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set forth for determining for September 1997, the weighted
average interest rate and the resulting permissible range of
interest rates used to calculate current liability for purposes
of the full funding limitation of section 412(c)(7) of the Code
as amended by the Omnibus Budget Reconciliation Act of
1987 and by the Uruguay Round Agreements Act (GATT).

EXEMPT ORGANIZATIONS

Announcement 97-97, page 22.

A list is given of organizations now classified as private foun-
dations.
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Notice 97-52, page 20.

Qualified state tuition programs (QSTPs). This notice
extends the relief for reporting requirements that apply to
QSTPs.



Mission of the Service

The purpose of the Internal Revenue Service is to collect
the proper amount of tax revenue at the least cost; serve
the public by continually improving the quality of our prod-

Statement of Principles
of Internal Revenue
Tax Administration

The function of the Internal Revenue Service is to adminis-
ter the Internal Revenue Code. Tax policy for raising revenue
is determined by Congress.

With this in mind, it is the duty of the Service to carry out that
policy by correctly applying the laws enacted by Congress;
to determine the reasonable meaning of various Code provi-
sions in light of the Congressional purpose in enacting them;
and to perform this work in a fair and impartial manner, with
neither a government nor a taxpayer point of view.

At the heart of administration is interpretation of the Code. It
is the responsibility of each person in the Service, charged
with the duty of interpreting the law, to try to find the true
meaning of the statutory provision and not to adopt a
strained construction in the belief that he or she is “protect-
ing the revenue.” The revenue is properly protected only
when we ascertain and apply the true meaning of the statute.

ucts and services; and perform in a manner warranting
the highest degree of public confidence in our integrity, effi-
ciency, and fairness.

The Service also has the responsibility of applying and
administering the law in a reasonable, practical manner.
Issues should only be raised by examining officers when
they have merit, never arbitrarily or for trading purposes.
At the same time, the examining officer should never hesi-
tate to raise a meritorious issue. It is also important that
care be exercised not to raise an issue or to ask a court to
adopt a position inconsistent with an established Service
position.

Administration should be both reasonable and vigorous. It
should be conducted with as little delay as possible and
with great courtesy and considerateness. It should never
try to overreach, and should be reasonable within the
bounds of law and sound administration. It should, howev-
er, be vigorous in requiring compliance with law and it
should be relentless in its attack on unreal tax devices and
fraud.



Introduction

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

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

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

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

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

The Bulletin is divided into four parts as follows:

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

Part ll.—Treaties and Tax Legislation.

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

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

Part IV.—ltems of General Interest.

With the exception of the Notice of Proposed Rulemaking
and the disbarment and suspension list included in this part,
none of these announcements are consolidated in the Cumu-
lative Bulletins.

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

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

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



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

Section 263A.—Capitalization to raising agricultural or horticultural were defined as any expenses attributable
and Inclusion in Inventory Costs commodities or that otherwise enable & crops, animals, trees, or other property
of Certain Expenses farmer to begin the farming process. Sebaving a crop or yield and that are in

e.g., RevRul. 83-28, 1983-1 C.B. 47.curred during the preproductive period of
26 CFR 1.263A-4TRules for popetty pduced in - Preparatory expenditures include theuch property Soil and water conserva
a farming business (temposgr . . . . . . .

costs of clearing land, leveling and gradtion expenditures, as defined in section
T.D. 8729 ing land, drilling and equipping wells,-ac 175, and land-clearing expenditures as

quiring irrigation systems, acquiringdefined in former section 182, are prepro
DEPARTMENT OF THE TREASURY seeds or seedlings, budding trees, and atuctive period expenses if they are in
Internal Revenue Service quiring animals. curred in a preproductive period of an
26 CFR Part 1 Costs regarded as developmental exgricultural or horticultural activity and if

) penditures (sometimes referred to as culhe taxpayer elects to deduct these ex
Rules for Property Produced in  tyral practices expenditures) were genepenses rather than capitalize them. House

a Farming Business ally permitted to be deducted,,cat a Comm. onWays and Meansiax Reform
_taxpayetls election, could be capitalized Act of 1975, H.R. Rep. No. 94-658, 94th
AGENCY: Internal Revenue Servicegeg o g\wibur v. Commissioned3T.C. Cong., 1st Sess. 93 (1975).
(IRS), Treasury 322 (1964), acq., 1965-2 C.B. 7. Devel In the case of a farming syndicate- en
] opmental expenditures are those expendiaged in planting, cultivating, maintain
ACTION: Final and temporary regula res incurred by a taxpayer so that thiag, or developing an orchard, vineyard,
tions. growing process may continue in the deor grove, former section 278(b) required
sired manner Developmental expendi the capitalization of all otherwise de
SUMMARY: This document containstyres are expenditures that, if incurreductible expenditures incurred with-re
final and temporary regulations relating tqyhile the plant or animal was in a producspect to the orchard, vineyard, or grove, if
the application of section 263#f the In  tjye state, would be deductible. Sedncurred prior to the first taxable year in
ternal Revenue Code to property propjaple v Commissioner27 T.C.M. 944 which there was a crop or yield in com
duped in afarming busines$hese regu 1(1968), aff'd, 440 F2d 1055 (9th Cir mercial quantities.
lations afect certain taxpayers engaged ing71). Developmental expenditures in  Former section 278(c) provided a relief
the trade or business of farminghese cjude the costs of irrigating, fertilizing, provision. Under this provision, sections
regulatl.ons are necessary to provide guidpraying, cultivating, pruning, feeding,278(a) or (b) would not require the capi
ance with respect to section 263A(d).  providing veterinary services, rent onalization of developmental expenditures
The text of the temporary regulationgand, and depreciation allowances on-irriattributable to an orchard, vineyard, or
also serves as the text of REG-20815]gation systems or structures. grove that was replanted after having
91 on page 21 of this Bulletin. Former sections 278 and 447 providefieen lost or damaged by reason of freez
_ , special rules requiring the capitalizatioring temperatures, disease, drought, pests,
DATES: These regulations arefeftive ot certain developmental expendituresor casualty
August 22, 1997. For dates of applicabilg,mer section 278(a) provided special Section 263A, enacted in thax Re
ity, see §1.263A-4T(f) of these regula,jes for citrus and almond groves. Undeform Act of 1986, Pub. L. 99-514, 100
tions. former section 278(a), all otherwise-deStat. 2085, 1986—3 C.B/ol. 1 (the 1986
ductible costs of developing citrus or al Act), provides uniform capitalization
FOR FURHER INFORMATION CON-  onq groves incurred before the end afules that govern the treatment of costs in
TACT: Jan Skelton, (202) 622-4970 (nOfne fourth taxable year after permanendurred in the production of property or the
a toll-free call). planting were required to be capitalizedacquisition of property for resale. Section
Rev Rul. 83-128, 1983-2 C.B. 57, clari 263Awas enacted, in part, to prevent the
SUPPLEMENRRY INFORMATION:  fied that the costs incurred prior to permainappropriate mismatching of income and
nent planting were also required to bexpense that results from the current de
capitalized. duction of the costs of producing prop
Prior to the enactment of section 263A, Former sections 278(b) and 447(b)proerty. Section 263Ayenerally incorporates
the rules that governed the deduction orided special rules for farming syndi and expands upon the rules set forth in
capitalization of costs incurred with-re cates, corporations, and partnerships wigeveral code and regulatory sections, in
spect to property produced in the trade ar corporate partnerSection 447 requires cluding section 263, and former sections
business of farming were set forth in sevcertain corporations and partnerships witB78 and 447.
eral diferent statutory and regulatory proa corporate partner to use an accrual Section 263A(b) generally provides
visions. Costs regarded as preparatomethod of accounting (accrual method)that the uniform capitalization rules apply
expenditures were required to be capitaFormer section 447(b) required these tasto the taxpayées production of real or tan
ized under section 263. Preparatory eyayers to capitalize preproductive periogible personal propertySection 1.263A—
penditures are expenditures incurred pria@xpenses. Preproductive period expensgéa)(1)(i) clarifies that for purposes of
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section 263A, produce includes the-fol10052). Amendments to the notice ofspecial rules of section 263A(d) to the
lowing: construct, build, install, manu proposed rulemaking and temporary regwcosts of growing and harvesting the plant,
facture, develop, improve, create, raise, dations were published in thieederal the special rules of section 263A(d) do
grow. Sections 263A(d) and (e) provideRegisteronAugust 7, 1987, by a notice ofnot apply to a taxpayer that merely eon
special rules for property produced in g@roposed rulemaking (52 FR 29391) thatact harvests agricultural or horticultural
farming business. cross referenced to temporary regulatiorommodities grown or raised by another
Section 263A, as enacted in 1986, gerPublished the same day.Dl 8148, 52 FR taxpayer Similarly, the temporary regu
erally required taxpayers to capitalize th@9375). Notice 88-24, 1988-1 C.B. 491lations clarify that the special rules of sec
costs of producing plants and animalsdrovided that forthcoming regulationstion 263A(d) do not apply to a taxpayer
Taxpayers not required by section 447 okould modify the temporary regulationsthat merely buys and resells plants or ani
448(a)(3) to use an accrual method wer@nd the regulations under §1.471-6. - Nanals grown or raised by anothen evat
excepted from capitalizing the preproductice 88-86, 1988-2 C.B. 401, providediating whether a taxpayer is engaged in
tive period costs of plants and animalhat forthcoming regulations would clarifythe production, or merely the resale, of
(except animals held for slaughter) thathe definition of a related person for purplants or animals, it is anticipated that
had a preproductive period of 2 years dposes of the election out of section 263Aconsideration will be given to factors-in
less. Section 263Was amended as partln addition, Notice 88—86 provided thatcluding: the length of time between the
of the Omnibus Budget Reconciliationforthcoming regulations would providetaxpayefs acquisition of a plant or animal
Act of 1987, Pub. L. 100-203, 101 Statthat certain taxpayers could elect to usand the time the plant or animal is made
1330, 1987-3 C.Bvol. 1 (the 1987Act), the simplified production method foravailable for sale to the taxpay®rcus
theTechnical and Miscellaneous Revenugroperty used in the trade or business ¢dmers, and, in the case of plants, whether
Act of 1988, Pub. L. 100-647, 102 Statfarming. OnAugust 5, 1994, the tempo plants acquired by the taxpayer are
3342, 1988-3 C.Bvol. 1 (the 198%\ct), rary regulations relating to property pro planted in the ground or kept in temporary
and the Omnibus Budget Reconciliatiofluced in a farming business were reissuemntainers.
Act of 1989, Pub. L. 101-239, 103 Statand published in th&ederal Register The temporary regulations provide that
2106 (the 198@ct). Under the 1988ct, (T.D. 8559, 59 FR 39958). Because sula farming business does not include the
the scope of the exception for these- tapstantial changes are being made from th@ocessing of commodities or products
payers is expanded to include all animal994 temporary regulations, the IRS antleyond those activities that are incident to
irrespective of the length of the preproTreasury Department have decided tthe growing, raising, or harvesting of such
ductive period. issue, in part, new proposed and temp@roducts.

