.

Joint return after filing separate returns. If you and
your spouse elect to file a joint return after the due date
for filing the return, the maximum dollar limit on the joint
return is the lesser of the following.

* The maximum dollar limit (after applying the in-
vestment limit).

* The total cost of section 179 property you and your
spouse elected to expense on your separate re-
turns.

Example 2. Assume Jack EIm and his wife in Ex-
ample 1 had filed separate tax returns. On their sepa-
rate returns, Jack elected to expense $4,000 of section
179 property and his wife elected to expense $2,000.
If they subsequently file a joint return after the due date
for that return, their maximum dollar limit for section 179
is $6,000, the lesser of $13,500 (the maximum dollar
limit after applying the investment limit), or $6,000, the
total amount they elected to expense on their separate
returns).

Increased section 179 deduction for enterprise zone
businesses. The maximum deduction for section 179
property that is “qualified zone property” is increased
to $38,500 for “enterprise zone businesses.”

For information, get Publication 954, Tax Incentives
for Empowerment Zones and Other Distressed Com-
munities.

Investment Limit

For each dollar of your business cost over $200,000 for
section 179 property placed in service in a year, reduce
the maximum dollar limit by one dollar (but not below
zero). If your business cost of section 179 property
placed in service during 1998 is $218,500 or more, you
cannot take a section 179 deduction and you are not
allowed to carry over the cost that is more than
$218,500.



Example. 1n 1998, Jane Ash placed in service ma-
chinery costing $207,000. Because this cost is $7,000
more than $200,000, she must reduce her maximum
dollar limit of $18,500 by $7,000. If her taxable income
is at least $11,500 or more, she can claim an $11,500
section 179 deduction for this year.

Taxable Income Limit

The total cost that you can deduct each year is limited
to the taxable income from the active conduct of any
trade or business during the tax year. Generally, you
are considered to actively conduct a trade or business
if you meaningfully participate in the management or
operations of the trade or business.

Figure taxable income for this purpose by totaling the
net income (or loss) from all trades and businesses you
actively conducted during the tax year. Items of income
derived from a trade or business actively conducted by
you include section 1231 gains (or losses) and interest
from working capital of your trade or business. Also
include in total taxable income any wages, salaries,
tips, or other pay earned as an employee. When figur-
ing taxable income, do not take into account any unre-
imbursed employee business expenses you may have
as an employee.

In addition, figure taxable income without regard to
any of the following.

* The section 179 deduction.
* The self-employment tax deduction.
* Any net operating loss carryback or carryforward.

Any cost that is not deductible in one tax year
@ under section 179 because of this limit can be
carried to the next tax year.

Section 1231 gains and losses. Any recognized gains
or losses from the following types of transactions are
section 1231 gains or losses.

1) The sale or exchange of real property or deprecia-
ble personal property you used in a trade or busi-
ness if you held it for more than 1 year.

2) The sale or exchange of cattle or horses you held
for draft, breeding, dairy, or sporting purposes if you
held them for 2 years or more.

3) The sale or exchange of livestock (other than cattle,
horses, and poultry) you held for draft, breeding,
dairy, or sporting purposes if you held it for 1 year
or more.

4) The sale, exchange, or involuntary conversion of
unharvested crops on land you used in farming if
you sold, exchanged, or had to involuntarily convert
the crop and land at the same time and to the same
person and you held the land for more than 1 year.

5) The cutting of timber for sale or for use in your trade
or business if you meet both of the following re-
guirements.

a) You elect to treat the cutting as a sale or ex-
change.

b) You either owned the timber for more than 1
year or held a contract right to cut the timber for
more than 1 year.

6) The disposal of timber held for more than 1 year
under a cutting contract if you treat the disposal as
a sale or exchange and you retain an economic
interest in the timber.

7) The disposal of coal (including lignite) or iron ore
(mined in the United States) you owned for more
than 1 year under a contract in which you retain an
economic interest in the coal or iron ore.

For more information about section 1231 gains and
losses, see chapter 3 in Publication 544.

Two different taxable income limits. The section 179
deduction is subject to a taxable income limit. You also
may have to figure some other deduction that has a limit
based on taxable income. You may have to figure the
limit for this other deduction taking into account the
section 179 deduction. If so, complete the steps dis-
cussed next.

Step 1- Figure taxable income without either a section
179 deduction or the other deduction.

Step 2— Figure a hypothetical section 179 deduction
using the taxable income figured in Step 1.

Step 3— Subtract the hypothetical section 179 de-
duction figured in Step 2 from the taxable income
figured in Step 1.

Step 4— Figure a hypothetical amount for the other
deduction using the amount figured in Step 3 as
taxable income.

Step 5- Subtract the hypothetical other deduction fig-
ured in Step 4 from the taxable income figured in
Step 1.

Step 6— Now figure your actual section 179 deduction
using the taxable income figured in Step 5.

Step 7— Subtract your actual section 179 deduction
figured in Step 6 from the taxable income figured in
Step 1.

Step 8- Figure your actual other deduction using the
taxable income figured in Step 7.

Example. During the tax year, the XYZ corporation
purchased and placed in service qualifying section 179
property that cost $10,000. It elects to expense as
much as possible under section 179. The XYZ corpo-
ration also gave a charitable contribution of $1,000
during the tax year. A corporation's deduction for char-
itable contributions cannot be more than 10% of its
taxable income, figured after subtracting any section
179 deduction. The taxable income limit for the section
179 deduction is figured after subtracting any allowable
charitable contributions. XYZ's taxable income figured
without taking into account either any section 179 de-
duction or any deduction for the charitable contributions
is $12,000. XYZ figures its section 179 deduction and
its deduction for charitable contributions as follows.
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Step 1- Taxable income figured without either de-
duction is $12,000.

Step 2— Using $12,000 as taxable income, a hy-
pothetical section 179 deduction of $10,000 would
be allowable.

Step 3— $12,000 (from Step 1) minus $10,000 (from
Step 2) equals $2,000.

Step 4— Using $2,000 (from Step 3) as taxable income,
a hypothetical charitable contribution (limited to 10%
of taxable income) of $200 is figured.

Step 5- $12,000 (from Step 1) minus $200 (from Step
5) equals $11,800.

Step 6— Using $11,800 (from Step 5) as taxable in-
come, the actual section 179 deduction is figured.
Because the taxable income is at least $10,000, XYZ
can take a $10,000 section 179 deduction.

Step 7- $12,000 (from Step 1) minus $10,000 (from
Step 6) equals $2,000.

Step 8- Using $2,000 (from Step 7) as taxable income,
the actual charitable contribution (limited to 10% of
taxable income) of $200 is figured.

Carryover of disallowed deduction. The amount you
carry over will be taken into account in determining your
section 179 deduction in the next tax year. In the tax
year you place property in service, you can select the
properties for which costs will be carried forward. You
can allocate the portion of the costs to these properties
provided your decisions are shown in your books and
records.

If you do not make a selection, the total carryover
will be allocated equally among the properties you
elected to expense for the tax year. If you can deduct
all or a portion of your total carryover in a subsequent
year, you must deduct the costs being carried from the
earliest tax year first.

Basis adjustment. Generally upon a sale or other
disposition of section 179 property, or a transfer of
section 179 property involving a transaction in which
gain or loss is not recognized in whole or in part (in-
cluding transfers at death), the adjusted basis of the
property is increased before the sale or other disposi-
tion by the amount of disallowed section 179 deduction.

Neither the old nor the new owner can deduct any
of the disallowed amount that is added to the basis of
the property.

Partnerships and Partners

The section 179 deduction limits apply to both the
partnership and to each partner. The partnership de-
termines its section 179 deduction subject to the limits.
It allocates the deduction among its partners.

Each partner adds the amount allocated from the
partnership as shown on Schedule K-1 to his or her
other nonpartnership business section 179 costs. Next
the partner applies the maximum dollar limit to this total.
This allows the partner to figure his or her section 179
deduction. To determine if a partner has passed the
$200,000 investment limit, the business cost of section
179 property placed in service by the partnership is not
attributed to any partner. The total amount of each
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partner's (partnership and nonpartnership) section 179
deduction is subject to both the taxable income limit and
the maximum dollar limit.

Figuring taxable income for a partnership. To figure
taxable income (or loss) from the active conduct by a
partnership of any trade or business, total the net in-
come (or loss) from all trades or businesses actively
conducted by the partnership during the tax year. To
determine the total amount of partnership items, treat
deductions and losses as negative income. See Publi-
cation 541 for information on how to figure partnership
net income (or loss).

Partner's share of partnership taxable income. For
purposes of section 179, if you are a partner engaged
in the active conduct of one or more of a partnership's
trades or businesses, you include some of the partner-
ship's taxable income as your taxable income from the
active conduct of a trade or business. You include your
allocable share of taxable income derived from the
partnership's active conduct of any trade or business.

For purposes of section 179, if the tax year of you
and the partnership differ, the amount of the partner-
ship's taxable income attributable to you for a tax year
is determined by the partnership tax year that ends with
or within your tax year.

Example. John Oak and James Oak are equal
partners in Oak Company. Oak Company uses a tax
year ending January 31. John and James both use a
tax year ending December 31. For Oak Company's tax
year ending January 31, 1998, it has taxable income
from the active conduct of its trade or business of
$80,000, of which $70,000 was earned during 1997.
John and James each include $40,000 of partnership
taxable income in computing their taxable income limit
for the 1998 tax year.

Basis adjustment. You must reduce the basis of your
partnership interest by the total amount of section 179
expenses allocated from the partnership regardless of
whether you can currently deduct the full amount of
allocated section 179 expense. If you dispose of your
interest in a partnership, your basis for determining gain
or loss is increased by any outstanding carryover of
disallowed deduction of section 179 expenses allocated
from the partnership.

The basis of a partnership's section 179 property
must be reduced by the section 179 deduction elected
by the partnership. This reduction of basis must be
made even if a partner cannot deduct all or part of the
section 179 deduction allocated to that partner by the
partnership because of the limits.

Example. In 1998, Beech Partnership placed in
service section 179 property with a total business cost
of $204,000. The partnership's taxable income for the
year was $30,000. The partnership must reduce its
maximum dollar limit ($18,500) by $4,000 ($204,000 -
$200,000). The maximum section 179 deduction for the
partnership is $14,500. The partnership allocates this
$14,500 equally to its two partners, Ann and Dean.

Ann had no other section 179 property placed in
service this year. In addition to being a partner in the



Beech Partnership, she also operates a business as a
sole proprietorship. This business has taxable income
of more than $7,250. She can claim the $7,250 allo-
cated to her by Beech as a section 179 deduction.

In addition to being a partner in Beech Partnership,
Dean also operates a business as a sole proprietorship.
This year he placed $15,500 of qualifying section 179
property in service in his sole proprietorship business.
This business had taxable income of $20,000. He is
also a partner in the Cedar Partnership, which allocated
him a section 179 amount of $7,000. Because he has
a total section 179 deduction allocated from the part-
nerships of $14,250 ($7,250 from Beech and $7,000
from Cedar), he can elect a section 179 deduction of
only $4,250 ($18,500 - $14,250) for the property from
his sole proprietorship because his maximum section
179 deduction is $18,500.

S Corporations

The rules that apply to a partnership and its partners
also apply to an S corporation and its shareholders. The
limits apply to an S corporation and to each share-
holder. The corporation allocates the deduction to the
shareholders who then take their section 179 deduction
subject to the limits.

Figuring taxable income for an S corporation. To
figure taxable income (or loss) from the active conduct
by an S corporation of any trade or business, you add
up the net income (or loss) from all trades or busi-
nesses actively conducted by the S corporation during
the tax year.

To figure the net income or loss from a trade or
business actively conducted by an S corporation, you
take into account the items from that trade or business
that are passed through to the shareholders and used

in determining each shareholder's tax liability. However,
you do not take into account any credits, tax-exempt
income, and deductions for compensation paid to
shareholder-employees. For purposes of determining
the total amount of S corporation items, deductions and
losses are treated as negative income. When figuring
the amount of each item, disregard any limits that must
be taken into account when figuring a shareholder's
taxable income.

