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Honorable Ron Wyden
United States Senate
SD-221

Washington, D.C. 20510

Dear Senator Wyden:

This letter is in response to your request for a technical explanation of your discussion
draft (MCG16203) to modify rules relating to cost recovery, the “Cost Recovery Reform and
Simplification Act of 2016.” The enclosed document, prepared by the staff of the Joint

Committee on Taxation, provides such technical explanation.

I hope this information is helpful to you. If we can be of further assistance in this matter,
please let me know. '

Thomas A. Barthold
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DESCRIPTION OF THE COST RECOVERY REFORM
AND SIMPLIFICATION ACT OF 2016!

I. PRESENT LAW
A. Cost Recovery

Overview

For Federal income tax purposes, a taxpayer is allowed to recover through annual
depreciation deductions the cost of certain property used in a trade or business or for the
production of income.? Under the modified accelerated cost recovery system (“MACRS”),
adopted in 1986, the amount of the depreciation deduction allowed with respect to tangible
property for a taxable year is determined for different types of property based on an assigned
applicable depreciation method, recovery period, and convention.?

Recovery periods and depreciation methods

The applicable recovery period for an asset is determined in part by statute and in part by
historic Treasury guidance.® The “type of property” of an asset is used to determine the “class
life” of the asset, which in turn dictates the applicable recovery period for the asset.

The MACRS recovery periods applicable to most tangible personal property range from
three to 20 years. The depreciation methods gencrally applicable to tangible personal property
are the 200-percent and 150-percent declining balance methods,” switching to the straight line

! This document provides a description of the Cost Recovery Reform and Simplification Act of 2016, a
discussion draft prepared by Senate Committee on Finance Ranking Member’s staff to modify rules relating to cost
recovery, released April 25, 2016 (the “discussion draft”).

2 Sec. 167(a). However, where property is not used exclusively in a taxpayer’s business, the amount
cligible for a deduction must be reduced by the amount related to personal use. See, e.g., section 280A.

3 The Tax Reform Act of 1986, Pub. L. No. 99-514, sec. 201 (1986).

4 Exercising authority granted by Congress, the Secretary issued Rev. Proc. 87-56 (1987-2 C.B. 674),
laying out the framework of recovery periods for enumerated classes of assets. The Secretary clarified and modified
the list of asset classes in Rev. Proc. 88-22 (1988-1 C.B. 785). In November 1988, Congress revoked the
Secretary’s authority to modify the class lives of depreciable property. Rev. Proc. 87-56, as modified, remains in
effect except to the extent that the Congress has, since 1988, statutorily modified the recovery period for certain
depreciable assets, effectively superseding any administrative guidance with regard to such property.

5 Under the declining balance method the depreciation rate is determined by dividing the appropriate
percentage (here 150 or 200) by the appropriate recovery period. This leads to accelerated depreciation when the
declining balance percentage is greater than 100. The table below illustrates depreciation for an asset with a cost of






Depreciation of an asset begins when the asset is deemed to be placed in service under
the applicable convention.® Under MACRS, nonresidential real property, residential rental
property, and any railroad grading or tunnel bore generally are subject to the mid-month
convention, which treats all property placed in service during any month (or disposed of during
any month) as placed in service (or disposed of) on the mid-point of such month.” All other
property generally is subject to the half-year convention, which treats all property placed in
service during any taxable year (or disposed of during any taxable year) as placed in service (or
disposed of) on the mid-point of such taxable year to reflect the assumption that assets are placed
in service ratably throughout the year.> However, if substantial property is placed in service
during the last three months of a taxable year, a special rule requires use of the mid-quarter
convention,’ designed to prevent the recognition of disproportionately large amounts of first-year
depreciation under the half-year convention.

Alternadive depreciation svstem

The alternative depreciation system (“ADS”) is required to be used for property used
predominantly outside the United States, tax-exempt bond financed property, and certain tax-
exempt use property.!? An election to use ADS is available to taxpayers for any class of property
for any taxable year.!'" Under ADS, all property is depreciated using the straight line method
over recovery periods which generally are equal to the class life of the property, with certain
exceptions.'?

Business property on an Indian reservation

With respect to certain property used in connection with the conduct of a trade or
business within an Indian reservation, depreciation deductions under section 168(j) are
determined using accelerated recovery periods (detailed in Table 2).

¢ Treas. Reg. sec. 1.167(a)-10(b).
7 Sec. 168(d)(2) and (d)(4)(B).
8 Sec. 168(d)(1) and (d)(4)(A).

’ The mid-quarter convention treats all property placed in service (or disposed of) during any quarter as
placed in service (or disposed of) on the mid-point of such quarter. Sec. 168(d)(3) and (d)(4)(C).