In addition, taxpayers not required by@: rather than final, regulations.

. Preparatoy And Developmental Costs
section 447 or 448(a)(3) to use an accru P Y P

Explanation of Povisions

method may elect not to capitalize the The IRS andlreasury Department be
costs of plants (other than certain costs #ropetty Produced In Therade Or lieve that, in general, section 263#es
producing citrus and almond trees) with g,,siness Of Farming not change the rules regarding capitaliza
preproductive period in excess of 2 years. tion of costs during the preparatory-pe

If a taxpayer makes this election, the-tax The temporary regulations clarify thatiod. Thus, the temporary regulations
payer must treat such plants as sectiqRe special rules of section 263A(d) applylarify that, as under prior lataxpayers
1245 property and upon disposition obnly to property produced in a farminggenerally must capitalize preparatory ex
these plants any amount allowable as [gusiness.The temporary regulations pro penditures, including the cost of seeds,
deduction that would, but for the electionyide that for purposes of section 263Aseedlings, and animals; clearing, leveling
have been capitalized must be recapturefle term farming means the cultivation ofind grading land; drilling and equipping
and treated as a deduction allowed for dgand or the raising or harvesting of anyvells; irrigation systems; and budding
preciation with respect to such propertyagricultural or horticultural commodity trees. Howevebecause section 2634
See section 263A(e)(1)Also, if the tax  Examples include the trade or business ojuires the capitalization of certain indirect
payer makes the election, the taxpay&jperating a nursery or sod farm; the raisosts as well as direct costs, the amount of
and related persons must apply the alteihg or harvesting of trees bearing fruitpreparatory expenditures capitalized may
native depreciation system provided ithuts, or other crops; the raising of ornabe greater under section 268#an under
section 168(g)(2) to all property used bynental trees (other than egeeen trees prior law
the taxpayer or related person predomthat are more than six years old at the time Section 263Aexpands the circum
nantly in a farming business and placed ithey are severed from their roots); and thetances under which costs that were once
service in any taxable year in which theaising, shearing, feeding, caring fortermed developmental expenditures must
election out of section 263%& in efect. training, and management of animalsbe capitalized The temporary regulations
See section 263A(e)(2). The regulations clarify that for this pur clarify that costs that were, in years prior
On March 30, 1987, the IRS publishegose harvesting does not include contrath the enactment of section 263A;re
in the Federal Registera notice of pre harvesting of an agricultural or hortieul garded as developmental are included in
posed rulemaking (52 FR 108) by cross tural commodity grown or raised by-anthe category of preproductive period
reference to temporary regulations pubother taxpayerAccordingly, while a tax costs. Section 2638enerally requires
lished the same day (@. 8131, 52 FR payer that grows a plant may apply th¢he capitalization of preproductive period
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costs including the costs of irrigating, fer Capitalization Period that, in the case of an animal that will
tilizing, spraying, cultivating, pruning, . . . .have more than one yield, the costs in
feeding, providing veterinary services, Freproductive period costs (€.g.,4rTi ¢ rreq after the beginning of the prepro
rent on land, and depreciation allowance@2ting, fertilizing, real estate taxes, €tC.yctive period of the first yield but before
on irrigation systems or structures. Predr€ capitalized during the preproductivgyg eng of the preproductive period of the
productive period costs also include red?€rod of a plant or animalA taxpayer gnima| must be allocated between the ani
estate taxes, interest, and soil and watEfat grows a plant that will have moréy ) 4nq the yield on a reasonable and
conservation expenditures incurred -durthan one crop or yield is engaged in thgqngistent basisAny depreciation al
ing the preproductive period of a plant. Production of two types of properthe o\ yance on the animal may be allocated
Taxpayers that are required by sectioRlant and the crop or yield of the plang ey to the yield.
447 or 448(a)(3) to use an accrua®9-» the orange tree and the orangeje
method must capitalize all preproductivd®mporary regulatlons clarify the_cap+tal Method Of Capitalizing Costs
period costs of plants (withou_t regarq tgzation period for pIant; nat will have The temporary regulations provide that
the length of the preproductive periodjnore than one crop or yield, for crops or. b alied with
and animals. Taxpayers that are not-re Yi€lds of plants that will have more tharf® COSts r?quwg to be capita '.Zeh it
quired by section 447 or 448(a)(3) to us8Ne Crop or yield, and for other plants, "eSPect fo harmmg property may the
an accrual method qualify for an exeep The temporary regulations clarify thafi@xpayer chooses, be determined using
tion to this general rule. Under this-exthe preproductive period of a plant gene@"Y réasonable inventory valuation
ception, taxpayers are not required t8/ly begins when a taxpayer first incurgnethod, such as the farm-price method of
capitalize preproductive period costs inCOSts with respect to the plant, e.g., whefccounting (farm-price method) or the
curred with respect to animals, or witHhe plant is acquired or the seed i4nitlivestock-price method of accounting
respect to plants that have a preprodu@lanted. In the case of the crop or yield dtnit-livestock-price method)The use of
tive period of 2 years or lessThus, a plant that has become productive ithese inventory valuatlon.methods avoids
under this exception’ taxpayers are rénarketable quantities, the preprOdUCtiV@e n-e(.:eSSIty of aCCOUr!tlng for the C.OStS
quired to capitalize only those preproducPeriod of the crop or yield begins wherPf raising plants or animals by tracing
tive period costs incurred with respect t&he crop or yield first appears, whether i0Sts to each separate plant or animal. In
plants that have a preproductive period ifhe form of a sprout, bloom, blossomaddition, under the temporary regulations,
excess of 2 yearsThe temporary regula bud, etc. these inventory methods may be used by a
tions clarify that, for purposes of deter In the case of a plant that will havelaxpayer regardless of whether the farm
mining whether a plant has a preprodudnore than one crop or yield, the preproing property being produced is otherwise
tive period in excess of 2 years, in théluctive period of the plant ends when thereated as inventory by the taxpaye_nd
case of a plant grown in commerciaPlant becomes productive in marketabléegardless of whether the taxpayer is-oth
quantities in the United States, the- naquantities (i.e., when the plant is placed igrwise using the cash method or an ac
tionwide weighted average preproductivéervice for purposes of depreciation). lgrual method.
period of such plant is used. the case of the crop or yield of a plant that The temporary regulations clarify that
The IRS andlreasury Department arehas become productive in marketabl@otwithstanding a taxpayer use of the
considering the publication of guidanceuantities, the preproductive period of théarm-price method with respect to farm
with respect to the length of the preprocrop or yield ends when the crop or yieldng property to which the provisions of
ductive period of certain plants that willis disposed of. Finallyin the case of section 263Aapply, the taxpayer is not e
have more than one crop or yieldt the other plants, the preproductive periodjuired, solely by such use, to use the same
present time, the IRS aritteasury De ends when the plant is disposed of. method of accounting with respect to
partment anticipate that such guidance The temporary regulations provide thafarming property to which the provisions
would provide that plants producing thehe preproductive period of an animak beof section 263Alo not apply
following crops or yields have a nation gins at the time of acquisition, breeding, Under the unit-livestock-price method,
wide weighted average preproductive peor embryo implantation.The temporary the taxpayer adopts a standard unit price
riod in excess of 2 years: almonds; agegulations clarify that, in the case of arffor each animal within a particular class.
ples, apricots, avocados, blueberriesinimal that will be used in the trade oiThis standard unit price is used by the-tax
blackberries, cherries, chestnuts,feef business of farming, the preproductivgayer in lieu of specifically identifying
beans, currants, dates, figs, grapefruiperiod generally ends when the animal iand tracing the costs of raising each-ani
grapes, guavas, kiwifruit, kumquatsplaced in service for purposes of deprecmal in the taxpayes farming business.
lemons, limes, macadamia nuts, marmtion. Howeverin the case of an animalTaxpayers using the unit-livestock-price
goes, nectarines, olives, orangedghat will have more than one yield, themethod must adopt a reasonable method
peaches, pears, pecans, persimmons, pgeproductive period ends when the-anbf classifying animals with respect to
tachio nuts, plums, pomegranatesmal produces (e.g., gives birth to) its firstheir age and kind so that the unit prices
prunes, raspberries, tangelos, tangeringgeld. In the case of any other animal, thassigned by the taxpayer to animals in
tangors, and walnutsThe IRS andlrea preproductive period ends when the-anieach class are reasonablBhus, taxpay
sury Department invite comments on thignal is sold or otherwise disposed dhe ers using the unit-livestock-price method
issLe. temporary regulations additionally clarifytypically classify livestock based on their
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age (for example, a separate class wilivestock-price method are permitted tan service in a taxable year for which the
typically be established for calves, yearelect the simplified production method, aglection is in €&ct.
lings, and 2-year olds). well as the simplified service cost method )