Other Corporations

A corporation's taxable income from its active conduct
of any trade or business is its taxable income figured
with the following changes.

e It is figured before deducting any net operating loss
deduction, or special deductions (as reported on the
corporation's income tax return).

* It is adjusted for items of income or deduction that
were not derived from a trade or business actively
conducted by the corporation during the tax year.

Passenger automobiles.  For passenger automobiles
placed in service in 1998, the total of the section 179
and depreciation deductions cannot be more than
$3,160 for 1998. For more information, see Special
Rule for Passenger Automobiles, later.

Section 179 Worksheet

We designed the following worksheet to help you figure
your section 179 deduction and carryover. It takes into
account the limits discussed (except for the limit on
passenger automobiles). However, to make the election
to expense under section 179, you must complete and
attach a Form 4562 to your return.
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Section 179 Deduction Worksheet
Step 1: Maximum dollar limit ...........ccoocoeeiiieeniiieenns $18,500
Step 2: Enter total business cost of all

qualifying property placed in ser-

vice in tax year. ......ccccoocveeiiiirennns $

Note. If Step 2 is $218,500 or more, you cannot elect
section 179 for this year.

Step 3: Threshold cost of section 179 property. ......... _$200,000
Step 4: Subtract Step 3 from Step 2. If Step 2 is less
than Step 3, enter -0-. ......cccovvvvriieiiiniicies $

Step 5: Subtract Step 4 from Step 1. This is your re-

duced maximum dollar limit. If Step 1 is less

than Step 4, enter -0-. .......ccooovviviiiniiiiieniees $
Step 6: Enter amount you elect to expense under

section 179. (Do not enter more than Step2.). $
Step 7: Enter the smaller of Step 5 or Step 6. This is

your tentative deduction. ............ccccevieieniiieeenne $
Step 8: Enter any section 179 carryover from prior
YEAIS. ettt $
Step 9: Enter the smaller of your 1998 taxable income
limit or the Step 5 amount. ...........cccoceeveeneennee. $ 0

Step 10: Add Step 7 and Step 8. Do not enter more than
your Step 9 amount. (No more than $3,160
can be entered on this line for a passenger
automobile.) This is your 1998 section 179
deduction. .........ccccoeiiiiiii $

Carryover to 1999:

Step 11: Add Steps 7 and 8. ........ccceeevieeenne $

Step 12: Enter Step 10 amount. ..................

Step 13: Subtract Step 12 from Step 11. This is your
carryover t0 1999. ......ccccoiiiiiiiie e $

Section 179 Recapture

Section 179 recapture occurs when you add back to
income the section 179 deduction you took in an earlier
year.

When To Recapture the Deduction

If you claim a section 179 deduction for the cost of
property and, in a year after you place the property in
service, you do not use it predominantly for business,
you may have to recapture part of the section 179 de-
duction. This can occur in any tax year during the re-
covery period for the property. Recovery periods for
property are discussed later in Property Classes and
Recovery Periods under How To Figure the Deduction
Using Percentage Tables in chapter 3.

If you elect a section 179 deduction, treat the amount
deducted as depreciation for purposes of the recapture
rules. You may have to treat any gain you realize from
a sale, exchange or other disposition of the property
as ordinary income up to the section 179 and depreci-
ation deductions you claimed. Ordinary income is in-
come that is entirely taxable.

Report any recapture of the section 179 deduction
on Form 4797.

How To Figure the Recapture

To figure the amount to recapture (include in income),
subtract the depreciation that would have been allow-
able on the section 179 amount for prior tax years and
the tax year of recapture from the section 179 deduction
claimed.
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The section 179 amount is the part of the cost de-
ducted under section 179.

Example 1. Shirley Butler, a calendar year taxpayer,
bought and placed in service in her business on Feb-
ruary 12, 1996, an item of 3-year property costing
$5,000. She elected a section 179 deduction of $5,000
for the property. Since she deducted the full cost of the
property in 1996, she cannot claim any depreciation for
it in 1996. She used the property in her business for
all of 1997.

For all of 1998, Shirley used the property only for
personal use. Because of the change from business to
personal use, she must recapture the benefit she got
from the section 179 deduction claimed in 1996. Shirley
figures her recapture amount as follows.

Section 179 deduction claimed (1996) ........c.ccccoovriviriunens $5,000.00
Allowable depreciation (instead of Section 179):

1996 — $5,000 x 33.33%* ......cccvviiiiriieiiinns $1,666.50

1997 — $5,000 x 44.45%% ....cccocvvceiriiieriien _2,222.50 _3,889.00
1998 — Recapture amouUNt .......ccceiueeriinieenieeee e $1,111.00

*Rates from Table A-1 (3—Year Property)

She must include $1,111 in income for the 1998 tax
year. This is $5,000 (the amount claimed in 1996 as
a section 179 deduction) minus $3,889 (the depreci-
ation that would have been allowable in 1996 and
1997). Because she did not use the property for busi-
ness or investment purposes in 1998, she cannot claim
any depreciation for 1998.

Example 2. Paul Lamb, a calendar year taxpayer,
bought and placed in service on August 1, 1996, an
item of 3—year property costing $10,000. The property
is not listed property. He used the property only for
business in 1996 and 1997. He elected a section 179
deduction of $5,000 for it. During 1998, he used the
property 40% for business and 60% for personal use.
He figures his recapture amount as follows.

Section 179 deduction claimed (1996) ........cccccoceeviivienninnn. $5,000.00
Allowable depreciation (instead of section 179):

1996 — $5,000 % 33.33%* ....ccceeiiiiiieiie e $1,666.50

1997 — $5,000 x 44.45%* ......ocvvcevriiienreneen 2,222.50

1998 — $5,000 x 14.81%* x 40% (business) .. __296.20 _4,185.20
1998 — Recapture amouUNt .........cceoceeeiieenieerieeiee e _$814.80

*Rates from Table A-1 (3—Year Property)

Paul must include $814.80 in income for 1998. This
is $5,000 - $4,185.20 ($1,666.50 + $2,222.50 +
$296.20).

Dispositions. If you elect the section 179 deduction,
you must treat the amount deducted as depreciation for
purposes of the depreciation recapture rules. You must
treat any gain you realize on a disposition of your
property as ordinary income up to the total of the sec-
tion 179 and depreciation deductions taken. See Sec-
tion 1245 Property in chapter 3 of Publication 544.

Installment sales.  If you sell qualifying property
under the installment method, you must generally in-
clude as ordinary income in the year of sale any de-
preciation recapture up to the amount of gain even if
you receive no payments in the year of sale. See Pub-
lication 537.



3.

Modified Accelerated
Cost Recovery System
(MACRS)

Introduction

This chapter discusses the Modified Accelerated Cost
Recovery System (MACRS). It contains the following
sections.

* MACRS Defined. This section defines MACRS. It
discusses both MACRS systems, the General De-
preciation System (GDS) and the Alternative De-
preciation System (ADS).

* What Can Be Depreciated Under MACRS. This
section identifies what you can depreciate under
MACRS, when to use GDS, and when to use ADS.

* What Cannot Be Depreciated Under MACRS.
This section identifies property that you cannot de-
preciate under MACRS. It also discusses how you
can exclude certain property from MACRS.

* How To Figure the Deduction Using Percentage
Tables. This section discusses how to figure your
MACRS deduction using the MACRS percentage
tables. It explains basis, property classes and re-
covery periods, placed-in-service date, conventions,
depreciation methods, and the MACRS percentage
tables. It provides examples and contains a MACRS
Worksheet to help you prepare Form 4562.

* How To Figure the Deduction Without Using the
Tables. This section explains how you can figure
your MACRS deduction without using the rates in
the percentage tables. It discusses the various de-
preciation methods you can use. Further, it dis-
cusses conventions and how to apply them. This
section contains numerous examples employing
different depreciation methods. Lastly, it discusses
how you can take a MACRS deduction in a short tax
year.

* Dispositions. This section discusses how you de-
preciate property in the year of disposition if you
dispose of it before the end of the recovery period.
It discusses the different ways of figuring depreci-
ation depending on the convention you used. This
section also briefly discusses depreciation recap-
ture.

* General Asset Account. This section discusses
how you depreciate property in a general asset ac-
count. It also tells you how to group assets that you
place in a general asset account. Also included in
this section is a discussion on how you treat prop-
erty in a general asset account when you transfer
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ownership or permanently withdraw it from use in
your trade or business or from the production of in-
come. Finally, this section discusses how you make
the election to use a general asset account.

Useful Items
You may want to see:

Publication

0225 Farmer's Tax Guide

(0463 Travel, Entertainment, Gift, and Car
Expenses

(1544 Sales and Other Dispositions of Assets

(1551 Basis of Assets

(1587 Business Use of Your Home (Including Use
by Day-Care Providers)

Form (and Instructions)

[0 2106-EZ Unreimbursed Employee Business
Expenses

(12106 Employee Business Expenses

[0 3115 Application for Change in Accounting
Method

(14255 Recapture of Investment Credit

(14562 Depreciation and Amortization

See chapter 6, How To Get More Information, for
information about getting these publications and forms.

MACRS Defined

Terms you may need to know (see Glos-
sary):

Basis

Class lives

Convention

Declining balance method
Disposed

Nonresidential real property
Placed in service

Property class

Recovery period
Residential rental property
Straight line method

MACRS consists of two systems that determine how
you depreciate your property. The main system is called
the General Depreciation System (GDS) while the
second system is called the Alternative Depreciation

System (ADS). Unless you are specifically required by
law to use ADS or you elect it, you generally use GDS
to figure your depreciation deduction. Property for which
you are required by law to use ADS and how to elect
ADS are discussed in What Can Be Depreciated Under
MACRS, later. The main difference between the two
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systems is that ADS generally provides for a longer
recovery period and uses only the straight line method
of depreciation to figure a deduction.

Both GDS and ADS have pre-established class lives
for most property. Under GDS, most property is as-
signed to eight property classes based on these class
lives. These property classes provide the recovery pe-
riod to be used (that is, they establish the number of
years over which you recover the cost of an item in a
class). Property classes and recovery periods are dis-
cussed in How To Figure the Deduction Using Per-
centage Tables, later.

Both systems simplify the way you figure your de-
duction by providing three preset conventions. These
conventions determine the number of months for which
you claim depreciation in the year you place property
in service and in the year you dispose of the property.
The conventions are as follows.

1) For all nonresidential real and residential rental
property — the mid-month convention.

2) For all other property —
a) Generally, the half-year convention.

b) The mid-quarter convention — if the basis of
property placed in service during the last three
months of the tax year (excluding nonresidential
real, residential rental property, and property
placed in service and disposed of in the same
year) is more than 40% of the total bases of all
property placed in service for the entire year.

These conventions are discussed in How To Figure
the Deduction Using Percentage Tables, later.

MACRS provides five methods of figuring depreci-
ation on property.

* The 200% declining balance method over a GDS
recovery period.

* The 150% declining balance method over a GDS
recovery period.

* The 150% declining balance method over an ADS
recovery period (if elected).

* The straight line method over a GDS recovery pe-
riod.

* The straight line method over an ADS recovery pe-
riod.

You can elect to use ADS for property that qualified for
GDS.

The IRS has established percentage tables to make
it easier for you to figure your deduction for most
MACRS methods. The various ways to depreciate
property, elections you can make, and the percentage
tables are discussed in How To Figure the Deduction
Using Percentage Tables, later.

To use GDS or ADS to figure your depreciation de-
duction, you must first know what property can be de-
preciated under each system. This is discussed next.
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What Can Be
Depreciated
Under MACRS

MACRS applies to most tangible depreciable property
placed in service after 1986. Property for which you
cannot use MACRS is discussed later in What Cannot
Be Depreciated Under MACRS.

Use of real property changed.  You must use MACRS
to depreciate all real property you acquired before 1987
that you changed from personal use to a business or
income-producing use after 1986.