1% Sec. 168(g).
' Sec. 168(g)(7).

2 Sec, 168(g)(2).






and (2) recognized by such Secretary as an area eligible for trust land status under 25 C.F.R. Part
151 (as in effect on August 5, 1997).'°

The depreciation deduction allowed for regular tax purposes is also allowed for purposes
of the alternative minimum tax.2’ The accelerated depreciation for qualified Indian reservation
property is available with respect to property placed in service on or before December 31,
2016.2" A taxpayer may annually make an irrevocable election out of section 168(j) on a class-
by-class basis for qualificd Indian reservation property placed in service in taxable years
beginning after December 31, 2013.

Limitation on depreciation of personal use passenger automobiles

Section 280F(a) limits the annual cost recovery deduction with respect to certain
passenger automobiles. This limitation is commonly referred to as the “luxury automobile
depreciation limitation.” For passenger automobiles placed in service in 2016, and for which the
additional first-year depreciation deduction under section 168(k) is not claimed, the maximum
amount of allowable depreciation is $3,160 for the year in which the vehicle is placed in service,
$5,100 for the second year, $3,050 for the third year, and $1,875 for the fourth and later years in
the recovery period.”? This limitation is indexed for inflation and applies to the aggregate
deduction provided under present law for depreciation and section 179 expensing.

Basis not recovered in the recovery period of a passenger automobile is allowable as an
expense in subsequent taxable years.”® The expensed amount is limited in each such subsequent
taxable year to the amount of the limitation in the fourth year in the recovery period.

The special limitation for passenger automobiles is applied before the special
depreciation rules for listed property and before any other reduction in the amount of the
deduction allowable under section 168.

Listed property

In the case of certain listed property, special rules apply. Listed property generally is
defined as (1) any passenger automobile; (2) any other property used as a means of
transportation;?* (3) any property of a type generally used for purposes of entertainment,

9 ‘Sec. 168(j)(6).
2 Sec. 168()(3).
21 Sec. 168()(8).
22 Rev. Proc. 2016-23, Table 3, 2016-16 [.R.B. S81.

2 Sec. 280F(a)(1)(B).

** Property substantially all of the use of which is in a trade or business of providing transportation to
unrelated persons for hire is not considered other property used as a means of transportation. Sec. 280F(d)(4)(C).



recreation, or amusement; (4) any computer or peripheral equipment;?* and (5) any other
property of a type specified in Treasury regulations.?

First, if for the taxable year in which the property is placed in service, the use of the
property for trade or business purposes does not exceed 50 percent of the total use of the
property, then the depreciation deduction with respect to such property is determined under the
alternative depreciation system.?’ The alternative depreciation system generally requires the use
of the straight-line method and a recovery period equal to the class life of the property.?®
Second, if an individual owns or leases listed property that is used by the individual in
connection with the performance of services as an employee, no depreciation deduction,
expensing allowance, or deduction for lease payments is available with respect to such use unless
the use of the property is for the convenience of the employer and required as a condition of
employment.?® Both limitations apply for purposes of section 179 expensing.

For listed property, no deduction is allowed unless the taxpayer adequately substantiates
the expense and business usage of the property.® A taxpayer must substantiate the elements of
each expenditure or use of listed property, including (1) the amount (e.g., cost) of each separate
expenditure and the amount of business or investment use, based on the appropriate measure
(e.g., mileage for automobiles), and the total use of the property for the taxable period, (2) the
date of the expenditure or use, and (3) the business purposes for the expenditure or use.?' The
level of substantiation for business or investment use of listed property varies depending on the
facts and circumstances. In general, the substantiation must contain sufficient information as to
each element of every business or investment use.*

Normalization

For certain public utility property to be eligible for the more favorable depreciation
allowances available under present law (relative to the depreciation allowances used for

2 Computer or peripheral equipment used exclusively at a regular business establishment and owned or
leased by the person operating such establishment, however, is not listed property. Sec. 280F(d)(4)(B).

26 Sec. 280F(d)(4)(A).

27 Sec. 280F(b)(1). If for any taxable year after the year in which the property is placed in service the use
of the property for trade or business purposes decreases to 50 percent or less of the total use of the property, then the
amount of depreciation allowed in prior years in excess of the amount of depreciation that would have been allowed
for such prior years under the alternative depreciation system is recaptured (i.e., included in gross income) for such
taxable year.

2 Sec, 168(g).

2 Sec, 280F(d)(3).

0 Sec. 274(d)(4).

31 Temp. Reg. sec. 1.274-5T(b)(6).

32 Temp. Reg. sec. 1.274-5T(c)(2)(ii)(C).



ratemaking or financial statement purposes), the tax benefits of accelerated depreciation must be
“normalized” in setting rates charged by utilities to customers and in reflecting operating results
in regulated books of account.