The temporary regulations under secof accounting, under section 263A. IrCasualty Loss Exception
tion 263Amodify the rule set forth in such a situation, section 471 costs are the ggction 263A(d) provides an exception
§1.471-6 providing that no increase ircosts taken into account by the taxpaygfom capitalization for preproductive pe
unit cost is required under the unit-ive under the unit-livestock-price method. 4 <osts incurred with respect to plants
stock-price method with respect to theising the taxpayés standard unit price that are replacing certain plants that were
taxable year in which certain animals ardetermined under these temporary and; by reason of certain casualtieEhe
purchased, if the purchases occur in tHgnal regulations. The term additional temporary regulations clarify that this-ex
last 6 months of the taxable yeaFhe section 263Acosts includes all additional ception for preproductive period costs
temporary regulations provide that anyosts required to be capitalized underseg .o ot apply to preparatory expendi
taxpayer required to use an accrudion 263Aincluding costs that are +e
method under section 448(a)(3) must inquired to be capitalized under sectio
clude in inventory the annual standar@63Athat are not reflected in the standar at the casualty loss exception applies
unit price for all animals purchased durunit prices (e.g., general and administra, oo the plants are replanted on the
ing the taxable yearegardless of when in tive costs and depreciation, including desame parcel of land as the plants de
the taxable year the purchases are madgeciation on a calé mother). stroyed by casualty or a parcel of land of
The temporary regulations further amend In light of the additional costs required,, " - acreage in the United States.
this rule and provide that all taxpayerdo be capitalized under section 263A -taxp temporary regulations additionally
using the unit-livestock-price methodpayers should not adopt unit prices- Uticlarify that the exception applies to all
must modify the annual standard price t§zed under pre-section 263énit-live- plants replanted on such acreage, even if
reasonably reflect the particular period istock-price rules without carefully . plants are replanted in greater,density
the taxable year in which purchases ddnalyzing whether these unit prices YEfle(i an the plants destroyed by the casualty
livestock are made, if such modificatiorgll of the costs required to be capitalize
is necessary in order to avoid significangnder section 263A. Final Regulations

distortions in income that would other . .
Election Not ® Capitalize Costs In final regulations, cross references to

wise occur through operation of the unit- _ _
livestock-price method.The temporary  Certain taxpayers, other than those re:§Ll'263A_4Tare provided in §81.61-4,
regulations do not specify the particulaguired to use an accrual method by—sec'162_12’ 1.263A-1, and 1.471-6.
modification that must be made to the antjon 447 or 448(a)(3), may elect not to Under 81.471-6(f), taxpayers using the
nual standard price for any particular-taxcapitalize the preproductive period costy e Ivestock method may not subse
payer but rather allow any reasonablef certain plants even though such plant%uently chgngg the classmcat!on or unit
modification made by the taxpayer to th@iave a preproductive period in excess of 3t they initially adopted without ob
annual standard price to avoid significanjears and would otherwise be subject t6. 9 the approval of the Commissioner

distortions in income. For example,-asthe capitalization requirements of sectionRs provided in Notice 88-24, the final

sume a taxpayer purchases and raises c263A. Taxpayers making this election'égulations modify the rule in 81.471-6(f)
tle for slaughter Assume further that the may continue to deduct (subject to othef"d require that taxpayers adjust the unit
taxpayer is required to use an accrudimitations of the Code) the preproductive!fmlce.S upward from time to time, to-re
method under section 447 so that sectiqseriod costs that were deductible undelcCt INCTEaSeS in COSts taxpayers experi
263A applies to the taxpayer costs of the rules in déct before the enactment ofcC€ In raising livestock Any other
raising the cattle. The temporary regula section 263A. The temporary regulations c'ages in the classification or unit prices
tions provide that the taxpayer may noélarify that although a taxpayer producing!Sed In the unit- livestock-price method
expense the costs of raising cattle that agecitrus or almond grove may make thi ill continue to be all(_:)W_ed only with the
purchased in the latter half of the taxelection, the election does not apply to thgonsent of the Commissioner
payers taxable year Instead, the tax preproductive period costs of a Citrus Offective DateAnd Fansitional Rule
payer must modify the annual standardimond grove that are incurred before the
price so as to reasonably capitalize thelose of the fourth taxable year beginning The temporary regulations provide
costs of raising the cattle, based on theith the taxable year in which the treeghat, in the case of property that is not in
date of their purchase. were planted. ventory in the hands of the taxpaytre

In Notice 88-86, the IRS noted that If a taxpayer makes this election withregulations are generally fettive for
commentators had inquired as to theespect to any plant, the taxpayer mustosts incurred on or afteXugust 22,
availability of the simplified production treat the plant as section 1245 propertyt997, in taxable years ending after such
method of accounting (simplified produc In addition, the taxpayeand any person date. In the case of inventory property
tion method) for farmers using the unitrelated to the taxpayemust use the alter the temporary regulations are generally
livestock-price method for the costs ohative depreciation system of sectiorffective for taxable years beginning after
raising livestock. The temporary regula 168(g)(2) for any property used predemiAugust 22, 1997. Howevetaxpayers in
tions clarify that farmers using the unit-nantly in a farming business that is placedompliance with 81.263A-41nh effect

1997-38 I.R.B. 7 September 22, 1997

tures or the costs of capital assets. In ad
ition, the temporary regulations clarify



prior to August 22, 1997 (See 26 CFRAdoption ofAmendments to the (v) Examples.
part 1 edition revised as &¥pril 1, Regulations (3) Farming business.
1997.), as modified by other administra ) ) () Ingeneral.
tive guidance, that continue to comply Accordingly, 26_ CFR Part 1 s (A) Plant.
with §1.263A—4Tin effect prior toAugust amended as follows: (B) Animal.
22, 1997 (See 26 CFR part 1 edition repART 1—INCOME TAXES (i) Incidental activities.
vised as of\pril 1, 1997.), as modified by (A) Ingeneral.
other administrative guidance, will not be Paragraph 1The authority citation for  (B) Activities that are not incidental.
required to apply these new temporarpart 1 co_ntinues to read in part as follows: (1) In general.
rules until the notice of proposed rulemak Authority: 26 U.S.C. 7805 *** (2) Examples.
(b) Application of section 26340

ing that cross-references these temporagy g1_4 [Amended]
regulations is finalized.The amendment
to §1.471-6(f) is déctive for taxable
years beginning afté&ugust 22, 1997.

Par 2. Section 1.61-4 is amended by: (_1)
1. Adding a new sentence “See section (!?
263Afor rules regarding costs that are re (i)
quired to be capitalized.” at the end of the (_2)
concluding text of paragraph (a). 0]
) 2. Adding a new sentence “See section (A)
obsolete when the notice of proposecLl

lemaking th ; he2B3Afor rules regarding costs that are re (B)
rulemaking that grosg-rg ergnc?s t .estfuired to be capitalized.” after the fourth ()
temporary regulations is finalized: Not|ceSentence of the concluding text of para )

Effect on Other Documents

The following publications will be

87-76, 1987-2 C.B. 384; .Notice 8,8_24graph (). period.
1988-1 C.B. 491; and sectidhof Notice 2
88-86, 1988-2 C.B. 401. §1.162-12 [Amended] 0
SpecialAnalyses Par 3. Section 1.162-12(a) is amended (i)

(D)
(i)
(A)
deriod.
(B)
©
mal an
(c)
(1)
2

by:

It has been determined that tAisea yl. Removing the eighth sentence, and
sury decision is not a significant regulaadding the sentence “For rules regardi
tory action as defined in EO 12866 the capitalization of expenses of produ
Therefore, a regulatory assessment is npig property in the trade or business of
required. It has also been determined thédrming, see section 263#nd §1.263A—
section 553(b) of thAdministrative Pre  4T.” in its place.
cedureAct (5 U.S.C. chapter 5) does not 2. Adding a new sentence “For rules
apply to these regulations, and becausegarding the capitalization of expenses
the regulations do not impose a collectionf producing property in the trade or busi
of information on small entities, the Reg ness of farming, see section 268Ad the
ulatory Flexibility Act (5 U.S.C. chapter regulations thereundérafter the third
6) does not apply Pursuant to section sentence.
7805(f) of the Internal Revenue Code, the Par 4. Section 1.263A-01 added to a
temporary regulations will be submittedread as follows:

®)

(d)
pply

property produced in a farming business.

In general.

Plants.

Animals.

Preproductive period.

Plant.

In general.

Applicability of section 263A.
Actual preproductive period.
Beginning of the preproductive

End of the preproductive period.
In general.

Marketable quantities.

Examples.

Animal.

Beginning of the preproductive

End of the preproductive period.
Allocation of costs between ani
d first yield.

Inventory methods.

In general.

Available for property used in a

trade or business.

Exclusion of property to which

section 263Aloes not apply

Election not to have section 263A

X . (1) Introduction.
and the notice of proposed ru_lemak'n%l.ZGSA—OTOutIine of egulations under  (2) Availability of the election.
that preceded the f!nal regulations wergg ;o 263Atemporay). (3) Time and manner of making the
submitted, to the Chief Counsel fadvo- election.

cacy of the Small Businegsdministra This section lists the paragraphs in )

tion for comment on their impact on smalB1.263A-4T (i)
business. §1.263A—-4TRules for popetty produced ('!)
Drafting Information in a farming business (temposgr uag:sn
The principal author of these temporary (@) Introduction. (A)
regulations is Jan Skelton of thefioé of (1) In general. (B)
Assistant Chief Counsel (Incorfex and ~ (2) Exception. (5)
Accounting). Howeverother personnel () Ingeneral. (e)
from the IRS andireasury Department (i) Taxshelter
participated in their development. (iif) Presumption. o )
(iv) Costs required to be capitalized or (2)
ook ok %% inventoried under another provision. 3)
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Special rules.

Section 1245 treatment.

Required use of alternative depre
system.

Related person.

In general.

Members of family

Examples.

Exception for certain costs result

ing from casualty losses.