When To Use GDS

Terms you may need to know (see Glos-
sary):

Declining balance method
Recovery period

Most tangible depreciable property falls within the gen-
eral rule of MACRS, also called the General Depreci-
ation System (GDS). As discussed earlier in MACRS
Defined, the major differences between GDS and ADS
are the recovery period and method of depreciation you
use to figure the deduction. Because GDS permits use
of the declining balance method over a shorter recovery
period, the deduction is greater in the earlier years.

However, the law requires you to use ADS for certain
property as discussed under When To Use ADS, next.

Although your property may qualify for GDS, you can
elect to use ADS. If you make this election, you can
never revoke it. How to make this election is discussed
in Election of ADS, later.

When To Use ADS

Terms you may need to know (see Glos-
sary):

Placed in service
Recovery period
Straight line method
Tax-exempt

You must use ADS for the following property.
* Any tangible property used predominantly outside
the United States during the year.
* Any tax-exempt use property.
* Any tax-exempt bond-financed property.

* Any property used predominantly in a farming
business and placed in service during any tax year
in which you make an election not to apply the uni-
form capitalization rules to certain farming costs.

* Any imported property covered by an executive or-
der of the President of the United States.
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What Cannot
Be Depreciated
Under MACRS

Terms you may need to know (see Glos-
sary):

Placed in service
Standard mileage rate
Unit-of-production method

You cannot use MACRS for certain property. You can
elect to exclude certain other property from being de-
preciated under MACRS.

You cannot use MACRS to depreciate the following

property.

* Intangible property.
* Any motion picture film or video tape.
* Any sound recording.

* Certain real and personal property placed in service
before 1987.

You can choose to exclude from MACRS any prop-
erty that you can properly depreciate under a method
of depreciation not based on a term of years.

Property Placed in Service
Before 1987

There are special rules that may prevent you from using
MACRS for property placed in service by anyone (for
any purpose) before 1987 (before August 1, 1986, if
MACRS was elected). These rules apply to both per-
sonal and real property. However, the rules for per-
sonal property are more restrictive.

Do not treat real or personal property as owned
before you placed it in service. If you owned
C

INEEN property in 1986 but did not place it in service
until 1987, you do not treat it as owned in 1986.

Example. Sandra Coffee bought and took delivery
of an item of personal property in November 1986. The
property was not installed and operational until Febru-
ary 1987. Although she actually owned the property in
1986, it was not placed in service until 1987. For pur-
poses of these rules, she does not consider the prop-
erty as owned by her until 1987.

Personal property. You cannot use MACRS for most
personal property (section 1245 property) that you ac-
quired after 1986 (after July 31, 1986, if MACRS was
elected) if any of the following apply.

1) You or someone related to you owned or used the
property in 1986.
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2) You acquired the property from a person who
owned it in 1986 and as part of the transaction the
user of the property did not change.

3) You lease the property to a person (or someone
related to this person) who owned or used the
property in 1986.

4) You acquired the property in a transaction in which:

a) The user of the property did not change, and

b) The property was not MACRS property in the
hands of the person from whom you acquired
it because of 2) or 3).

Special rule. The excluded property rules do not apply
to any property if the allowable deduction for the prop-
erty for the first tax year it is placed in service under
ACRS is greater than the deduction under MACRS us-
ing the half-year convention.

For property placed in service before 1981 that was
transferred to you from a related person or converted
from personal to business use after 1986, use the
straight line or declining balance method. These meth-
ods are based on salvage value and useful life. See
Publication 534.

ACRS will apply to property you placed in service
after 1980 and before 1987 if it was transferred to you
from a related person or converted from personal to
business use after 1986. However, you must depreciate
this property under MACRS if ACRS produces a larger
deduction than MACRS.

Example. On March 3, 1998, you bought machinery
from your father, who had bought it on November 1,
1986. You used it only for business in 1998. Because
your father owned and used the machinery in 1986, it
is excluded property. Its depreciable basis is $1,000.
Under ACRS, your deduction would be $150 (15%, first
year ACRS percentage for 5—year property x $1,000).
Under MACRS, assume that the machinery is 7—year
property. The deduction would be $142.90 [(28.58% x
$1,000) x 50%]. Because the depreciation for the ma-
chinery under MACRS is less than that under ACRS,
you must use MACRS to depreciate it.

Real property. You cannot use MACRS for certain real
property. This includes real property acquired after
1986 (after July 31, 1986, if MACRS was elected) if any
of the following apply.

* You or someone related to you owned the property
in 1986.

* You lease the property back to the person (or
someone related to this person) who owned the
property in 1986.

* You acquired the property in a transaction in which
some of your gain or loss was not recognized.
MACRS applies only to that part of your basis in the
acquired property that represents cash paid or un-
like property given up. It does not apply to the sub-
stituted portion of the basis.
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This rule does not apply to nonresidential real
property or residential rental property.
CAUTION

More information. See Publication 534 for information
on how to figure ACRS and other methods of depreci-
ation.

Related Persons

In determining whether the owner or user of property
has changed, a person is considered related to the
owner or user if there is a relationship described in the
following rules. You must make the determination of
whether a person is related to another at the time you
acquire the property involved. A partnership acquiring
property from a terminating partnership must make its
determination of whether it is related to the terminating
partnership immediately before the event causing the
termination. If a partnership terminates because of the
sale or exchange, within 12 months, of 50% or more
of its total interest in partnership capital or profits, this
rule applies.
The following are related persons.

1) Anindividual and a member of his or her immediate
family, including a spouse, child, parent, brother,
sister, half-brother, half-sister, or any ancestor or
lineal descendant.

2) A corporation and an individual who owns directly
or indirectly more than 10% of the value of the
outstanding stock of that corporation.

3) Two corporations that are members of the same
controlled group.

4) A fiduciary of a trust and a corporation if more than
10% of the value of the outstanding stock is owned
directly or indirectly by or for the trust or grantor of
the trust.

5) The grantor and fiduciary of any trust, and the
fiduciary and beneficiary of any trust.

6) The fiduciaries of two different trusts, and the
fiduciaries and beneficiaries of two different trusts,
if the same person is the grantor of both trusts.

7) Certain educational and charitable organizations
and any person (if an individual, including the
members of the individual's family) who directly or
indirectly controls the organization.

8) A partnership and a person who owns directly or
indirectly an interest of more than 10% of the capital
or profits of the partnership.

9) Two partnerships, if the same persons directly or
indirectly own more than 10% of the capital or pro-
fits of each.

10) The related person and a person who are engaged
in trades or businesses under common control (see
section 52(a) and (b) of the Internal Revenue
Code).

11) Two S corporations if the same persons own more
than 10% in value of the outstanding stock of each
corporation.
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12) An S corporation and a corporation that is not an
S corporation if the same persons own more than
10% in value of the outstanding stock of each cor-
poration.

13) A corporation and a partnership if the same persons
own both of the following.

a) More than 10% in value of the outstanding
stock of the corporation.

b) More than 10% of the capital interest or profits
interest in the partnership.

Constructive ownership of stock. To determine
whether an individual constructively owns (or is con-
sidered to own) any of the outstanding stock of a cor-
poration, apply the following rules.

1) Stock owned by or for a corporation, partnership,
estate, or trust is constructively owned proportion-
ately by or for its shareholders, partners, or benefi-
ciaries.

2) An individual constructively owns the stock owned
by or for the individual's family.

3) An individual owning, except by applying rule 2),
any stock in a corporation, constructively owns the
stock owned by or for the individual's partner.

For purposes of rules 1), 2), and 3), a person is
treated as owning stock that he or she constructively
owned by applying rule 1). But if an individual con-
structively owns stock because of rule 2) or 3), he or
she does not own the stock for purposes of applying
either rule 2) or 3) to make another person the con-
structive owner of the same stock.

Constructive ownership of a partnership interest.
Apply rules 1) and 2), just discussed, to determine if a
person owns more than a 10% interest in the capital
or profits of a partnership. A person is treated as owning
an interest that he or she constructively owns when
applying rule 1). But, if an individual constructively
owns an interest because of rule 2), that individual is
not treated as owning the interest for purposes of ap-
plying rule 2) to make another person the constructive
owner of that interest.

Certain nontaxable transfers of property. MACRS
does not apply to property involved in certain nontaxa-
ble transfers. This applies to property used before 1987
and transferred after 1986 to a corporation or partner-
ship if its basis is determined by reference to the basis
in the hands of the transferor or distributor. If MACRS
was elected, it also applies to property used before
August 1, 1986, and transferred after July 31, 1986, to
a corporation or partnership if its basis is determined
by reference to the basis in the hands of the transferor
or distributor.

The nontaxable transfers covered by this rule include
the following.

* A distribution in complete liquidation of a subsidiary.

* A transfer to a corporation controlled by the trans-
feror.
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* An exchange of property solely for corporate stock
or securities in a reorganization.

* A contribution of property to a partnership in ex-
change for a partnership interest.

* A partnership distribution of property to a partner.

When figuring depreciation, the transferee is treated
as the transferor to the extent of the amount of the
transferor's adjusted basis. The transferee is the person
receiving the property and the transferor is the person
giving up the property. The transferee cannot use
MACRS for the adjusted basis carried over from the
transferor. However, MACRS applies to that part of the
new basis not represented by the carried-over adjusted
basis.

Election To Exclude Property from MACRS

If you properly depreciate any property under a method
not based on a term of years, such as the unit-of-
production method, you can elect to exclude that prop-
erty from MACRS. You must make this election by the
return due date (including extensions) for the tax year
you place your property in service. You make it by re-
porting your depreciation for the property on line 18 of
Part 11l of Form 4562 and attaching a statement as de-
scribed in the Instructions for Form 4562.

Use of Standard Mileage Rate

If you use the standard mileage rate to figure your tax
deduction for your business automobile, you are treated
as having made an election to exclude the automobile
from MACRS. See Publication 463 for a discussion of
the standard mileage rate.

How To Figure the Deduction
Using Percentage Tables

Once you determine that your property can be depre-
ciated under MACRS and whether it falls under GDS
or ADS, you are ready to figure your deduction. To help
you figure your deduction, the IRS has established
percentage tables. To use these percentage tables to
figure your MACRS deduction each year, you need to
know the following information about your property.

* Its basis

* Its property class and recovery period

¢ Its placed-in-service date

* Which convention to use

* Which depreciation method to use

Basis

Terms you may need to know (see Glos-
sary):

Abstract fees
Adjusted basis
Basis
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Business/investment use
Fair market value (FMV)
Nontaxable exchange
Taxable exchange

To figure your depreciation deduction, you must deter-
mine the basis of your property. To determine basis,
you need to know the cost or other basis of your prop-
erty. If you bought the property, your basis is the
amount you paid for the property plus any sales tax,
freight charges, and installation and testing fees. Other
basis refers to basis that is determined by the way you
received the property. For example, you may have re-
ceived the property through an exchange, for services
you performed, as a gift, or as an inheritance. If you
received property in this or some other way, see Pub-
lication 551 to determine your basis.

Cost as Basis

The basis for property is generally its cost. This includes
any amount you pay for the property in cash, in other
property, or services.

Assumed debt. If you assume the seller's mortgage
or other debt on the property, your cost includes the
amount you assume.

Example. You pay a $20,000 down payment and
assume the seller's mortgage of $120,000. Your total
cost is $140,000, the cash you paid plus the mortgage
you assumed.

Settlement fees and other costs. The basis of real
property also includes certain fees and charges you pay
with the purchase. These fees are generally shown on
your settlement statement.

If you buy real property and agree to pay taxes the
seller owed on it, add the taxes you pay to the basis
of your property. Other fees or charges you pay that
you should add to the basis of your property include:

* Legal and recording fees.
* Abstract fees.

* Survey charges.

* Transfer taxes.

* Title insurance.

* Amounts the seller owed that you pay, such as back
taxes or interest, recording or mortgage fees, and
sales commissions.

Property you construct or build. If you construct,
build, or otherwise produce property for use in your
business, you may have to use the uniform capitaliza-
tion rules to determine the basis of your property. For
information about the uniform capitalization rules, see
Publication 551.