The tax benefits of accelerated depreciation are considered to be normalized only if three
requirements are satisfied.>* First, the tax expense of the public utility for ratemaking purposes
must be computed using the same depreciation method that is used in determining depreciation
for ratemaking purposes and by using a useful life that is no shorter than the useful life used in
determining depreciation for ratemaking purposes (which generally results in depreciation being
determined over a relatively long useful life and using the straight line method). Second, the
difference between the actual tax expense computed using tax depreciation and the tax expense
determined for ratemaking purposes must be reflected in a deferred tax reserve. Third, in
determining the rate of return of a public utility, the public utility commission may not exclude
from the rate base an amount that exceeds the addition to the deferred tax reserve for the period
used in determining the tax expense for ratemaking purposes. In addition, any ratemaking
procedure or adjustment with respect to a utility’s tax expense, depreciation expense, or reserve
for dggerred taxes must also be consistently used with respect to the other two items and rate
base.

Any violation of these requirements results in the loss of the application of accelerated
tax depreciation for the applicable public utility property and the depreciation allowances for
such property must be determined for Federal income tax purposes under the method used for
regulatory purposes.®® Public utility property is defined as property used predominantly in the
trade or business of the furnishing or sale of: (1) electrical energy, water, or sewage disposal
services; (2) gas or steam through a local distribution system; (3) telephone services; (4) other
communications services if furnished or sold by the Communications Satellite Corporation for
purposes authorized by the Communications Satellite Act of 1962 (47 U.S.C. 701); or (5)
transportation of gas or steam by pipeline, if the rates for such furnishing or sale are established
or approved by a State or political subdivision thereof, by any agency or instrumentality of the
United States, or by a public service or public utility commission or other similar body of a State
or political subdivision thereof.?’

33 Similar rules are provided for certain public utility property placed in service prior to 1986 (the first year
that MACRS was applicable).

1 Sec. 168(i)(9)A).
3 Sec. 168(i)(9)(B).
% Sec. 168(H)(2) and ()(9)(C).

7 Sec. 168(i)(10).



B. Earnings and Profits

Earnings and profits are the measure of corporate economic income that, if distributed to
shareholders, is generally taxed to them as a dividend (rather than as a return of their corporate
stock basis or as capital gain in excess of basis).*® Although earnings and profits generally are
the same as taxable income in a current year, this is not always the case. Special rules for certain
types of corporate deductions and income require earnings and profits to be reduced or increased
over a different period than the period in which the corporation recognizes the deductions or
income for purposes of computing its income tax.>* Under section 312(k), a corporation is
generally required to compute its earnings and profits using the straight-line method of
depreciation. In the case of tangible property to which section 168 applies, the adjustment to
earnings and profits is generally determined under ADS. These rules do not apply to foreign
corporations if less than 20 percent of gross income for the taxable year is derived from sources
within the United States.

C. Like-Kind Exchanges

An exchange of property, like a sale, generally is a taxable event. However, no gain or
loss is recognized if property held for productive use in a trade or business or for investment is
exchanged for property of a “like-kind” which is to be held for productive use in a trade or
business or for investment.*® If section 1031 applies to an exchange of properties, the basis of
the property received in the exchange is equal to the basis of the property transferred, decreased
by any money received by the taxpayer, and further adjusted for any gain or loss recognized on
the exchange. In general, section 1031 does not apply to any exchange of stock in trade or other
property held primarily for sale; stocks, bonds or notes; other securities or evidences of
indebtedness or interest; interests in a partnership; certificates of trust or beneficial interests; or
choses in action.*!

D. Involuntary Conversions

Although gain or loss realized from the sale or other disposition of property must
generally be recognized, section 1033 provides an exception to this rule in the case of certain
involuntary conversions of property. Section 1033 applies if property is involuntarily or
compulsorily converted into similar property or money. Such a conversion may occur as a result

3% Corporate distributions to shareholders are generally treated as a dividend to the extent of current or
accumulated earnings and profits. Distributions in excess of that amount first reduce a shareholder’s stock basis and
thereafter are treated as capital gain with respect to the stock. Sec. 301.

¥ See, e.g., sec. 312(k) and (n).

10 Sec. 1031(a)(1).

41 Sec. 1031(a)(2).



of the property’s destruction (in whole or in part), theft, seizure, requisition or condemnation, or
a sale made under the threat of requisition or condemnation.*?