In general.
Ownership.
Examples.
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(4) Special rule for citrus and almond447 in computing its taxable income fromharvesting of trees bearing fruit, nuts, or

groves. farming; or other crops; the raising of ornamental
(i) Ingeneral. (B) A tax shelter required to use an actrees (other than ewgreen trees that are
(i) Example. crual method under section 448(a)(3). more than 6 years old at the time they are

(f) Effective date and transition rule.  (ii) Tax shelter A farming business is severed from their roots); and the raising,
considered a tax shelfeand thus a tax shearing, feeding, caring fdraining, and

§1.263A-1 [Amended] payer required to use an accrual methagtanagement of animals. For purposes of

Par 5. Section 1.263A—1 is amendednder section 448(a)(3), if the farminghis section, the term harvesting does not

by: business is— include contract harvesting of an agricul

1. Removing the last sentence of para (A) A farming syndicate as defined intural or horticultural_co_mmodity grown or
graph (b)(3) and adding the sentence “S&gction 464(c); or ralsgd by anotherS|m|IarIy, the trade or
§1.263A—4Tfor specific rules relating to  (B) A tax shelterwithin the meaning business of merely buying and reselling
taxpayers engaged in the trade or businegksection 6662(d)(2)(C)(iii). plants or animals grown or raised by-an
of farming.” in its place. (i) Presumption. Marketed arrange other is not a farming business.

2. Removing the last sentence of paranents in which persons carry on farming (A) Plant. A plant produced in a farm
graph (b)(4) and adding the sentence “Sestivities using the services of a commoflg business includes, but is not limited
§1.263A—4T however for rules relating managerial or administrative service wilt, & fruit, nut, or other crop bearing tree,
to taxpayers producing certain trees tbe presumed to have the principal purpog¥! ornamental tree, a vine, a bush, sod,
which section 263/pplies.” in its place. of tax avoidance, within the meaning ofind the crop or yield of a plant that will

Par 6. Section 1.263A—4iE revised to section 6662(d)(2)(C)(iii), if such persond'@ve more than one crop or yield. Sea

read as follows: prepay a substantial portion of their farmPlants are produced in a farming business
ing expenses with borrowed funds. if they are tended and cultivated as op

81.263A-4TRules for popelty produced (iv) Costs equired to be capitalized or posed to merely harvested.

in a farming business (temposgr inventoried under another pvision. The (B) Animal. An animal produced in a

exception from capitalization provided infarmlng business includes, but is notdim

(a) Introductior—(1) In general. The == ed to, any stock, poultry or other bird
regulations under this section provigdis Paragraph (a)(2) does not apply tgnd fish or other sea life raised by the-tax

uidance with respect to the applicatio@nY cost that is required to be capitalizea .
gf section 26340 pFr)operty produ?:lz:d in a Or inventoried under another Code or-re zer:wa;hiﬁi,lufgé zxfg]v&?éktgs t:;:ﬂ a(t)r:
farming business as defined in paragrapfatory provision, such as section 263 0 i Fish a
(@)(3) gf this section. Except as F(;the?wispgeaic’” 471. . 2?;2:) gef'ﬁfed ;r}é tgﬁ,éiﬁ%%y?; Izhf;?:ing
provided by the rules of this section, the (V) Examples.The following exam ) i they are raised on a fish farm.
general rules of §81.263A-1 througtP!es rllllustrgt.e the provisions of this para, ¢op t2m is an area where fish or other

.15 apply to property produced in a farm Example 1. FarmerA grows trees that have a merely caught or harvested.
ing business.A taxpayer that engages inpreproductive period in excess of 2 years, and that (i) Incidental activities—(A) In gen

the raising or growing of anv aariculturalProduce an annual crop. Farmeis not required by . . .
g 9 9 Yy ag section 447 or 448(a)(3) to use an accrual metho@.ral' Farming business includes process

or horticultural cqmmodit,yincludin_g Accordingly FarmerA qualifies for the exception iNg activities that are normally incident to
both plants and animals, is engaged in thscribed in this paragraph (a)(2). Since the treghe growing, raising, or harvesting of

production of property Seclion 2634 v 3 AL o 5 o £ Vgl producs. For exampl,a-ax
generally requires the capitalization of th%}cable portion of the indirect costs that benefit oPayer in the trade or business of growing

direct costs and an allocable portion of there incurred by reason of the production of the treefruits and vegetables may harvest, wash,
indirect costs that benefit or are incurre@ince the annual crop has a preproductive period ghsnact and package the fruits and -veg

: : 2 years or less, Farm@&ris not required to capitalize Lo
by reason of the production of this propg Y572 2 i TR a P etables for sale. Such activities are-nor

erty. Taxpayers that do not qualify for the  Example 2 Assume the same factssample 1, mally incident to the raising of these
exception described in paragraph (a)(2) afcept that Farmek is required by section 447 or crops by farmers.The taxpayer will be

; ; Al 8(a)(3) to use an accrual method. Farfndoes . . .
this section must capltahze these costs (égt qualify for the exception described in this paraconSIdered to be in the trade or business

producing all plants and animals unlesgraph (a)(2). Farmek is required to capitalize the Of farming with respect to the growing of
the election described in paragraph (d) afirect costs and an allocable portion of the indiredtruits and vegetables and the processing

this section is made. costs that benefit or are incurred _by reason of thﬁctivities incident to their harvest.
. . production of the trees and crops, including alt pre o ..
(2) Exceptior—(i) In general. Atax-  productive period costs. (B) Activities that ae not incidentat-
payer is not required to capitalize the-pre (1) In general.Farming business does not

productive period costs of producing (3) Farming business-(i) In general. include the processing of commodities or
plants with a preproductive period of 2A farming business means a trade or busgroducts beyond those activities that are
years or less or the costs of producing anhess involving the cultivation of land ornormally incident to the growing, raising,
mals, if the taxpayer is not— the raising or harvesting of any agriculor harvesting of such products.

(A) A corporation or partnership +e tural or horticultural commodity Exam (2) Examples. The following exam
quired to use an accrual method of agles include the trade or business of epeples illustrate the provisions of this para
counting (accrual method) under sectioating a nursery or sod farm; the raising ograph (a)(3)(ii):
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Example 1. Individual A is in the business of pen areas (including costs that the-taXor purposes of determining the period
growing and harvesting wheat and other grains. Iny,ver has elected to deduct under sectiodsring which a taxpayer must capitalize
dividual A also processes grain that Individdathas . e 1 . . . .
harvested in order to produce breads, cereals, aAd' S Or 180), breeding, artificial insemina preproductive period costs with respect to
other similar food products, which Individuathen  tion, veterinary services and medicinea particular plant.
tsﬁ(')'jgtﬁ I‘f’)‘if“t/?gl‘]zrli " it:‘ihceogrsrfm?;':)Sugi‘:]ig?d;i'th livestock hauling, bedding, fuel, electric (1) Beginning of the mpmductive pe
respect to the growing and harvesting of grain,-Indity, hired laboy tax depreciation and +e riod. The actual preproductive period of a
vidualA is not in the farming business with respecpairs on buildings and equipment used iplant begins when the taxpayer first in
to thle processing of such grain to produce the fodfysing the animals (for example, barns;urs costs that directly benefit or are in
P Example 2. Individual B is in the business of trucks, and trailers), farm overhead, taxegurred by reason of the plant. Generally
raising poultry and other livestock. Individual B(except state and federal income taxesjis occurs when the taxpayer plants the
also operates a meat prpcessing operation in wh(i}:;hd interest required to be capitalizeseed or plant. In the case of a taxpayer
the poultry and other livestock are slaughtered; . .
processed, and packaged or cannetie packaged under section 263A(f). that acquires plants that have already been
or canned meat is sold to IndividualsBtustomers.  (2) Preproductive periog—(i) Plant— planted, or plants that are tended, by the
AI_though Individual I__%_is in the farming busine_ss(A) In general. The preproductive period taxpayer or anothelprior to permanent
with respect to the raising of poultry and otherive h . . . . .
stock, Individual B is not in the farming businessOf property produced in a farming busi planting, the actual preproductive period
with respect to the slaughtering, processing, packagiess means — of the plant begins upon acquisition of the
inr%,df:ljr;(tjscanning of such animals to produce the food (1) In the case of a plant that will haveplant by the taxpayerin the case of the
P ' more than one crop or yield, the periogrop or yield of a plant that will have

(b) Application of section 26340 before the first marketable crop or yieldnore than one crop or yield and that has
property produced in a farming busi from such plant; become productive in marketable quanti
ness—(1) In general. Unless otherwise  (2) In the case of the crop or yield of dies, the actual preproductive period- be
provided in this section, section 263&  plant that will have more than one crop oflins when the crop or yield first appears,
quires the capitalization of the direct costgield, the period before such crop or yieldor example, in the form of a sprout,
and an allocable portion of the indirecis disposed of; or bloom, blossom, or bud.
costs that benefit or are incurred by-rea (3) In the case of any other plant, the (2) End of the peproductive period-
son of the production of any property in geriod before such plant is disposed of. (i) In general. In the case of a plant that
farming business (including animals and (B) Applicability of section 263AFor ~ Will have more than one crop or yield, the
plants without regard to the length of theipurposes of determining whether a plarictual preproductive period ends when
preproductive period). has a preproductive period in excess of 1€ plant first becomes productive in mar

(i) Plants. Costs typically required to years, the preproductive period of plant§€table quantities. In the case of any
be capitalized under section 26B&lude grown in commercial quantities in theother plant (including the crop or yield of
the acquisition costs of the seed, seedlingnited States is based on the nationwid® Plant that will have more than one crop
or plant, and the costs of planting, cultiweighted average preproductive perio@" yield), the actual preproduct_|ve perlod
vating, maintaining, or developing sucHor such plant. For all other plants, th&nds when the plant, crop, or yield is sold
plant during the preproductive periodtaxpayer is required, at or before the tim@r otherwise disposed of.