Adjusted Basis

You may have to make certain adjustments (increases
and decreases) to the basis of property for items oc-
curring between the time you acquired the property and
the time you placed it in service. These items include:

Page 25



costs for having utility lines installed, costs for legal fees
for perfecting the title, zoning costs, costs of barrier
removal, and rebates. For a discussion of items that
may affect the basis of your property before you place
it in service, see Adjusted Basis in Publication 551.

Basis of Property Changed
from Personal Use

If you held property for personal use and later change
it to business use or use in the production of income,
your basis is the lesser of the following.

1) The fair market value (FMV) of the property on the
date you change it from personal use.

2) Your original cost or other basis adjusted as follows.

a) Increased by the cost of any permanent im-
provements or additions and other costs that
must be added to basis.

b) Decreased by any tax deductions you claimed
for casualty losses and other charges to basis
claimed on earlier years' income tax returns.

Example. Several years ago Nia paid $160,000 to
have her home built on a lot that cost her $10,000.
Before changing the property to rental use last year,
she paid $20,000 for permanent improvements to the
house and claimed a $2,000 casualty loss deduction for
damage to the house. Because land is not depreciable,
she can only include the cost of the house when figuring
the basis for depreciation.

Nia's adjusted basis in the house when she changes
its use is $178,000 ($160,000 + $20,000 - $2,000). On
the date of change in use, her property has an FMV of
$180,000, of which $30,000 is for the land and
$150,000 is for the house. The basis for depreciation
on the house is the FMV on the date of change
($150,000), because it is less than her adjusted basis
($180,000).

Use of Property

If you use an item of property for more than one pur-
pose, you must determine how much of your use of the
property is for each of the following.

¢ Business use
* Investment use

¢ Personal use

Combine investment use with business use to figure
your depreciation deductions. Do not consider invest-
ment use, however, when determining whether listed
property is used predominantly in a qualified business
use. Listed property and the predominant use test are
discussed later in chapter 4.
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Property Classes and
Recovery Periods

Terms you may need to know (see Glos-
sary):

Basis

Class life

Placed in service
Property class
Recovery period
Section 1250 property
Straight line method

Under MACRS, property is assigned to one of several
property classes. These property classes establish the
recovery periods (number of years) over which you re-
cover the basis of your property. The class your prop-
erty is assigned to is generally determined by its class
life. For example, property with a class life of 4 years
or less is in the 3—year property class. The complete list
of class lives and recovery periods is in the Table of
Class Lives and Recovery Periods in Appendix B.

GDS

Under GDS, most tangible property is assigned to one
of eight main property classes. The following is a list
of the eight property classes with examples of the
property included in each.

1) 3—year property. This class includes tractor units
for over-the-road use and any race horse over 2
years old when placed in service. It also includes
any other horse over 12 years old when placed in
service and qualified rent-to-own property.

2) 5—year property. This class includes automobiles,
taxis, buses, trucks, computers and peripheral
equipment, office machinery (such as typewriters,
calculators, copiers, etc.), and any property used in
research and experimentation. It also includes
breeding cattle and dairy cattle.

3) 7—year property. This class includes office furni-
ture and fixtures such as desks, files, safes, etc.
Any property that does not have a class life  and
that has not been designated by law as being in any
other class is also 7—year property.

4) 10-year property. This class includes vessels,
barges, tugs, similar water transportation equip-
ment, any single purpose agricultural or horticultural
structure, and any tree or vine bearing fruits or nuts.

5) 15—year property. This class includes certain
depreciable improvements made directly to land or
added to it, such as shrubbery, fences, roads, and
bridges. It also includes service station buildings
and other land improvements used in the marketing
of petroleum and petroleum products (but not facil-
ities related to petroleum and natural gas trunk
pipelines).

6) 20—year property. This class includes farm
buildings (other than agricultural or horticultural
structures).
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7) Residential rental property.  This class includes
real property such as a rental home or structure
(including a mobile home) if 80% or more of its
gross rental income for the tax year is from dwelling
units. A dwelling unit is a house or apartment used
to provide living accommodations in a building or
structure. It does not include a unit in a hotel, mo-
tel, inn, or other establishment where more than half
the units are used on a transient basis. If you oc-
cupy any part of the building or structure for per-
sonal use, its gross rental income includes the fair
rental value of the part you occupy. The recovery
period for this property is 27.5 years.

8) Nonresidential real property.  This class includes
section 1250 property that is not either of the fol-
lowing.

a) Residential rental property (defined next).

b) Property with a class life of less than 27.5
years.

The recovery period for nonresidential real property is:

* 39 years for property you placed in service after
May 12, 1993, or

* 31.5 years for property you placed in service before
May 13, 1993.

However, property you placed in service before
January 1, 1994, will not be subject to the longer re-
covery period if you or a “qualified person” entered into
a binding written contract to purchase or construct the
property before May 13, 1994, or you (or a qualified
person) began construction of the property before May
13, 1993. A qualified person is anyone who transfers
a contract or property to you so long as the property
was not placed in service by the transferor.

Office in the home. If you begin to use part of your
home as an office after 1986, depreciate that part of
your home as nonresidential real property over 39 years
(31.5 years for property you placed in service before
May 13, 1993) under GDS. See Publication 587 for a
discussion of the tests you must meet to claim ex-
penses, including depreciation, for the business use of
your home.

Rent-to-own property. You can depreciate over 3
years qualified rent-to-own property you placed in ser-
vice after August 5, 1997 (5 years for property you
placed in service before August 6, 1997) under GDS.
Qualified rent-to-own property is property held by a
rent-to-own dealer for purposes of being subject to a
rent-to-own contract.

Rent-to-own dealer. This is a person who, in the
ordinary course of business, regularly enters into rent-
to-own contracts if a substantial portion of the contracts
end with the customer returning the property before the
dealer receives all of the payments required to transfer
ownership to the customer. The contracts must be for
the use of consumer property, that is, tangible personal
property of a type generally used within the home for
personal use.
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Rent-to-own contract. This is any lease meeting the
following rules that is for the use of consumer property
between a rent-to-own dealer and a customer who is
an individual. The contract must meet all of the following
rules.

* Be titled “Rent-to-Own Agreement” or “Lease
Agreement with Ownership Option,” or use other
similar language.

* Provide a beginning date and a maximum period
of time (not to exceed 156 weeks or 36 months from
the beginning date), for which the contract can be
in effect (including renewals or options to extend).

* Provide for regular periodic weekly or monthly pay-
ments that can be either level or decreasing. If the
payments are decreasing, then no payment can be
less than 40 percent of the largest payment.

* Provide for total payments to generally exceed the
normal retail price of the property plus interest.

* Provide for total payments that do not exceed
$10,000 for each item of property.

* Provide that the customer has no legal obligation to
make all payments outlined in the contract and that
at the end of each weekly or monthly payment pe-
riod, the customer can either continue to use the
property by making the next payment or return the
property in good working order and be free of any
further obligations and not entitled to a return of any
prior payments.

* Provide that legal title to the property remains with
the rent-to-own dealer until the customer makes ei-
ther all the required payments or the early purchase
payments required under the contract to acquire le-
gal title.

* Provide that the customer has no right to sell, sub-
lease, mortgage, pawn, pledge, or otherwise dis-
pose of the property until all contract payments have
been made.

Qualified rent-to-own property.  This is tangible
personal property generally used in the home for per-
sonal use. It includes computers and peripheral equip-
ment, televisions, video cassette recorders, stereos,
camcorders, appliances, furniture, washing machines
and dryers, refrigerators, and other similar consumer
durable property. Consumer durable property does not
include real property, aircraft, boats, motor vehicles, or
trailers.

If some of the property you rent to others under a
rent-to-own agreement is of a type that may be used
by the renters for either personal or business purposes,
you can still treat this property as qualified property as
long as it does not represent a significant portion of your
leasing property. But, if this dual-use property does
represent a significant portion of your leasing property,
you must prove that this property is qualified rent-to-
own property.

Water utility property. Depreciate water utility property
you place in service after June 12, 1996 (unless you
place it in service under a binding contract in effect
before June 10, 1996, and at all times until you place

Page 27



the property in service), using the straight line method
over a 25-year recovery period.
Water utility property is either of the following.

* Property that is an integral part of the gathering,
treatment, or commercial distribution of water, and
that, without regard to this provision, would have a
20—year recovery period.

* Any municipal sewer.

Gas station convenience stores (retail motor fuels
outlet). Depreciable real property that is a retail motor
fuels outlet (whether or not it sells food or other con-
venience items) placed in service after August 19,
1996, is 15-year property. If you placed the property
in service before August 20, 1996, you could have
chosen to treat it as 15-year property.

Retail motor fuels outlet. ~ Real property is a retail
motor fuels outlet if it is used to a substantial extent in
the retail marketing of petroleum or petroleum products
and it meets any one of the following three tests.

e It is not larger than 1,400 square feet.

* 50% or more of the gross revenues that are gener-
ated from the property are derived from petroleum
sales.

* 50% or more of the floor space in the property is
devoted to petroleum marketing sales.

A retail motor fuels outlet does not include any facility
related to petroleum and natural gas trunk pipelines.

Personal homes changed to rental use. If you begin
to rent a home after 1986 that was your personal home
before 1987, you depreciate it as residential rental
property over 27.5 years under GDS.

Additions or improvements to property. Treat ad-
ditions or improvements you make to any property, in-
cluding leased property, as separate property items for
depreciation purposes. The recovery period for an ad-
dition or improvement to property begins on the later
of the following two dates.

* The date you place the addition or improvement in
service.

* The date you place the property to which the addi-
tion or improvement was made in service.

The class and recovery period of the addition or im-
provement is the one that would apply to the underlying
property if you had placed it in service at the same time
you placed as the addition or improvement in service.

Example. You own a rental home which you have
been renting out since 1981. If you put an addition on
the home and place the addition in service this year,
use MACRS for it. Under GDS, the property class for
the addition is residential rental property and its recov-
ery period is 27.5 years because the home to which the
addition is made would be residential rental property if
you had placed it in service this year.
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Consumer durable property.  If you are a rent-to-own
dealer of consumer durable property, you must depre-
ciate the property under MACRS. This property is in-
cluded in asset class 57.0, Distributive Trades and
Services, in the Table of Class Lives and Recovery
Periods in Appendix B near the end of this publication.
Consumer durable property is 5-year property. The
recovery period is 5 years under GDS and 9 years un-
der ADS. You cannot use the income forecast
method of depreciation for consumer durable property
subject to rent-to-own contracts.

Shorter Recovery Period for Property Used
on Indian Reservations

You can use shorter recovery periods for qualified
property that you placed in service on an Indian reser-
vation after 1993. These recovery periods are dis-
cussed later under Recovery periods.

Qualified property. Property eligible for the shorter
recovery periods is 3—, 5—, 7—, 10—, 15—, and 20—year
property and nonresidential real property. You must use
this property predominantly in the active conduct of a
trade or business within an Indian reservation. Real
property you rent to others that is located on an Indian
reservation is eligible for the shorter recovery periods.

To be qualified property, the property must not be
described below.

1) Property used or located outside an Indian reser-
vation on a regular basis.

2) Property acquired directly or indirectly from a re-
lated person (discussed later).

3) Property placed in service for purposes of con-
ducting or housing class I, Il, or, lll gaming (as de-
fined in section 4 of the Indian Regulatory Act (25
U.S.C. 2703)).

Qualified property does not include any property you
must depreciate under the Alternative Depreciation
System (ADS). Determine whether property is qualified
without regard to the election to use ADS and after
applying the special rules for listed property not used
predominantly in a qualified business (discussed later).

Qualified infrastructure property. ltem 1 above
does not apply to qualified infrastructure property lo-
cated outside the reservation that is used to connect
with qualified infrastructure property within the reser-
vation. To be qualified infrastructure property, it must
meet the following rules.

* Meet the rules stated above under Qualified prop-
erty (except that it can be outside the reservation).

* Benefit the tribal infrastructure.

* Be available to the general public.

* Be placed in service in connection with the active
conduct of a trade or business within a reservation.

Infrastructure property includes, but is not limited to
roads, power lines, water systems, railroad spurs, and
communications facilities.
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Related persons. A related person is either of the
following.

* A person who bears a relationship to you as de-
scribed in the list of related persons in chapter 2,
except that 10% is substituted for 50% each place
it appears and related persons also includes broth-
ers and sisters.

* A person with whom you are engaged in trades or
businesses that are under common control as de-
scribed in section 52(a) and 52(b) of the Internal
Revenue Code.

Indian reservation. The term “Indian reservation”
means a reservation as defined in section 3(d) of the
Indian Financing Act of 1974 (25 U.S.C. 1452(d)) or
section 4(10) of the Indian Child Welfare Act of 1978
(25 U.S.C. 1903(10)). For a definition of the term “for-
mer Indian reservations in Oklahoma” as used in sec-
tion 3(d) of the Indian Financing Act of 1974, see sec-
tion 168(j)(6) of the Internal Revenue Code. The
Internal Revenue Code is available at many libraries
and Internal Revenue Service offices.

Recovery periods. The applicable recovery periods for
Indian reservation property are as follows:

Recovery

Property Class Period
2 years

3 years
4 years
6 years
9 years
12 years
22 years

ADS

As discussed earlier in When To Use ADS under What
Can Be Depreciated Under MACRS, you must use ADS
for certain property. It was also pointed out that you can
elect to use ADS for property that qualifies for GDS.
This election is discussed later in Election of ADS under
Depreciation Methods. If you use ADS, you will recover
the cost of your property using the straight line method
of depreciation. The recovery periods for most property
are generally longer under ADS than they are under
GDS. Some of the ADS recovery periods are as follows:

Recovery
Property Period
Nonresidential real and residential rental property ............. 40 years
Automobiles and light duty trucks ...........cceevviiniiniienienns 5 years
Computers and peripheral equipment ..........cccceeieieniieeene 5 years
High technology telephone station equipment installed on
CUSEOMET PIEMISES ...vevevieniiiieniesteereesteereestesseeneeseeeeenaeeneens 5 years
High technology medical equipment ...........ccccoooieeiiieninnes 5 years
Single purpose agricultural and horticultural structures ..... 15 years
Any tree or vine bearing fruit Or NULS .........ccccveiiiiiiiniens 20 years
Personal property with no class life ........cc.ccccviiiiiiiniinnes 12 years

The ADS recovery periods for many items of property
can be found in the tables near the end of this publi-
cation in Appendix B.

ADS recovery periods for property not listed in
Appendix B tables. For all personal property that is
not listed in Appendix B and that has a class life, the
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recovery period is the class life. Any personal property
without a class life has a recovery period of 12 years.
For all section 1245 real property not listed in the tables,
the recovery period is 40 years.

Placed-in-Service Date

As discussed in chapter 1 under Placed in Service in
When Depreciation Begins and Ends, depreciation be-
gins when you place your property in service in a trade
or business or for the production of income. For exam-
ple, if you place property in service for personal use,
you cannot claim depreciation. If you change the prop-
erty use to a business or income-producing activity, you
begin to depreciate it at the time of the change in use.

Example 1. Donald Steep bought a machine for his
business. The machine was delivered last year. How-
ever, it was not installed and operational until this year.
Because it was not operational last year, it is consid-
ered placed in service this year. If the machine had
been ready for use when it was delivered, it would be
considered placed in service last year even if it was not
actually used until this year.

Example 2. On April 6 Sue Thorn bought a house
to use as residential rental property. She made several
repairs and had it ready for rent on July 5. At that time,
she began to advertise it for rent in the local newspaper.
The house is considered placed in service in July when
it was ready and available for rent. She can begin to
depreciate it in July.

Example 3. James Elm is a building contractor who
specializes in constructing office buildings. He bought
a truck last year. It was delivered by the dealer to Re-
inforcements, Inc., for installing heavy duty lifting
equipment. The truck had to be modified to lift materials
to second-story levels. The installation of the lifting
equipment was completed on January of this year.
James accepted delivery of the modified truck in Janu-
ary 10. The truck was placed in service on January 10,
the date it was ready and available to perform the
function for which it was bought.

Conventions

Terms you may need to know (see Glos-
sary):

Basis

Disposed

Nonresidential real property
Placed in service
Residential rental property

To figure your depreciation deduction for both GDS and
ADS, you use one of the following three conventions
conventions.

* The half-year convention

* The mid-month convention

* The mid-quarter convention
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The Half-Year Convention

Generally, you use this convention for property other
than nonresidential real and residential rental property.
In certain circumstances, you may have to use the
mid-quarter convention (discussed later). Under the
half-year convention, you treat all property placed in
service or disposed of during a tax year as placed in
service or disposed of at the midpoint of the year. This
means that no matter when in the year you begin or
end the use of the property, you treat it as if you began
or ended its use in the middle of the year.

The Mid-Month Convention
This convention is used for the following types of
property.

* Nonresidential real property
* Residential rental property

Under this convention, you treat all property placed in
service or disposed of during a month as placed in
service or disposed of at the midpoint of the month. This
means that no matter when during a month you place
property in service or dispose of it, you treat it as being
placed in service or disposed of in the middle of the
month.

The Mid-Quarter Convention

You must use this convention for property (other than
nonresidential real property and residential rental
property) under certain circumstances. These circum-
stances occur during any tax year when the total
depreciable bases of MACRS property you placed in
service during the last three months of that year are
more than 40% of the total depreciable bases of all
MACRS property you placed in service during the entire
year. When that happens, you must use this convention
for all MACRS property you placed in service during the
year. To determine the total bases of property, do not
include the basis of any of the following.

* Nonresidential real property.
* Residential rental property.

* Property you placed in service and disposed of in
the same year.

To determine whether you must use the mid-quarter
convention, the depreciable basis of property is your
basis multiplied by the percentage of business/in-
vestment use and then reduced by the following.

* The amount of amortization taken on the property.
* Any section 179 deduction claimed on the property.

* Any deduction claimed for clean-fuel vehicles or for
clean-fuel vehicle refueling property.

Under the mid-quarter convention, you treat all
property placed in service or disposed of during a tax
year as placed in service or disposed of at the midpoint
of the quarter. This means that no matter when during
a quarter you place property in service or dispose of it,

Page 30

you treat it as being placed in service or disposed of in
the middle of the quarter.

Depreciation Methods

Terms you may need to know (see Glos-
sary):

Declining balance method
Listed property
Nonresidential real property
Placed in service

Property class

Recovery period
Residential rental property
Straight line method

The depreciation method you use depends on whether
you use GDS or ADS, which class your property is in,
and what type of property it is.

Under MACRS, there are five methods you can use
to figure depreciation.

* The 200% declining balance method over the GDS
recovery period which switches to the straight line
method when that method provides a greater de-
duction.

* The 150% declining balance method over the GDS
recovery period which switches to the straight line
method when that method provides a greater de-
duction.

* The straight line method over the GDS recovery
period.

* The 150% declining balance method over fixed ADS
recovery periods, which switches to the straight line
method when that method provides a greater de-
duction.

* The straight line method over fixed ADS recovery
periods.

If you use the MACRS percentage tables dis-
@ cussed later in MACRS Percentage Tables, you
do not need to determine the year in which your
deduction is greater using the straight line method. The

tables have the switch to the straight line method built
into their rates.

Before choosing a method, you may wish to consider
the following.

* The declining balance methods provide greater de-
ductions during the earlier recovery years with the
deductions getting smaller each year after the sec-
ond year.

* The straight line method generally provides equal
yearly deductions throughout the recovery period
(except for the first and last years).

* The GDS recovery periods for most classes of
property are generally shorter than the ADS recov-
ery periods.
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GDS

GDS uses different declining balance rates and the
straight line method depending on the property class,
the way the property is used, and the election you
make. The methods are as follows.

* The 200% declining balance rate (also called double
declining balance) over a GDS recovery period is
used for nonfarm property in the 3—, 5—, 7—, and
10-year property classes.

* The 150% declining balance rate over a GDS re-
covery period is used for all property used in farming
businesses (except real property) and for all other
property in the 15— and 20—year property classes.

* The straight line method over a GDS recovery pe-
riod is used for nonresidential real property and
residential rental property, and if you elect it, prop-
erty in the 3—, 5—, 7—, 10—, 15—, and 20-year
classes.

* The 150% declining balance rate over an ADS re-
covery period is used, if you elect it, for property in
the 3—, 5, 7—, and 10—year property classes.

Effective for property placed in service after
@ 1998, if you choose to depreciate it using the
150% DB rate, you use the same recovery pe-

riods you would have used if you had chosen the 200%
DB rate.

150% election. Instead of using the 200% declining
balance method over the GDS recovery period for
nonfarm property in the 3—, 5—, 7—, and 10—year prop-
erty classes, you can elect to use the 150% declining
balance method over the ADS recovery period. See
Appendix A, Chart 1. Some of the ADS recovery peri-
ods are provided earlier in ADS under Property Classes
and Recovery Periods. For a list of ADS recovery peri-
ods, see the Table of Class Lives and Recovery Periods
in Appendix B. If the property does not have an ADS
recovery period specifically assigned to it, the recovery
period is 12 years. If you elect this method, you change
to the straight line method when it provides a larger
deduction.

Make the election by entering “150 DB” in column (f)
of Part 1l of Form 4562. You must make the election
by the tax return due date (including extensions) for the
year you placed the property in service.

The election to use the 150% declining balance

method for one item in a property class applies
&WHEN to all property in that class placed in service in
the tax year of the election. Once you make the
election, you cannot change it.

Straight line election. Instead of using either the 200%
or 150% declining balance methods over the GDS re-
covery period, you can elect to use the straight line
method over the GDS recovery period.

The election to use the straight line method for

one item in a property class applies to all prop-
IWEEN erty in that class placed in service in the tax
year of the election. Once you make the election, you
cannot change it.
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Election of ADS. Although your property may come
under GDS, you can elect to use ADS. ADS uses the
straight line method of depreciation over fixed ADS re-
covery periods.

Make the election by completing line 16 of Part Il of
Form 4562. File Form 4562 with your tax return by the
due date (including extensions) for the year you placed
the property in service.

The election to use ADS for one item in a
A property class generally applies to all property
IWHEN in that class placed in service in the tax year
of the election. However, you can make the election on
a property-by-property basis for nonresidential real and
residential rental property. Once you make the election,
you cannot change it.

Farm property. Instead of using the 150% declining
balance rate over a GDS recovery period for property
you use in a farming business, you can elect to depre-
ciate it using any of the following methods.

* The 150% declining balance rate over an ADS re-
covery period.

* The straight line method over a GDS recovery pe-
riod.

* The straight line method over the ADS recovery
period.

ADS

As discussed earlier in When To Use ADS under What
Can Be Depreciated Under MACRS, you are required
to use ADS for certain property. However, if your
property comes under GDS, you can elect to use ADS.
Under ADS, you use the straight line method of depre-
ciation over generally longer recovery periods. Some
of these recovery periods are listed under ADS under
Property Classes and Recovery Periods, earlier.

You can find the ADS recovery periods for most
classes of property in the Table of Class Lives and
Recovery Periods in Appendix B. For personal property
not listed in the table, the ADS recovery period is 12
years. For section 1245 real property not covered by the
table, the recovery period is 40 years.

As discussed later in Predominant Use Test in
chapter 4, you may have to use the straight line method
for certain listed property. This does not mean you have
to use it for any other depreciable property.

Special Rules

There are rules that require you to use a specific de-
preciation method for certain property.

Farm property. You can depreciate personal property
placed in service in a farming business after 1988 under
GDS using any method other than the 200% declining
balance method or under ADS using the 150% declin-
ing balance method or the straight line method. You can
depreciate real property under either GDS using the
straight line method or under ADS using the straight line
method.

For a quick reference to the MACRS methods, see
the Depreciation Methods Chart, later.
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Farming business. A farming business is any trade
or business involving cultivating land or raising or har-
vesting any agricultural or horticultural commodity. A
farming business includes the following.

* Operating a nursery or sod farm.
* Raising or harvesting crops.

* Raising or harvesting trees bearing fruit, nuts, or
other crops.

* Raising ornamental trees.

* Raising, shearing, feeding, caring for, training, and
managing animals.