These costs include, but are not limited tdhe seed or plant is acquired or planted, to (i) Marketable quantitiesA plant that
management, irrigation, pruning, fertiliz reasonably estimate the preproductive p&ill have more than one crop or yield-be
ing (including costs that the taxpayer hagod of the plant. If the taxpayer estimate§0Mes productive in marketable quanti
elected to deduct under section 180), sl preproductive period in excess of $€s when it is (or would be considered)
and water conservation (including costyears, the taxpayer must capitalize -pré?/aced in service for purposes of section
that the taxpayer has elected to deduproductive period costs. If the estimate 468 (without regard to the applicable eon
under section 175), frost protectionfeasonable, based on the facts in existen¥gntion)- .

spraying, upkeep, electricjtyax depreei  at the time it is made, the determination of (P) Examples.The following exam
ation and repairs on buildings and equipvhether section 263applies is not modi  Ples illustrate the provisions of this para
ment used in raising the plants, farm evefied at a later time even if the actuaPraPh (b)(2)(0):

head, taxes (except state and federkngth of the preproductive period feifs Example 1.(i) FarmerA, a taxpayer that quali
income taxes), and interest required to dfeom the estimate.The actual length of fies for the exception in paragraph (a)(2) of this sec
capitalized under section 263A(f). the preproductive period will, howeverg‘r’?/'i (eglé‘?‘f’rsr]g';gﬁt;hgﬁewgwﬁr‘ﬁnnl%ﬁg‘;ﬂig{‘gggp

(i) Animals. Costs typically required be considered in evaluating the reasonities in the United States. Farm&racquires the
to be capitalized under section 268A ableness of the taxpaysrfuture esti Pplants by purchasing them from an unrelated party
clude the acquisition cost of the animalmates.Thus, the nationwide weighted-av ﬁ;’trigg;ﬁ‘izznwii;ﬂce‘dpf\?;fatghgrgré?gggﬁfggeeriod
and the costs of raising or caring for sucerage preproductive period or thef the plantis 4 yearsThe particular plants grown
animal during the preproductive periodestimated preproductive period are onlyy FarmerA do not begin to produce in marketable
Preproductive period costs include, butised for purposes of determining whetheg{;i':ggesy“;;ﬂnfe&'?ars and 6 months after they are
are not limited to, the costs of managethe preproductive period of a plant iS (i Since the plants are deemed to have a prepro
ment, feed (such as grain, silage, concegreater than 2 years. ductive period in excess of 2 years, Farés re
trates, supplements, haylage, hagsture  (C) Actual peproductive period. The ?h”érzldaﬁisc_aps';ﬂ';Zrt:grgﬁzr((’g)%g";ge([)';)(%)c(gfés) o
and other forages), maintaining pasture galant’s actual preproductive period is usethis section. In accordance with paragraph
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(b)(2)(I)(C)(@) of this section, Farmek must begin Farmer C become productive in less than 2 yearperiod that the taxpayer must capitalize
to capitalize such costs when the plants are planteBee paragraph (b)(2)(i)(B) of this section. In aecor, ; ; ;
In accordance with paragraph (b)(2)()@)6f this  dance with paragraph (b)(2)(i)(@)(of this section, PreProductive period expenses with re
section, FarmeA must continue to capitalize costsFarmer C must begin to capitalize such costs when$P€Ct to @ particular animal.
Lo thglplants u'n_til tr_ll_tra1 pIanFts beg}iAn to produqe ilfrma;()tl)?(nzt)s(_)t(hg)(gl)anftsh_ In accordance witg paragr?ph (A) Beginning of the mproductive pe
etable quantities.Thus, FarmeA must capitalize i of this section, Farmer C properly .. ; ; ;
the preproductive period costs of the plants for-a peeases capitalization of preproductive period congd' Thef prEprOdUCtl_ve penOd of an ,am
riod of 4 years and 6 months, notwithstanding thevhen the plants become productive in marketablglal begins at the time of acquisition,
fact that the plants, in general, have a nationwidguantities (i.e., after 1 year and 10 months). breeding, or embryo implantation.
weighted average preproductive period of 4 years.  Example 5.(i)) Farmer D, a taxpayer that quali : ;
Example 2 (i) Farmer B, a taxpayer that quali fies for the exception in paragraph (a)(2) of this sec (B) End of the pe_sproductlve. period.
fies for the exception in paragraph (a)(2) of this sedion, grows plants that will have more than one cropn the case of an animal that will be used
tion,_ %OV'Y'T] plalntstthat will havq more than'olne cropr yie_lql. Thehpl?Jnt'S zrg noetégrcr)]wn_ in crc])mnlwercialin the trade or business of farming (e.g., a
or yield. The plants are grown in commercial quan quantities in the United Stateat the time the plants : . .
tities in the United StatesThe nationwide weighted are planted Farmer D reasonably estimates that tlfrie"’"ry cow), the preprOdu_Ctlve_per'Od gen
average preproductive period of the plant is 2 yeagsiants will have a preproductive period of 4 yearserally ends when the animal is (or would
Chasing hem ffom an urrelaled PABATPOrALonprodace it marketasle Quantites untl 4 yests and 2c._considered) placed in service for-pur
produce in marketable quantities until 4 years an : .
B. Farmer B enters into a contract with Corporatiomonths after they are planted by Farmer D. BOSGS OT section 168 .(WlthOUt reggrd to
B under which Corporation B will retain and tend (i) Since the plants have an estimated preprdhe applicable convention). Howeyén
G of 7 monihs, Farmer B 3kt possession of teired s canialve the preprosicive poriod comts g ¢ C2€ Of an animal that will have more
, : ired to capitalize the preproductive period costs . .
plants and plants them in the permanent orcharehe plants. See paragraph (b)(2)()(B) of this-seghan one Y!eld (e.g., a breeding cow), th?
The plants become productive in marketable guantiion. In accordance with paragraph (b)(2)()@)( Preproductive period ends when the-ani
ties 1 years andlimonths after they are planted byof this section, Farmer D must begin to capitalizgna| produces (e.g., gives birth to) its first
Farrper B such costs when it plants the plants. In accordance Id. Inth f th . | th
(i) Since the plants are deemed to have a prepravith paragraph (b)(2)(i)(CR) of this section, Y!€!C. INIhe case of any other animal, the
ductive period in excess of 2 years, Farmer Bs recarmer D must continue to capitalize costs until th@reproductive period ends when the-ani
quired to capitalize the preproductive period costs @lants begin to produce in marketable quantitiesnal is sold or otherwise disposed of.
the plants. See paragraphs (a)(2) and (b)(2)()(B) dfhus, Farmer D must capitalize the preproductive ) Allocati f costs betw imal
this section. In accordance with paragrapheriod costs of the plants for a period of 4 years and ( ) ocafion of costs between anima
, months, notwithstanding the fact that Farmer D e .
(b)(2)(l_)((|3_)(l) of trf]ns Sectlo?] Farhmer B rﬂust beging h ithstanding the fact that F Deand first yield. In the case of an animal
to capitalize such costs when the purchase occufmated that the plants would become productiv i i
In accordance with paragraph (b)(2)()®)6f this  after 4 years. that will have more than one yield, the
section, Farmer B must continue to capitalize costs Example 6.()) Farmer E, a taxpayer that quali costs |ncur'red aft'er the beg!nmng of the
It<0 thglplants until thﬁ plants begin to produce 'n]mafies for the exception in paragraph (a)(2) of this seqpreproductive period of the first yield but
etable quantities.Thus, Farmer B must capitalize tion grows plants that are not grown in commerciaf ; ;
: , efore the end of the preproductive period
the preproductive period costs of the plants for-a pguantities in the United StatesThe plants do not ) prep P
riod of 2 years and 6 months (the 7 months thgaye more than 1 crop or yieldt the time the of the _ammal must b_e allocated between
p'%nti are tﬁndeﬁd b);\ Colrporatlon ||3 anc(ij t[?e;:l Ye@lants are planted Farmer E reasonably estimatélae animal and the yield on a reasonable
and 1L months after the plants are planted by Farmepat the plants will have a preproductive period of ; iati
. . . is.An reciation allowan n th
B). notwithstanding the fact that the plants, in-genyear and 10 monthglhe actual plants grown by :bas s. Any depreciation allo ance o the
eral, have a nationwide weighted average prepr@armer E are not ready for harvesting and disposgl.mmal may be alllocated entirely to the
ductive period of 2 years and 5 months. until 2 years and 2 months after the seeds are plantgield. The allocation method used by a
Example 3.(i) Assume the same facts asik by Farmer E. taxpayer is a method of accounting that
ample 2except that Farmer B acquires the plants by” (i) Because Farmer E'estimate of the prepro pay : . 9
purchasing them from Corporation B when thejuctive period (which was 2 years or less) was redNUSt be used consistently and is subject to
Sll:r?ttsdif;érmg?glipﬂg ;faii;niﬁgnthe plants akpnable at the time made based on the facts, Farnibre rules of section 446 and the regula
neal : E will not be required to capitalize the preproductiveg;
(ii) Since the plants are deemed to have a preprgeriod costs of the plants notwithstanding the fagtlonS thereunder
ductive period in excess of 2 years, Farmer BS rnat the actual preproductive period of the plants ex (c) Inventoy methods—(1) In gen
?huérelcg :]ciscag(tjnel|zi1 rt;wergre;]p;rf(lg)tz%ﬂ;en ge([;;)(g%?g Qfged_ed 2 years. See paragraph (b)(2)(i)(B) of thisral. Except as otherwise provided, the
p : paragrap Qection. HoweverFarmer E must take the actualgstg required to be allocated to any plant

this section. In accordance with paragrapiyreproductive period of the plants into consideratior i : ;
(b)(2)()(C)() of this section, Farmer B must beginyhen making future estimates of the preproductiv®l @nimal under this section may be deter

to capitalize such costs when the plants are plantegeriod of such plants. mined using reasonable inventory valua
In accordance with paragraph (b)(2)()(®)6f this Example 7. Farmer Ea calendar year taxpayer ; thod h the f ;
section, Farmer B must continue to capitalize cosat does not qualify for the exception in paragrapHon methods such as the farm-price
to the plants until the plants begin to produce in-maya)(2) of this section, grows trees that will have moréN€thod or the unit-livestock-price
i e T, e b e e S e dmeod, S S1471-6. Under th unt
rod of 1 year andImonths, e laei I semvice it the mearing of secusljvestock-price method, unit prices must
_ Example 4.(i) Farmer C, a taxpayer that quali 168 Under paragraph (b)(2)(i)(C)(®@)(of this see Include all costs required to be capitalized
‘;:gi fgrrgules%Tgﬁgl%r;{nwﬂfrh?vrgm(rae)ﬁ;ﬁ%ﬂﬁﬁﬁio”’ the trees become productive in marketablgnder section 263AA taxpayer using the
or yield. The plants are grown in commerecial quanE:ﬁggtfssgn"gﬁﬁsgrb;' an?.gqserr?: g;egiot?;%trlzeoymt‘l|VeSt0Ck'p”Ce method may elect to
tities in the United States. Farmer C acquires ,thl%ber 1, 2003, are capitalized to the trees. Prepr&iS€ the cost allocation methods in
plants from an unrelated party and plants them imy,ctive period costs incurred after October 1, 200%1.263A-1(f) or 1.263A-2(b) to allocate
mediately The nationwide weighted average pre 4q capitalized to a crop when incurred during th direct and indirect ts to th t
productive period of the plant is 2 years and 3eproductive period of the crop and expensed whinS Irect and indirect costs to the property
months. The particular plants grown by Farmer Cinc\rred between the disposal of one crop and tHeroduced in the business of farming. In
begin to produce in marketable quantities 1 year arighpearance of the next cropSeeparagraphs such a situation, section 471 costs are the

10 months after they are planted by Farmer C. ; ; ; 3
(i) Since the plants are deemed to have a natio bl)s(zs)égt(lﬁ% BN and B)2DCIB OF - ¢sts taken into account by the taxpayer

wide weighted average pr_eprodu_ctive periqd i_Fl ex under the unit-”vestock-price method
gf;;rggiggfersbgﬁgﬂegocst': L‘efqtlﬁ:geglg’nfsapgglt'ﬁﬁhe (i) Animal. An animals actual pre using the taxpayés standard unit price as

standing the fact that the particular plants grown bproductive period is used to determine theodified by this paragraph (c)(1)The
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term additional section 263A0sts in  respect to the cattle. Instead, Farer fails to use the alternative depreciation
cludes all additional costs required to baccounting for the cattle is determinedystem under section 168(g)(2) for applic
capitalized under section 263Aax shel under other provisions of the Code andble property placed in service has not
ters, as defined in paragraph (a)(2)(ii) ofegulations. made an election under this paragraph (d)
this section, that use the unit-livestock- (d) Election not to have section 263Aand is not in compliance with the previ
price method for inventories must includeapply—(1) Introduction. This paragraph sions of section 263A. In the case of a
in inventory the annual standard unit pricéd) permits certain taxpayers to make apartnership or S corporation, the election
for all animals that are acquired duringelection not to have the rules of this seanust be made by the partnshareholder
the taxable yearegardless of whether thetion apply to any plant produced in aor member
purchases are made during the lastfarming business conducted by the elect (4) Special ules. If the election under
months of the taxable yeafaxpayers re ing taxpayer The election is a method ofthis paragraph (d) is made, the taxpayer is
quired by section 447 or 448(a)(3) to usaccounting under section 446, and oncsubject to the special rules in this para
an accrual method that use the unitdivean election is made, it is revocable onlgraph (d)(4).
stock-price method must modify the-anwith the consent of the Commissioner (i) Section 1245 &atment. The plant
nual standard price in order to reasonably (2) Availability of the election. The produced by the taxpayer is treated as sec
reflect the particular period in the taxableslection described in this paragraph (d) ison 1245 property and any gain resulting
year in which purchases of livestock aravailable to any taxpayer that producefom any disposition of the plant is reeap
made, if such modification is necessary iplants in a farming business, except thatrred (i.e., treated as ordinary income) to
order to avoid significant distortions irrin no election may be made by a corporahe extent of the total amount of the-de
come that would otherwise occur throughion, partnership, or tax shelter required tductions that, but for the election, would
operation of the unit livestock method. use the accrual method under section 44iave been required to be capitalized with
(2) Available for poperty used in a or 448(a)(3). Moreovethe election does respect to the plant. In calculating the
trade or businessThe farm price method not apply to the costs of planting, culivaamount of gain that is recaptured under
or the unit livestock method may be usetion, maintenance, or development of #his paragraph (d)(4)(i), a taxpayer may
by any taxpayer to allocate costs to angitrus or almond grove (or any partuse the farm price method or another-sim
plant or animal under this section, regardhereof) incurred prior to the close of theplified method permitted under these+eg
less of whether the plant or animal is helfourth taxable year beginning with theulations in determining the deductions
or treated as inventory property by théaxable year in which the trees weré¢hat otherwise would have been capital
taxpayer Thus, for example, a taxpayerplanted in the permanent grove (includingzed with respect to the plant.
may use the unit livestock method te accosts incurred prior to the permanent (i) Requied use of alternative depr
count for the costs of raising livestockplanting). If a citrus or almond grove isciation system.If the taxpayer or a re
that will be used in the trade or businesglanted in more than one taxable yehe lated person makes an election under this
of farming (e.g., a breeding animal or gortion of the grove planted in any ongaragraph (d), the alternative depreciation
dairy cow) even though the property inaxable year is treated as a separate grosgestem (as defined in section 168(g)(2))
guestion is not inventory property for purposes of determining the year omust be applied to all property used-pre
(3) Exclusion of popetty to which sec planting. dominantly in any farming business of the
tion 263Adoes not apply Notwithstand (3) Time and manner of making thetaxpayer or related person and placed in
ing a taxpayes use of the farm price election. A taxpayer makes the electionservice in any taxable year during which
method with respect to farm property taunder this paragraph (d) by not capitalizthe election is in é&ct. The requirement
which the provisions of section 263Aing the preproductive period costs of proto use the alternative depreciation system
apply, that taxpayer is not required, solelyducing property in a farming business andy reason of an election under this para
by such use, to use the farm price methday applying the special rules in paragrapgraph (d) will not prevent a taxpayer from
with respect to farm property to which thgd)(4) of this section, on its timely filed making an election under section 179 to
provisions of section 26340 not apply original return (including extensions) fordeduct certain depreciable business as
Thus, for example, assume Farnfer the first taxable year in which the tax sets.
raises fruit trees that have a preproductiveayer is otherwise required to capitalize (ii) Related persoa-(A) In general.
period in excess of 2 years and to whicpreproductive period costs under sectioRor purposes of this paragraph (d)(4), re
the provisions of section 263A, therefore263A. Thus, in order to be treated as havated person means —
apply Assume also that FarmArraises ing made the election under this para (1) The taxpayer and members of the
cattle and is not required to use an accrugftaph (d), it is necessary to report both irtaxpayets family;
method by section 447 or 448(a)(3). -Become and expenses in accordance with (2) Any corporation (including an S
cause Farmek qualifies for the exception the rules of this paragraph (d) (e.g., it isorporation) if 50 percent or more of the
in paragraph (a)(2) of this section, Farmemecessary to use the alternative deprecistock (in value) is owned directly or indi
A is not required to capitalize the costs dfion system as provided in paragraphectly (through the application of section
raising the cattle.Although FarmeA (d)(4)(ii) of this section).Thus, for exam 318) by the taxpayer or members of the
may use the farm price method with reple, a farmer who deducts preproductiveaxpayers family;
spect to the fruit trees, Farm&iis not re  period costs that are otherwise required to (3) A corporation and any other corpo
quired to use the farm price method witlbe capitalized under section 2624t ration that is a member of the same-con
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trolled group (within the meaning of sec were lost or damaged while owned by the Example 1()) FarmerT grows cherry trees that

; . ; ave a preproductive period in excess of 2 years and
tion 1563(a)(1)); and taxpayer by reason of freezing temper roduce an annual cropThese cherries are nor

(4) Any partnership if 50 percent ortures, disease, drought, pests, or other Gaally eaten by humans. FarniBgrows the trees
more (in value) of the interests in suchualty (replanting costs). Such replantingn a 100 acre parcel of land (parcel 1) and the

. . P . . roves of trees cover the entire acreage of parcel 1.
partnership is owned directly or indirectlycosts may be incurred with respect t@, =1 oo es aore parcel of land (parcel

by the taxpayer or members of the -taxproperty other than the property on which) that Farmefr holds for future use. Both parcels
payets family. the damage or loss occurred to the extefie in the United States. In 1998, the trees and the

: . irrigation and drainage systems that service the trees
(B) Members of family For purposes the acreage of the property with respect e destroyed in a casualty (within the meaning of

of this paragraph (d)(4)(iii),members of which the replanting costs are incurred igaragraph (e)(1) of this section). Farrieinstalls
the taxpaye's family and members of not in excess of the acreage of the propew irrigation and drainage systems on parcel 1,

, . : : h t diings), and plants th
family (for purposes of applying sectionerty on which the damage or 105S-0Chuqdings on parcel 1o o oo oo and plants the

318(a)(1)), means the spouse of the taxurred. This paragraph () applies only to (i) The costs of the irrigation and drainage-sys
payer (other than a spouse who is legalife replanting of plants of the same typims and the seedlings must be capitalized under

P . section 263A. In accordance with paragraph (e)(1
separated from the individual under a deas those lost or damagedhis paragraph of this section, the costs of planting,pculgvagngs ()jEe)

cree of divorce or separate maintenanceg) applies to plants replanted on the propeloping, and maintaining the seedlings during their

and any of the taxpaye children (in  erty on which the damage or loss occurregjeproductive period are not required to be capital
H H 1ze y section .