An evergreen tree is not an ornamental tree if it is
more than 6 years old when it is severed from its roots.

Farming does not include processing commodities
or products if the processing is not normally part of
growing, raising or harvesting these products. It does
include processing activities which are normally part of
growing, raising or harvesting agricultural products.

Fruit or nut trees and vines. Depreciate trees and
vines bearing fruit or nuts under GDS using the straight
line method over a recovery period of 10 years.

ADS required for some farmers. If you elect not to
apply the uniform capitalization rules to any plant
produced in your farming business, you must use ADS.
You must use ADS for all property you place in service
in any tax year the election is in effect. See the regu-
lations under section 263A of the Internal Revenue
Code for information on the uniform capitalization rules
that apply to farm property.

Depreciation Methods Chart

The following depreciation methods chart will help you
determine the method to use for a specific property
class. The declining balance method is abbreviated as
DB and the straight line method is abbreviated as SL.

Depreciation Methods Chart
Method-
Recovery Period

200% DB-GDS
150% DB-ADS*
SL-GDS*
SL-ADS*

150% DB-GDS
150% DB-ADS*

Property Class
3, 5, 7, 10-Year (nonfarm)

3,5, 7, 10-Year (farm)

SL-GDS*
SL-ADS*
15, 20-Year (farm or nonfarm) 150% DB-GDS
SL-GDS*
SL-ADS*
Nonresidential real property SL-GDS
Residential rental property SL-ADS*
Trees or vines bearing fruit or nuts
Tax-exempt use property SL-ADS

Tax-exempt bond-financed property
Imported property
Foreign use property (used outside U.S.)

*Elective method
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MACRS Percentage Tables

Terms you may need to know (see Glos-
sary):

Adjusted basis
Amortization

Basis
Business/investment use
Convention

Placed in service
Property class

Recovery period

Appendix A near the end of this publication contains
percentage tables you can use to figure your depreci-
ation under MACRS.

Rules Covering the
Use of the Tables

The following four rules cover the use of the percentage
tables.

1) You must apply the rates in the percentage tables
to your property's unadjusted basis.

2) You cannot use the percentage tables for a short
tax year.

3) When using the percentage tables to figure your
depreciation, you must continue to use them for the
entire recovery period unless there are adjustments
to the basis of your property for reasons other than
the following.

a) Depreciation allowed or allowable.

b) An addition or improvement to that property that
is depreciated as a separate item of property.

4) You cannot continue to use the tables if there is an
adjustment to the basis of your property other than
for a reason listed above in (3).

Figuring unadjusted basis.  You must apply the table
rates to your property's unadjusted basis each year of
the recovery period. Unadjusted basis is the same
amount you would use to figure gain on a sale, but you
figure it without taking into account any depreciation
taken in earlier years. However, you do reduce your
original basis by any of the following that apply.

* The amount of amortization taken on the property.
* Any section 179 deduction claimed.

* Any deduction claimed for clean-fuel vehicle or
clean-fuel vehicle refueling property.

* The amount of any qualified electric vehicle credit.

For business property you purchase during the tax
year, the unadjusted basis is its cost minus any
amortization, any section 179 deduction, any deduction
claimed for clean-fuel vehicles or for clean-fuel vehicle
refueling property, and any electric vehicle credit
claimed for the property.

If you trade property, your unadjusted basis in the
property received is the cash paid plus the adjusted
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basis of the property traded minus any amortization,
any section 179 deduction, any deduction claimed for
clean-fuel vehicles or clean-fuel vehicle refueling prop-
erty and any electric vehicle credit claimed for the
property.

The deductions for clean-fuel vehicles or clean-fuel
vehicle refueling property and any electric vehicle credit
are subject to recapture. If the property is depreciable,
and you must recapture part or all of the deduction or
credit, you can increase the basis of the property by the
amount of the deduction or credit recaptured. You can
recover the additional basis over the rest of the recov-
ery period beginning with the tax year of recapture.
However, if this occurs, you will no longer be able to
use the percentage tables. Instead, for the year of ad-
justment and the remaining recovery period, you must
figure the depreciation using the property's adjusted
basis at the end of the year. To determine your depre-
ciation without the tables, see How To Figure the De-
duction Without Using the Tables, later.

The clean-fuel vehicle and clean-fuel vehicle refuel-
ing property deductions and the credit for electric vehi-
cles are discussed in chapter 15 of Publication 535.

Figuring MACRS deductions without the tables. If
you are required or would prefer to figure depreciation
without using the tables, see How To Figure the De-
duction Without Using the Tables, later.

Adjustment due to casualty loss. If you reduce the
basis of your property because of a casualty, you can-
not continue to use the tables. For the year of adjust-
ment and the rest of the recovery period, figure the
depreciation using the property's adjusted basis at the
end of the year of adjustment.

Example. On October 26, 1997, Sandra EIm bought
and placed in service in her business an item of 7—year
property. She uses the calendar year as her tax year.
This is the only item of property she placed in service
in 1997. It cost $28,500 and she elected a section 179
deduction of $18,500. Her unadjusted basis after the
section 179 deduction is $10,000. Because she placed
it in service during the last 3 months of her tax year,
she had to use the mid-quarter convention. Her prop-
erty is in the 7—year class, and she figures her de-
duction using the percentages in Table A-5. For 1997,
her depreciation is $357 ($10,000 x 3.57%).

In July 1998, her property was vandalized and
Sandra had a deductible casualty loss of $3,000. Be-
cause she must adjust her property's basis for the
casualty loss, she can no longer use the percentage
tables. Her adjusted basis at the end of 1998, before
figuring her 1998 depreciation, is $6,643. She figures
the adjusted basis by subtracting the 1997 depreciation
of $357 and the casualty loss of $3,000 from the un-
adjusted basis of $10,000. She can now figure her de-
preciation without the percentage tables for 1998.

Which Table To Use

There is a MACRS Percentage Table Guide in Appen-
dix A near the end of this publication. This guide is
designed to help you locate the correct percentage ta-
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ble to use for depreciating your property. The MACRS
percentage tables immediately follow the guide.

MACRS Worksheet

Part | of the MACRS worksheet is used to gather in-
formation you will need to figure your MACRS de-
duction in Part Il of the worksheet. This worksheet is
intended only to help you and does not replace Form
4562. Use the information from this worksheet to pre-
pare Form 4562. Also, use a separate worksheet for
each item of property.

the Worksheet for Passenger Automobiles in

INGEN chapter 4.
MACRS Worksheet

Part |

. Description of property .........cccccceveenieennen.
. Date placed in Service .........cccoeeeeeviiieennnnn.
MACRS method (GDS or ADS) .................
. Property class and recovery period ...........
. CoNVENtioN .......cocieviiiii
. Depreciation rate

(from tables) ..o

. Do not use this worksheet for automobiles. Use
C,

oubhwWN R

. Cost or other basis* .........cccccveviiiiiiiieennn. $
. Business/investment use ..............cccceeeeen. %
. Multiply line 7 by
lINE 8 i
10. Total claimed for section 179 deduction and
clean-fuel vehicle refueling property ..........
11. Subtract line 10 from line 9. This is your
depreciable (unadjusted) basis ..................
12. Depreciation rate
(from tables) .....cccoviiiiiiii e
13. Multiply line 11 by line 12. This is your de-
preciation deduction .............cccceviiiiiennene

© 00~

*If real estate, do not include cost (basis) of land.

The following example shows you how to figure your
MACRS depreciation deduction using the percentage
tables and the MACRS worksheet.

Example.  You bought office furniture which is
7—year property for $10,000 and placed it in service on
August 11, 1998. You use the furniture only for busi-
ness. You did not elect a section 179 deduction. You
use GDS under MACRS to figure your depreciation.
This is the only property you placed in service this year.
You use the half-year convention. You refer to the
MACRS Percentage Table Guide in Appendix A and
find that you should use Table A-1. Because you did
not elect a section 179 deduction, your property's un-
adjusted basis is its cost, $10,000. Multiply your prop-
erty's unadjusted basis each year by the percentage for
7—year property given in Table A-1. You figure your
depreciation deduction using the MACRS worksheet
as follows.
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MACRS Worksheet

Part |
1. Description of property ........cccccceevveeeiinneen. Office furniture
2. Date placed in Service .........cccccevveeneennnen. 8/11/98
3. MACRS method (GDS or ADS) ......c.c.c...... GDS
4. Property class and recovery period ........... 7-Year
5. CONVENLION ...ovviiiiceeieceee e Half-Year
6. Depreciation rate (from tables) .................. 1429
Part Il
7. Cost or other basis* .........ccocceeeeiviiiienneeeenn, _$10,000
8. Business/investment use ............c.cccoeeeeeen. 100%
9. Multiply line 7 by lin€ 8 ......cccocevvvereerircnnnns _$10.000
10. Total claimed for section 179 deduction and
clean-fuel vehicle refueling property .......... $-0-
11. Subtract line 10 from line 9. This is your
depreciable (unadjusted) basis .................. _$10,000
12. Depreciation rate (from tables) ................... 1429
13. Multiply line 11 by line 12. This is your de-
preciation deduction .............cccevciiniiennene $1,429

*If real estate, do not include cost (basis) of land.

If there are no adjustments to the basis of the prop-
erty other than depreciation, your depreciation de-
duction for each subsequent year of the recovery period
will be as follows.

Deduction
24.49%  $2,449
17.49% 1,749
12.49% 1,249

8.93% 893
8.92% 892
8.93% 893
4.46% 446

Examples

The following examples are provided to show you how
to use the percentage tables.

Example 1. You bought a building and land for
$120,000. The sales contract showed the building cost
$100,000 and the land $20,000. You placed this
property in service in your business on March 8. It is
nonresidential real property. You use the calendar year
as your tax year. You do not elect to use ADS. You refer
to the MACRS Percentage Table Guide in Appendix A
and find that you should use Table A—7a. The building's
unadjusted basis is its original cost, $100,000. As dis-
cussed earlier, you can never depreciate land.

Because March is the third month of your tax year,
multiply the building's unadjusted basis, $100,000, by
the percentages for the third month in Table A—7a. Your
depreciation deduction for each of the first 3 years is
as follows:

Year Basis Deduction
1St YEAr .evviiiiieiieee e $100,000 2.033% $2,033
2nd year 100,000 2.564% 2,564
3rd year 100,000 2.564% 2,564

Example 2. During 1998, you bought a machine that
is 7—year property for $4,000, office furniture that is
7-year property for $1,000, and a computer that is
5-year property for $5,000. All of the properties are
used only for business. You placed the machine in
service in January, the furniture in September, and the
computer in October. You do not elect a section 179
deduction for any of these items. You use the calendar
year as your tax year.
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You decide to use GDS over the GDS recovery pe-
riod for all of the properties. Because you placed prop-
erty in service during the last three months of the year,
you must first determine if you have to use the mid-
guarter convention. The total bases of all property you
placed in service in 1998 is $10,000. Because the basis
of the computer ($5,000), which you placed in service
during the last 3 months (the fourth quarter) of your tax
year, is more than 40% of the total bases of all property
($10,000) you placed in service during 1998, you must
use the mid-quarter convention for all three items.

You refer to the MACRS Percentage Table Guide in
Appendix A to determine which table you should use
under the mid-quarter convention. Because the ma-
chine is 7—year property, you must depreciate it using
Table A-2. Because the furniture is also 7—year prop-
erty, you depreciate it using Table A-4. Finally, because
the computer is 5—year property, you must depreciate
it using Table A-5. Knowing what table to use for each
property, you figure the depreciation for the first 2 years
as follows.

Unadjusted Depreciation
Year Property Item Basis Percentage Deduction
1998 Machine $4,000 25.00 $1,000
1999 Machine 4,000 21.43 857
1998 Furniture 1,000 10.71 107
1999 Furniture 1,000 25.51 255
1998 Computer 5,000 5.00 250
1999 Computer 5,000 38.00 1,900

How To Figure the Deduction
Without Using the Tables

Instead of using the rates in the percentage tables to
figure depreciation, you can compute the depreciation
deduction each year yourself. You must apply the ap-
propriate convention for the first year and if applicable,
the last year.