cluding legally adopted children) whoor property of the same or lesser acreage example 2.() Assume the same facts asEi

have not reached the age of 18 as of thg the United States irrespective offdif ample lexcept that FarmeF decides to replant the

last day of the taxable year in question. ences in density between the lost or danfeedings on parcel 2 rather than on parceht:
. _cordingly FarmerT installs the new irrigation an
(5) Examples. The following exam aged and replanted plants. Plants bearigghinage systems on 100 acres of parcel 2 and plants

graph (d): crops normally eaten or drunk by human (i) The costs of the irrigation and drainage-sys
. X %éms and the seedlings must be capitalized under

Example 1. (i) FarmerA, an individual, is en Thus, for example, costs incurred with resection 263A. Because the acreage of the related
gaged in the trade or business of farming. Fasner spect to replanting plants bearing jojobahortijon tof p%rcel ﬁ dc(j)es not e>|<c1eetg the e:crefagle (1f
grows apple trees that have a preproductive peri ; : e destroyed orchard on parcel 1, the costs of-plan
greater than 2 years. In addition, Farmegrows %iear?s dO. not ,qua“fy for the exceptlorﬁng, cultivating, developing, and maintaining the
and harvests wheat and other grains. Farmer Provided in this paragraph (e) becausesediings during their preproductive period are not
elects under this paragraph (d) not to have the rul¢hat crop is not normally eaten or drunkequired to be capitalized by section 263A. See
of section 263Aapply to the preproductive period by humans paragraph (e)(l_) of this section.
costs of growing the apple trees. : . . Example 3.(i) Assume the same facts asBr

(i) In accordance with paragraph (d)(4) of this (2) Ownership. Replanting costs de ample lexcept that FarméF replants the seedlings
section, FarmeA is required to use the alternativescribed in paragraph (e)(1) of this sectioﬁrt\_ paﬂllle|d? rg&hertthan on F:ja'ftce| 1, ar;gi Faﬁt;mnt
depreciation system described in section 168 . itionally decides to expand its operations by grow
witFPJ\ respect tc))/ all property used predominant(lg/)gﬁenera”y must be incurred by the {‘f"xing 125 rather than 100 acres of treéscordingly
any farming business in which Farmérengages Payer that owned the property at the timearmerT installs new irrigation and drainage sys
(including the growing and harvesting of wheat) ifthe plants were lost or damaged. Pardms on 125 acres of parcel 2 and plants seedlings

such property is placed in service during a year fo . . . on those 125 acres.
which the election is in &fct. Thus, for example, éraph (e)(1) of this section will apply (i) The costs of the irrigation and drainage-sys

all assets and equipment (including trees and afjowevey to costs incurred by a persornems and the seedlings must be capitalized under
equipment used (0 grow and harvest wheat) placesther than the taxpayer that owned thgection 263%7“9. costs of fé%”ting' C“f'tti‘éa“tngvdz
in service during a year for which the election is in . . veloping, and maintaining acres of the trees dur
effect must be %ep¥eciated as provided in sectioRlants at the time of damage or loss if— ing their preproductive period are not required to be
168(g)(2). (i) The taxpayer that owned the plantsapitalized by section 263AThe costs of planting,
Example 2 Assume the same facts agixample gt the time the damage or loss occurregyltivating, maintaining, and developing the addi
1, except that FarmeXx and members of Farméts . 1onal 25 acres are, howeyeubject to capitaliza
family (as defined in paragraph (d)(4)(iii)(B) of this OWNS @n equity interest of more than Skon. see paragraph (e)(1) of this section.

section) also own 51 percent (in value) of the intefpercent in such plants at all times during . .
ests in Partnership Rhich is engaged in the tradethe taxable year in which the replanting (4) Special ule for citrus and almond

or business of growing and harvesting corn. -Part : . ; [N
nership As a re?ated p%rson to Farrme?under the costs are pa|d or incurred; and groves—(|) In general' The exception in

provisions of paragraph (d)(4)(iii) of this section. (i) Such other person owns any porthiS paragraph (e) is available with respect

Thus, the requirements to use the alternative deprgon of the remaining equity interest ando a citrus or almond grove, notwithstand

ciation system under section 168(g)(2) also apply to . .. . . ;
any propyerty used predominantly(?rz(a)trade o?—%ﬁsmate”a”y participates in the replanting!n9 the taxpayes election not to have

ness of farming which PartnershippRices in ser cultivating, maintaining, or developing ofsection 263'%_1pp|y (_described in para
vice during a year for which an election made by ,ch plants during the taxable year igraph (d) of this section).
FarmerA s in efect. : ; 4 orin (i) Example. The following example
which the replanting costs are paid or in ple. The g p

(e) Exception for cemin costs esult curred A person will be treated as materi illustrates the provisions of this paragraph
ing from casualty losses(1) In general. ally participating for purposes of this pro (€)(4):
Section 263Adoes not require the capital vision if such person would otherwise Example. (i) FarmerA, an individual, is en
ization of costs that are attributable to theneet the requirements with respect toe maaged intthe irade ?r: l:ur?iness of farm:jng-t_ Farner §

. . . . .. . P . P . grows citrus trees that have a preproauctive perio

replantmg, cultivating, mamta!mng, and_terla_l participation within the meaning ofof5 years. Farmek elects, under paragraph (d) of
developing of any plants bearing an-edisection 2032A(e)(6). this section, not to have section 26apply to the
ble crop for human consumption (includ (3) Examples. The following exam Preprodl{lctlt\’lle pf?réod costsThis ﬁlectlon, thWEjVer
ing, but not limited to, plants that consti ples illustrate the provisions of this paras.\ 2vatable with respect to the preproductive pe

> riod costs of a citrus grove incurred within the first 4
tute a grove, orchard, or vineyard) thagraph (e): years after the trees were planted. See paragraph
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(d)(2) of this sectionAfter the citrus grove has be payer is otherwise using the cash or an amg holds that the amount of a partiser
come productive in marketable quantities, the Cittug | method of accountinghus, for ex  limited deficit restoration obligation is the
grove is destroyed by a casualty within the meaning L
of paragraph (e)(1) of this section. ample, the unit livestock method may bamount of money that the partner would
(i) FarmerA must capitalize the preproductive utilized by a taxpayer in accounting undebe required to contribute to the partner
period costs incurred before the close of the fourt ; Qi ; ; ; in liahilit ;
taxable year beginning with the year in which theEectlon 263Aor the costs of raising ani ship to sat_|sfy partnership liabilities if all
trees were permanently planteds a result of the Mals .that will be used for draft, breedingpartnership property were sold for the
election not to have section 26&#ply to prepre  or dairy purposes. amount of the partnershgpbook basis in

ductive period costs, FarmArmay deduct the pre * % * ; i i
productive period costs incurred in the fifth year (d If this method of valuation is the property

The costs of replanting, cultivating, maintaining, and/S€d, it generally must be applied to all
developing the trees destroyed by a casualty are ggroperty produced by the taxpayer in thRev. Rul. 97-38

empted from capitalization under this paragraph (€)trade or business of farming, except as {&SUE

livestock accounted fpmat the taxpayés

election, under the unit livestock method If @ partner is treated as having a4im
of accounting. Howeversee §1.263A— ited deficit restoration obligation under
4T(c)(3) for an exception to this rule. * * * 8 1.704-1(b)(2)(ii)) of the IncomeTax
Regulations by reason of the partsdia-
bility to the partnershig’ creditors, how is
(f) * * * Except as otherwise provided the amount of that obligation calculated?

tion is generally dective for taxable innitthis;i paragr]]rjlpr, Oirf]icet??ablifhidat&?ﬁCTS
years beginning afteAugust 22, 1997. unit prices and classifications selecte

However taxpayers in compliance with (€ taxpayer must be consistently applied | year 1,GP andLP, general partner
§1.263A—4Tin effect prior toAugust 22, in all SUbsequen.t ta_xable years. FOFtaxng jimited partnereach contribute $180
1997 (See 26 CFR part 1 edition revise ble years beginning aftéugust 22, 1 form jimited partnershipPRS In gen
as of April 1, 1997.), and other adminis 122/ @ taxpayer using the unit livestock o Gp andLP shareL PRSs income and
trative guidance, that continue to compl>5nethOd must, howeveannually reevaki 1,55 50 percent each. HowevePRSal
with §1.263A—4Tin effect prior toAugust ate the unit livestock prices and_must a5cates toGP all depreciation deductions
22, 1997 (See 26 CFR part 1 edition réUSt the prices “P"Yafd -to reflect INCreasezng gain from the sale of depreciable as
vised as ofApril 1, 1997.), and other ad In the costs of raising livestockhe con ets up to the amount of those deductions.

ministrative guidance, will not be re sent of the Commissioner is not require PRSmaintains capital accounts accord

quired to apply these new temporary rulets0 make such upward adjustments. N%g to the rules set forth in § 1.704— %(b)
2)(iv), and the partners agree to liquidate

other changes in the classification of-ani
ccording to positive capital account-bal

until final reg_ulaﬂons are published in '[hemals o unit prices shall be made withou
Federal Register

ances under the rules of§ 1.704-1(b)(2)
{ii)(b)(Z).

the consent of the CommissioneBee
§1.471-6 [Amended] 81.263A—-4Tfor rules regarding the com
Under applicable state la@P is liable
to creditors for all partnership recourse li

(f) Effective date and transitiorule.
In the case of property that is not inven
tory in the hands of the taxpayémis see
tion is generally déctive for costs in
curred on or afteAugust 22, 1997, in I S S
taxable years ending after such date. In
the case of inventory propertthis see

putation of costs for purposes of the uni
Par 7. Section 1.471-6 is amended as/estock method.

f0||10_W:ading two sentences to the end of FooRF XX abilities, butLP has no personal liability
paragraph (c). Michael P Dolan, GP _ar_1d LP do no_t agree_to u_nconditional
2. Removing the second sentence in Acting Commissioner of def.ICIt r_estoratlon obllgat|9ns as.de
paragraph (d) and adding two sentences in Internal Revenue Scribed in & 1.704-1(b)(2)(ipd(3) (in
its place. general, a deficit restoration obligation re
3. Revising the last three sentences 4yoproved July 28, 1997. quires a partner to restore any deficit-cap
paragraph (f). Donald C. Lubick, it_al account balance foII_owing the_liquida
The additions and revision read as fol ActingAssistant Seetary of 110N Of the partne's interest in the
lows: the Feasuy. paanershp),GP is obligated to restore a
deficit capital account only to the extent
§1.471-6 Inventories of livestock raisers (Filed by the Ofice of the Federal Register @u- necessary to pay creditor§hus, ifLPRS
and other farmers. e Fobon egeer a1 155 e "> ere o liquicate after paying all reditors
. % e w 44542) andLP had a positive capital account bal
ance,GP would not be required to restore
(c) * * * In addition, these inventory ] , GP's deficit capital account to permit a
methods may be used to account for thaéction 704.—Partner’s liquidating distribution toLP. In addi
costs of property produced in a farmindistributive Share tion, GP and LP agree to a qualified in
business that are required to be capitads crRr 1.704-1: Determination of paer's dis come ofset, thus satisfying the require
ized under section 263fegardless of tributive shae. ments of the alternate test for economic
whether the property being produced i§\s0 8 752 1.752-2,) effect of § 1.704-1(b)(2)(ii}). GP and

otherwise treated as inventory by the-tax Calculation of a partner’s limited LP also agree that no allocation will be
payer and regardless of whether the-taxdeficit restoration obligation. This rub made that causes or increases a deficit
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balance in any partnarcapital account in economic efiect provided in § 1.704— the partnershig assets is conclusively
excess of the partnar obligation to re 1(b)(2)(ii)(d). LPRSs partnership agree presumed to equal the book basis of those
store the deficit. ment complies with the alternate test foassets under the capital account mainte
LPRSpurchases depreciable propertgconomic gect. nance rules of § 1.704-1(b)(2)(iv)See

for $1,00x from an unrelated sellepay The alternate test for economidesft § 1.704-1(b)(2)(ii)(d)(value equals basis
ing $20& in cash and borrowing therequires the partners to agree to a quapresumption applies for purposes of de
$800k balance from an unrelated bank thdied income ofset in lieu of an uncondi termining expected allocations and distri
is not the seller of the propertffhe note tional deficit restoration obligation. If thebutions under the alternate test for eco
is recourse t&.PRS The principal of the partners so agree, allocations will havaomic efect); § 1.704-1(b)(2)(iii)(value
loan is due in 6 years; interest is payableconomic dect to the extent that they doequals basis presumption applies for-pur
semi-annually at the applicable federanot create a deficit capital account for anposes of the substantiality test); § 1.704—
rate. GP bears the entire economic risk ofartner (in excess of any limited deficitL(b)(3)(iii) (value equals basis presump
loss for LPRSs recourse liabilityand restoration obligation of that partner) asion applies for purposes of the partser
GP's basis inLPRS(outside basis) is in Of the end of the partnership taxable yeanterest in the partnership test); § 1.704—

creased by $800 See§ 1.752-2. to which the allocation relates. Sectior2(d) (value equals basis presumption ap
In each of years 1 through 5, the propl-704-1(b)(2)(i)€)(3) (flush language). plies in computing partnership minimum
erty generates $28@f depreciation.All A partner is treated as having a limitegjain).

other partnership deductions and losséificit restoration obligation to the extent The LPRSagreement allocates all -de
exactly equal income, so that in each d?f: (1) the outstanding principal balancepreciation deductions and gain on the sale
years 1 through EPRShas a net loss of Of any promissory note contributed to thef depreciable property to the extent of

$200x. partnership by the partneand (2) the those deductions t6P. BecauséPRSs
amount of any unconditional obligation ofpartnership agreement satisfies the alter
LAW AND ANALYSIS the partner (whether imposed by the parhate test for economic fett, the alloca

nership agreement or by state or locdlons of depreciation deductions @P

Under § 704(b) of th? Internal Revenu?aw) to make subsequent contributions twill have economic ééct to the extent
Code anc_j the feg‘ﬂ'a“f’”s_ thereunc@r the partnership. Section 1.704-1(bj(2)that they do not create a deficit capital ac
partnerships allocations of income, gain, jjy ) count forGP in excess 0GP's obligation
loss, dedL{ctlon, or credit set forth in the. LP has no obligation under the partherto restore the deficit balancét the end
partnership agreement are respected df,i, ogreement or state or local law tof year 1, the basis of the depreciable
they have substantial economideef. If aye additional contributions to the partproperty has been reduced to $800f
allocations under the partnership agreg,qship and, therefore, has no deficitPRSliquidated at the beginning of year
ment would not have substantial €cOregioration obligation. Under applicable, selling its depreciable property for its
nomic efect, the partnershig'allocations  gtate |aw GP may have to make addi basis of $808, the proceeds would be
are determined according to the partnergona| contributions to the partnership taised to repay the $88@rincipal on
interests in the partnershipthe funda pay creditors. HoweveGP's obligation LPRSs recourse liability All of LPRSs
mental principles for establishing ecognly arises to the extent that the amountreditors would be satisfied ar@P
nomic efect require an allocation to beof | PRSs liabilities exceeds the value ofwould have no obligation to contribute to
consistent with the partnerahderlying | prss assets available to satisfy the liapay them. Thus, at the end of year GP
economic arrangementA partner alle pjjities. Thus, the amount @P’s limited has no obligation to restore a deficit in its
cated a share of income should enjoy anyeficit restoration obligation each year isapital account.
corresponding economic benefit, and aqual to the difierence between the BecauseGP has no obligation to re
partner allocated a share of losses or dgmount of the partnershiprecourse lia store a deficit balance in its capital-ac
ductions should bear any correspondingilities at the end of the year and the valueount at the end of year 1, an allocation
economic burden.See§ 1.704-1(b) of the partnershig’assets available to satthat reducessP's capital account below
(2)(i)(a). isfy the liabilities at the end of the year $0 is not permitted under the partnership

To come within the safe harbor for-es  To ensure consistency with the otheagreement and would not satisfy the alter
tablishing economic &ct in § 1.704— requirements of the regulations undenate test for economicfett. An alloca
1(b)(2)(ii), partners must agree to maing 704(b), where a partrisrobligation to tion of $20& of depreciation deductions
tain capital accounts under the rules ahake additional contributions to the partto GP would reduceGP's capital account
§ 1.704-1(b)(2)(iv), liquidate according tonership is dependent on the value of thi negative $100 Because the allocation
positive capital account balances, angartnership assets, the partiigerdeficit would result in a deficit capital account
agree to an unconditional deficit restorarestoration obligation must be computedalance in excess &P's obligation to re
tion obligation for any partner with aby reference to the rules for determiningtore, the allocation is not permitted under
deficit in that partnés capital account, asthe value of partnership property conthe partnership agreement, and would not
described in § 1.704-1(b)(2)(iB((3). tained in the regulations under § 704(b)atisfy the safe harbor under the alternate
Alternatively, the partnership may satisfyConsequentlyin computingGP's limited test for economic &fct. Therefore, the
the requirements of the alternate test fateficit restoration obligation, the value ofdeductions for year 1 must be allocated
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$10« each toGP andLP (which is in ae  of Assistant Chief Counsel (PassthroughRevenue Code requires taxpayers to re
cordance with their interests in the partand Special Industries). For further inforcharacterize as ordinary income some or
nership). mation regarding this revenue ruling, eonall of the gain on the disposition of certain
The allocation of depreciation of $200 tact Robert Honigman on (202) 622-3050ypes of business propertieshe amount
to GP in year 2 has economicfett. Al- (not a toll-free call). recharacterized as ordinary income-(de
though the allocation reduc€s#'s capital preciation recapture) is the lesser of (1)
account to negative $280while LP’s . . the gain realized on the disposition, or (2)
capital account remains $0, the aIIocatio§ectlon 1245.—Gain From the total deductions allowed or allowable

to GP does not create a deficit capital acDisPOSiFions of Certain for depreciation or amortization from the
count in excess oBP's limited deficit Depreciable Property property

restoration_ ob_Iigation. IIf.PRSquuidated 26 CER 1.1245-1: Generallle for teatment . On December 12, 1996, the IRS pub
at the beginning of year 3, selling the deof gain fom dispositions of cein depeciable lished in theFederal Register(61 FR.
preciable property for its basis of $6Q0 propety. 65371) a notice of proposed rulemaking

the proceeds would be applied toward th.rIeD 8730 (REG-209762-95) to provide guidance
$800k LPRSliability. Becausé&sPis ob - on partnership allocations of depreciation
ligated to restore a deficit capital accounhyEpARTMENT OF THE TREASURY recapture.Although a public hearing was
to the extent necessary to pay creditor : scheduled for March 27, 1997, the IRS
GP would be required to contribute $200 fénéegll:?‘l E::te ;.lue Service cancelled the hearing because it received
to LPRSto satisfy the outstanding liabil no requests to speak.

ity. Thus, at the end of year @P has a pJlocations of Depreciation
deficit restoration obligation of $280 Recapture Among Partners in a
and the allocation of depreciation GP Partnership I. General Backgsund

does not reduc&P’'s capital account . , ,
below its obligation to restore a defictAGENCY: Internal Revenue Service The_regulatlons prowde guidance on
allocating depreciation recapture among

Explanation of Povisions

capital account. (IRS), Treasury . . -
This analysis also applies to the alloca par_tners, including pleprematlon recapture
tion of $20& of depreciation taGP in ACTION: Final regulations. attributable to contributed property

years 3 through 5At the beginning of year The regulations .provide that a partiser
6, when the property is fully depreciatedSUMMARY: This document contains share of depreciation recapture is equal to

the $80@ principal amount of the partner final regulations relating to the allocatiorthe lesser of (1) the partneshare of total
ship liability is due. The partnerstapital Of depreciation recapture among partne@@in arising from the disposition of the
accounts at the beginning of year 6 W|||n a partnership.The final regulations property (galn Ilmltatloln).or (2) the part
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