Figuring MACRS deductions without using the
tables will generally result in a slightly different
C,

INEN amount than using the tables.

Declining Balance Method

To figure your MACRS deduction, first determine your
declining balance rate. You do this by dividing the
specified declining balance percentage (150% or 200%
changed to a decimal) by the recovery period. For ex-
ample, for 3—year property depreciated using the 200%
declining balance rate, divide 2.00 (200%) by 3 to get
0.6667, or 66.67%. For 15-year property that is de-
preciated at the 150% declining balance rate, divide
1.50 (150%) by 15 to get 0.10, or 10%.

When using a declining balance method, you must
apply the appropriate convention and you may have to
switch to the straight line method in a later year. The
conventions are explained later under Applying the
Convention. You must switch to the straight line method
in the first year for which the straight line method will
give an equal or greater deduction than the declining
balance method. See Declining Balance Rates, later.
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The straight line method is explained later under
Straight Line Method.

You figure depreciation for the year you place prop-
erty in service as follows.

1) Multiply your adjusted basis in the property by the
declining balance rate (figured as explained earlier).

2) Apply the appropriate convention.

If you dispose of property before the end of its re-
covery period, see Early Dispositions, later, for infor-
mation on how to figure depreciation for the year you
dispose of it.

You figure depreciation for all other years (before the
year you switch to the straight line method) as follows.

1) Reduce your adjusted basis in the property by the
amount of depreciation claimed in earlier years.

2) Multiply this adjusted basis by the same declining
balance rate used in earlier years.

See Straight Line Method, later, for information on how
to figure depreciation for years in which you must use
the straight line method.

Figuring depreciation under both the declining bal-
ance method and the straight line method is illustrated
in the example following Straight Line Method, later.

Declining Balance Rates

The following tables show the declining balance rate for
each property class and the first year for which the
straight line method gives a greater deduction if GDS
recovery periods are being used. For 3—, 5-, 7—, and
10-year property, the rate is based on the 200% de-
clining balance method. For 15— and 20—year property,
it is based on the 150% declining balance method.

If you are using ADS recovery periods, you must
figure depreciation under both the declining balance
method and the straight line method to determine the
year to switch to the straight line method.

Declining
Class Balance Rate Year
3 66.67% 3rd
5 40% 4th
7 28.57% 5th
10 20% 7th
15 10% 7th
20 7.5% 9th

Straight Line Method

When using the straight line method, you must deter-
mine a new depreciation rate for each tax year. Also,
you must apply the appropriate convention. The con-
ventions are explained later under Applying the Con-
ventions.

You determine the straight line depreciation rate for
any tax year by dividing the number 1 by the years
remaining in the recovery period at the beginning of
your tax year. When figuring the number of years re-
maining, you must take into account the convention
used in the year you placed the property in service. If
the number of years remaining is less than 1, the de-
preciation rate for that tax year is 1.0 (100%).

Chapter 3 Modified Accelerated Cost Recovery System (MACRS)

You figure depreciation for the year you place prop-
erty in service as follows.

1) Multiply your adjusted basis in the property by the
depreciation rate (figured as explained earlier), and

2) Apply the appropriate convention.

If you dispose of property before the end of its re-
covery period, see Early Dispositions, later, for infor-
mation on how to figure depreciation for the year you
dispose of it.

You figure depreciation for all other years (including
the first tax year you switch from the declining balance
method to the straight line method) as follows.

1) Reduce your adjusted basis in the property by the
amount of depreciation claimed in earlier years
(under any method).

2) Determine the depreciation rate for the year as ex-
plained earlier (taking into account the convention
used in the tax year you placed the property in
service).

3) Multiply the adjusted basis figured in 1) by the de-
preciation rate figured in 2).

Example. Karen Bell's tax year is the calendar year.
In February, Karen placed in service depreciable prop-
erty with a 5-year recovery period and a basis of
$1,000. She does not elect to take the section 179 de-
duction. There were no adjustments to the basis of the
property between the time she bought it and the time
she placed it in service. Karen did not place any prop-
erty in service in the fourth quarter. She uses the 200%
declining balance (DB) method of figuring depreciation.
Because she did not place any property in service in the
last three months of the year, she must use the half-
year convention.

First year. Karen figures the depreciation rate under
the 200% DB method by dividing 2 (200%) by 5 (the
number of years in the recovery period). The result is
40%. Karen figures the depreciation rate for the first
year under the straight line (SL) method by dividing 1
by 5, the number of years remaining in the recovery
period at the beginning of her tax year. The result is
20%.

Karen multiplies the adjusted basis of the property
($1,000) by the 40% DB rate. She applies the half-year
convention by dividing the result ($400) by 2. Depreci-
ation for the first year under the 200% DB method is
$200.

Karen multiplies the adjusted basis ($1,000) by the
SL rate (20%). She applies the half-year convention by
dividing the result ($200) by 2. Depreciation for the first
year under the SL method is $100.

Because the SL method does not provide a larger
deduction, Karen deducts the $200 figured under the
200% DB method.

Second year. Karen reduces the adjusted basis
($1,000) by the depreciation claimed in the first year
($200). She multiplies the result ($800) by the DB rate
(40%). Depreciation for the second year under the
200% DB method is $320.
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Karen figures the SL depreciation rate for the second
year by dividing 1 by 4.5, the number of years remain-
ing in the recovery period at the beginning of her tax
year. (Because of the half-year convention, Karen used
only half a year of the recovery period in the first year.)
Karen multiplies the reduced adjusted basis ($800) by
the result (22.22%). Depreciation under the SL method
for the second year is $178.

Because the SL method does not provide a larger
deduction, Karen deducts the $320 figured under the
200% DB method.

Third year. Karen reduces the adjusted basis
($1,000) by the depreciation claimed in the first two
years ($520). She multiplies the result ($480) by the
DB rate (40%). Depreciation for the third year under the
200% DB method is $192.

Karen figures the SL depreciation rate for the third
year by dividing 1 by 3.5. She multiplies the reduced
adjusted basis ($480) by the result (28.57%). Depreci-
ation under the SL method for the third year is $137.

Because the SL method does not provide a larger
deduction, Karen deducts the $192 figured under the
200% DB method.

Fourth year. Karen reduces the adjusted basis
($1,000) by the depreciation claimed in the first three
years ($712). She multiplies the result ($288) by the
DB rate (40%). Depreciation for the fourth year under
the 200% DB method is $115.

Karen figures the SL depreciation rate for the fourth
year by dividing 1 by 2.5. She multiplies the reduced
adjusted basis ($288) by the result (40%). Depreciation
under the SL method for the fourth year is $115.

Because both methods provide the same deduction,
it does not matter which Karen chooses. Her depreci-
ation deduction for the fourth year is $115.

Fifth year. Karen reduces the adjusted basis
($1,000) by the depreciation claimed in the first four
years ($827). She multiplies the result ($173) by the
DB rate (40%). Depreciation for the fourth year under
the 200% DB method is $69.

Karen figures the SL depreciation rate for the fifth
year by dividing 1 by 1.5. She multiplies the reduced
adjusted basis ($173) by the result (66.67%). Depreci-
ation under the SL method for the fifth year is $115.

Because the SL method provides a larger deduction,
Karen deducts the $115 figured under the SL method
and switches to the SL method for the next year.

Sixth year. Karen reduces the adjusted basis
($1,000) by the depreciation claimed in the first five
years ($942). Because there is less than one year re-
maining in the recovery period, the depreciation rate for
the sixth year is 100%. She multiplies the reduced ad-
justed basis ($58) by 100% to arrive at the depreciation
deduction for the sixth year ($58).

Applying the Convention

You must apply the appropriate convention in the fol-
lowing two years.

* The year in which you place property in service.

* If you dispose of property before the end of the
recovery period the year of disposal.
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Half-Year Convention

Under this convention, you treat property as placed in
service (or disposed of) in the middle of the year. A
half-year of depreciation is allowable for the year you
place the property in service. This applies regardless
of when during the tax year you place the property in
service.

Unless you dispose of the property before the end
of the recovery period, you take a full year of depreci-
ation in each of your tax years that includes 12 full
months of the recovery period. If you hold the property
for the entire recovery period, you take a half-year of
depreciation (any unrecovered basis) in your tax year
that includes the final 6 months of the recovery period.

If you dispose of the property before the end of the
recovery period, a half-year of depreciation is allowable
for the year of disposition. This applies regardless of
when during the year you dispose of the property.

First, figure the depreciation for a full tax year using
the method you select. Then you apply the half-year
convention by taking half of that amount. You do this
by dividing the full amount of depreciation by 2. The
result is your depreciation deduction for the first tax year
or for the year of disposal.

Mid-Quarter Convention

Under the mid-quarter convention, you treat property
placed in service (or disposed of) during any quarter
as placed in service (or disposed of) in the middle of the
quarter.

A quarter of a full 12—month tax year is a period of
three months. The first quarter in a year begins on the
first day of the tax year. The second quarter begins on
the first day of the fourth month of the tax year. The
third quarter begins on the first day of the seventh
month of the tax year. The fourth quarter begins on the
first day of the 10 month of the tax year. A calendar year
is divided into the following quarters.

Quarter Months

FIrSt e January, February, March
Y=o o [o R April, May, June

THIrd e July, August, September
Fourth ..o October, November, December

To figure your MACRS deduction using the mid-
quarter convention, you must first figure your depreci-
ation for the full tax year. Then multiply by the following
percentages for the quarter of the tax year the property
is placed in service.

Quarter of Tax Year Percentage

FIESt i 87.5%
LY=o o o PSSR 62.5%
TR oo 37.5%
FOUIN o 12.5%

Mid-Month Convention

Under the mid-month convention, you treat property
placed in service (or disposed of) in any month as
placed in service (or disposed of) in the middle of the
month. First, figure the depreciation for a full tax year
using the straight line method for residential rental

or nonresidential real property. =~ Then multiply this
amount by a fraction. The numerator of the fraction is
the number of full months in the tax year that the
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property is in service plus ¥ (or 0.5). The denominator
is 12.

Example. You use the calendar year and place
nonresidential real property in service in August. The
property is in service 4 full months (September, Octo-
ber, November, and December). Your numerator is 4.5
(4 full months plus 0.5).

Examples (figuring MACRS without

percentage tables)

The following examples show how to figure depreciation
under MACRS without using the percentage tables.
Figures are rounded for purposes of the examples.

Example 1 — half-year convention. You bought
for $10,000 and placed in service this year an item of
7—year property. You do not elect a section 179 de-
duction for this property. The adjusted basis of the
property is $10,000. You use GDS to figure your de-
preciation. This is the only item of property you placed
in service during the year. You use the calendar year
as your tax year. You apply the half-year convention.

The 200% declining balance rate for 7—year property
is 28.57%. You determine this by dividing 2.00 (200%
DB rate shown as a decimal) by 7 (years in the recovery
period). You get .2857 or 28.57%.

You multiply the adjusted basis of $10,000 by .2857.
This gives you a full year's depreciation, $2,857. You
then apply the half-year convention by dividing $2,857
by 2. This gives you a depreciation deduction for the
first year of $1,429.

For the second year, your depreciation deduction is
$2,449. You figure this by subtracting $1,429 from
$10,000 to get the adjusted basis of $8,571 for the
property. Then you multiply the $8,571 by .2857 (the full
year rate for 7—year property using 200% DB).

For the third and fourth years, you follow the same
procedure. Your deduction for the third year will be
$1,749 [$6,122 ($8,571 — $2,449) x .2857]. Your de-
duction for the fourth year will be $1,249 [$4,373
($6,122 - $1,749) x .2857].

For the fifth year of the recovery period, you change
to the straight line method. You divide 1 by 3.5 (re-
maining years) to get .2857. That is the same as the
200% declining balance rate. Your deduction will be
$893 [$3,124 ($4,373 — $1,249) x .2857].

For the sixth year, you figure a straight line rate of
.40 (1 divided by 2.5 remaining years). Your deduction
will be $892 [$2,231 ($3,124 — $893) x .40].

For the seventh year, you figure a straight line rate
of .6667 (1 divided by 1.5 remaining years). Your de-
duction will be $893 [$1,339 ($2,231 — $892) x .6667].

For the eighth year, your deduction will be your re-
maining basis of $446 ($1,339 - $893). At the beginning
of this year the remaining recovery period (a half year)
will be less than one year. The straight line rate is
100%.

Example 2 — mid-month convention.  You bought
a building for $100,000 that is nonresidential real
property. You placed it in service in your business this
year. You use the calendar year as your tax year. The
adjusted basis of the building is its cost of $100,000.
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You figure your MACRS depreciation for the building
by dividing 1 by 39 years to get the straight line de-
preciation rate for a full year of .02564. The depreciation
for a full year is $2,564 ($100,000 x .02564). Under the
mid-month convention, you treat the property as placed
in service in the middle of January. You would get 11.5
months of depreciation for the year. Expressed as a
decimal, the fraction of 11.5 months divided by 12
months is .958. Your first year depreciation for the
building is $2,456 ($2,564 x .958).

For the second year, you subtract $2,456 from
$100,000 to get your unrecovered basis of $97,544 for
the building. The straight line rate for the second year
will be .02629. This is 1 divided by the remaining re-
covery period of 38.04. The remaining recovery period
is the recovery period of 39 years reduced by 11.5
months or .958 and rounded to 38.04. Your depreci-
ation for the building for the second year will be $2,564
($97,544 x .02629).

For the third year, the unrecovered basis will be
$94,980 ($97,544 — $2,564). The straight line rate will
be .027 (1 divided by 37.04 remaining years). Your
depreciation for the third year will be $2,564 ($94,980
x .027).

Example 3 — mid-quarter convention. During the
year, you bought a safe for $4,000, for use in your of-
fice. You placed it in service in January. You also
bought office furniture for $1,000 that you placed in
service in September. In October you bought and
placed in service a computer that cost $5,000 (not listed
property). You do not elect a section 179 deduction and
do not wish to use the tables. You use the calendar year
as your tax year. You use GDS to figure the depreci-
ation. The total basis of all property you placed in ser-
vice this year is $10,000. Because the basis of the
computer ($5,000) is more than 40% of the total bases
of all property ($10,000) placed in service during the
year, you must use the mid-quarter convention. This
convention will apply for all three items of property. The
safe and office furniture are in the 7—year property class
and the computer is in the 5—year property class.

The 200% declining balance rate for 7—year property
is .2857. You determine this by dividing 2.00 (200%
DB rate shown as a decimal) by 7 (years in the recovery
period). You get .2857 or 28.57%. The depreciation for
the safe for a full year is $1,143. You get this by multi-
plying the cost of $4,000 by the declining balance rate
of .2857. Because you placed the safe in service in the
first quarter of your tax year, you multiply $1,143 by
87.5% (mid-quarter percentage for the first quarter).
The result is your deduction of $1,000 for depreciation
on the safe for the first year.

For the second year, you must first figure your ad-
justed basis of the safe. You do this by subtracting the
first year's depreciation ($1,000) from the basis of the
safe ($4,000). Your depreciation deduction for the sec-
ond year is $857 [$3,000 ($4,000 — $1,000) x .2857].

Because the furniture is also 7—year property, you
use the same 200% declining balance rate of .2857.
You multiply the basis of the furniture ($1,000) by .2857
to get the depreciation of $286 for the full year. Because
you placed the furniture in service in the third quarter
of your tax year, you multiply $286 by 37.5% (mid-
quarter percentage for the third quarter). The result is
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your deduction of $107 for depreciation on the furniture
for the first year.

For the second year, you must first figure your ad-
justed basis of the furniture. You do this by subtracting
the first year's depreciation ($107) from the basis of the
furniture ($1,000). Your depreciation for this year will
be $255 [$893 ($1,000 - $107) x .2857].

The 200% declining balance rate for 5-year property
is .40. You determine this by dividing 2.00 (200% DB
rate shown as a decimal) by 5 (years in the recovery
period). You get .40 or 40%. The depreciation for the
computer for a full year is $2,000. You get this by
multiplying the basis of $5,000 by the declining balance
rate of .40. Because you placed the computer in service
in the fourth quarter of your tax year, you multiply the
$2,000 by 12.5% (mid-quarter percentage for the fourth
quarter). The result is your deduction of $250 for de-
preciation on the computer for the first year.

For the second year, you must first figure the ad-
justed basis for the computer. You do this by subtract-
ing the first year's depreciation ($250) from the basis
($5,000). Your depreciation deduction for the second
year will be $1,900 [$4,750 ($5,000 - $250) x .40].

Example 4 — mid-quarter convention. Last Oc-
tober 26th, you bought and placed in service in your
business an item of 7—year property. You use the cal-
endar year as your tax year. This is the only item of
property you placed in service this year. The property
cost $20,000 and you elected a $10,000 section 179
deduction for it. Your unadjusted basis for the property
is $10,000. Because you placed your property in ser-
vice in the last 3 months of your tax year, you must use
the mid-quarter convention. You figured your deduction
using the percentages in Table A-5 for 7—year property.
For the first year, your depreciation was $357 ($10,000
x 3.57%).

In July of the second year, your property was
vandalized. You had a deductible casualty loss of
$3,000. You spent $3,500 to put the property back in
operational order. Your adjusted basis at the end of the
second year is $10,143. You figured this by subtracting
the first year's depreciation ($357) and the casualty loss
($3,000) from the unadjusted basis of $10,000. To this
amount, you added the $3,500 repair cost.

You cannot use the table percentages to figure your
depreciation for this property for the second year be-
cause of the adjustments to basis. You must figure the
deduction yourself. The declining balance rate for
7—year property is .2857. You determined this by di-
viding 2.00 (200% DB rate shown as a decimal) by 7
(years in the recovery period). The result is .2857 or
28.57%. You multiply the adjusted basis of your prop-
erty ($10,143) by the declining balance rate of .2857 to
get your depreciation deduction of $2,898 for the sec-
ond year.

Example 5 — half-year convention.  You apply the
straight line method to property with a 5—year recovery
period as follows.

1) For the first year.

a) You determine the straight line rate for the first
tax year. You divide the number 1 by 5 (the
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number of years in the recovery period). This
gives you a straight line rate of .20 or 20% for
a full tax year. You then apply the half-year

convention. Your first year rate is .10 or 10%.

b) You multiply the rate obtained in a) by the cost
or other basis of your property to get your
MACRS deduction.

2) For all subsequent years except the final year.

a) You determine the remaining recovery period
at the beginning of the year. For the second
year of recovery, it is 4.5 years because of ap-
plying the half-year convention in the first year.
You divide the number 1 by the number of years
remaining in the recovery period at the begin-
ning of the tax year (4.5 for the second year).
This gives you a straight line rate for the second
year of .2222 or 22.22%.

b) Next, you determine the unrecovered basis of
your property for the subsequent year. This is
the cost or other basis of your property less the
depreciation taken for the prior years.

c) You get your MACRS deduction by multiplying
the subsequent year rate by the unrecovered
basis of the property.

3) For the final year of recovery.

a) For 5-year property, your final year is the sixth
year because of applying the half-year con-
vention in the first year.

b) You do not need to determine the rate for the
final year because the remaining recovery pe-
riod is less than 1 year. The rate for the final
tax year is 1.0 or 100%.

MACRS Deduction in Short Tax Year

A short tax year is any tax year with less than 12 full
months. This section discusses the rules for determin-
ing the depreciation deduction for tangible property you
place in service in a short tax year. It also discusses the
rules for determining depreciation when you have a
short tax year during the recovery period other than the
year the property is placed in service.

Determining Placed-in-Service
Date in Short Tax Year

The half-year, mid-quarter, and mid-month conventions
establish the date property is treated as placed in ser-
vice and the disposition date. Depreciation is allowable
only for that part of the tax year the property is treated
as in service. The recovery period begins on the
placed-in-service date. The recovery period at the be-
ginning of the next tax year is the full recovery period
less that part of the first tax year for which depreciation
is allowable.

Mid-month convention. Under the mid-month con-
vention, you always treat your property as placed in
service on the midpoint of the month you place it in
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service. You apply this rule without regard to your tax
year.

Half-year convention.  Under the half-year convention,
you treat property as placed in service on the midpoint
of the tax year.

First or last day of month. For a short tax year
beginning on the first day of a month or ending on the
last day of a month, the tax year consists of the number
of months in the tax year. If the short tax year includes
part of a month, you generally include the full month in
the number of months in the tax year. You determine
the midpoint of the tax year by dividing the number of
months in the tax year by 2. For the half-year conven-
tion, you treat property as placed in service on either
the first day or the midpoint of a month. For example,
a short tax year that begins on June 20 and ends on
December 31 consists of 7 months. Because you use
only full months for this determination, you treat the tax
year as beginning on June 1 instead of June 20. The
midpoint of the tax year is the middle of September
(3% months from the beginning of the tax year).

Example. Tara Corporation, a calendar year tax-
payer, was incorporated on March 15. For purposes of
the half-year convention, it has a short tax year of 10
months, ending on December 31, 1998. During the
short tax year, Tara placed property in service for which
it uses the half-year convention. Tara treats this prop-
erty as placed in service on the first day of the sixth
month of the short tax year, or August 1, 1998.

Not on first or last day of month. For a short tax
year not beginning on the first day of the month and
not ending on the last day of a month, the tax year
consists of the number of days in the tax year. You
determine the midpoint of the tax year by dividing the
number of days in the tax year by 2. For the half-year
convention, you treat property as placed in service on
either the first day or the midpoint of a month. If the
result of dividing the number of days in the tax year by
2 is not the first day or the midpoint of a month, you
treat the property as placed in service on the nearest
preceding first day or midpoint of a month.

Mid-quarter convention. To determine if you must
use the mid-quarter convention, compare the basis of
property you place in service in the last 3 months of
your tax year to that of property you place in service
during the full tax year. The length of your tax year does
not matter. If you have a short tax year of 3 months or
less, use the mid-quarter convention for all applicable
property you place in service during that tax year.

You treat property under the mid-quarter convention
as placed in service on the midpoint of the quarter of
the tax year. Divide a short tax year into 4 quarters and
determine the midpoint of each quarter.

For a short tax year of 4 or 8 full calendar months,
determine quarters on the basis of whole months. The
midpoint of each quarter is either the first or the mid-
point of a month.

To determine the midpoint of a quarter for a short tax
year of other than 4 or 8 full calendar months, complete
the following steps.
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1) Determine the number of days in your short tax
year.

2) Determine the number of days in each quarter. This
means you divide the number of days in your short
tax year by 4.

3) Determine the midpoint of each quarter. This
means you divide the number of days in each
quarter by 2.

If the result of (3) gives you a midpoint of a quarter
that is on a day other than the first or midpoint of a
month, treat the property as placed in service on the
nearest preceding first or midpoint of that month.

Example — mid-quarter convention. Tara Corpo-
ration, a calendar year taxpayer, was incorporated and
began business on March 15. It has a short tax year
of 9% months, ending on December 31. During De-
cember it placed property in service for which it must
use the mid-quarter convention. Because this is a short
tax year of other than 4 or 8 full calendar months, it
must determine the midpoint of each quarter.

1) First, it determines that its short tax year beginning
March 15 and ending December 31 consists of 292
days.

2) Next, it divides 292 by 4 to determine the length of
each quarter, 73 days.

3) Finally, it divides 73 by 2 to determine the midpoint
of each quarter, the 37th day.

The following table shows the quarters of Tara Cor-
poration's short tax year, the midpoint of each quarter,
and the date in each quarter that Tara must treat its
property as placed in service.

Deemed Placed in Service
Quarter Midpoint Date
March 15 — May 26  April 20 Middle of April
May 27 — August 7 July 2 Beginning of July

August 8 —
October 19

October 20 —
December 31

September 13 Beginning of September

Middle of November

The last quarter of the short tax year begins on Oc-
tober 20, which is 73 days from December 31, the end
of the tax year. The 37th day of the last quarter 