For purposes of section 1033, condemnation refers to the process by which private
property is taken for public use without the consent of the property owner but upon the award
and payment of just compensation.** Thus, for example, an order by a Federal court to a
corporation to divest itself of ownership of certain stock because of anti-trust rules is not a
condemnation (or a threat of imminence thereof), and the divestiture is not eligible for deferral
under this provision.**

If property is involuntarily converted into property that is similar or related in service or
use to the property so converted, no gain is recognized. This treatment is not elective, The
replacement property may be acquired directly or by acquiring control of a corporation
(generally, 80 percent of the stock of the corporation) that owns replacement property. If the
taxpayer receives money (for instance, insurance payments or condemnation awards) or other
dissimilar property for the involuntarily converted property, and acquires qualified replacement
property within the prescribed time period, nonrecognition of the gain is optional.** As a general
matter, the prescribed time period begins on the date of the disposition of the converted property
(or threat or imminence of a threat of condemnation begins) and ends two years after the close of
the first taxable year in which any part of the gain upon the conversion is realized.*

The taxpayer’s basis in the replacement property is the same as the taxpayer’s basis in the
converted property, decreased by the amount of any money received or loss recognized on the
conversion, and increased by the amount of any gain recognized on the conversion.*’

E. Treatment of Gains from Depreciable Property

In general

Upon disposition of most property used in a business with respect to which depreciation
or amortization deductions were taken, the treatment of the resulting gain or loss as ordinary or
capital depends on whether there is a net gain or a net loss under section 1231. If the netting of
gains and losses results in a net gain, then, subject to the depreciation recapture rules, long-term

2 Sec. 1033(a).

4 Rev. Rul. 58-11, 1958-1 C.B. 273.

“Ibid. 1f the replacement property is stock of a corporation and if the stock basis is decreased under this
rule, the aggregate basis of the corporation’s assets is likewise decreased by the same amount (but not below that
stock basis as so decreased). Sec. 1033(b)(3).

# Sec. 1033(a)(2)(A).

4 Sec, 1033(a)(2)(B).

7 Sec. 1033(b).



capital gain treatment results.*® If the netting of gains and losses results in a loss, the loss is fully
deductible against ordinary income.*’

The depreciation recapture rules require taxpayers to recognize ordinary income in an
amount equal to all or a portion of the gain realized as a result of the disposition of property.
The purpose of the rules is to limit a taxpayer’s ability to reduce ordinary income via
depreciation deductions and then receive capital gain treatment for the portion of any gain on the
disposition of the depreciated property that resulted from the taking of depreciation deductions.
There are two regimes that dictate depreciation recapture, sections 1245 and 1250.3

Section 1245 property

Depreciable personal property, whether tangible or intangible, and certain depreciable
real property (typically real property that performs specific functions in a business, but not
buildings or structural components of buildings) disposed of at a gain are known as section 1245
property.’’ When a taxpayer disposes of section 1245 property, the taxpayer must recapture the
gain on disposition of the property as ordinary income to the extent of earlier depreciation or
amortization deductions taken with respect to the asset.>? Any remaining gain recognized upon
the sale of section 1245 property is treated as section 1231 gain.

Section 1250 property

Depreciable real property, other than that included within the definition of section 1245
property, disposed of at a gain is known as section 1250 property.>> Gain on the disposition of
section 1250 property is treated as ordinary income, rather than capital gain, only to the extent of
the excess of post-1969 depreciation allowances over the depreciation that would have been
available under the straight-line method.** However, if section 1250 property is held for one
year or less, all depreciation is recaptured, regardless of whether it exceeds the depreciation that

8 Sec. 1231(a)(1).

9 Sec. 123 1(a)(2).

%0 Cost recovery deductions taken under the Accelerated Cost Recovery System (“ACRS”) (for property
placed in service after 1980 and before 1987 (before August 31, 1986, if the taxpayer so elected)) generally are
subject to recapture; however, properties are not necessarily classified as section 1245 or 1250 property in the same
manner as similar properties placed in service before or after ACRS.

31 Sec. 1245(a)(3).

32 Sec. 1245(a)(1).

3 Sec. 1250(c).

54 Sec. 1250(a)(1).

10



would have been available under the straight-line method. Special rules phase out the recapture
for certain types of property held over a specified period of time.>*

For corporations, the amount treated as ordinary income on the disposition of section
1250 property is increased by 20 percent of the additional amount that would be treated as
ordinary income if the property were subject to recapture under the rules for section 1245
property.*® For individuals, any capital gain that would be treated as ordinary income if the
property were subject to recapture under the rules for section 1245 property is taxed at a
maximum rate of 25 percent.

Additional reeapture rules

Recapture rules apply under other cost recovery provisions, including sections 179 and
197. For recapture purposes, an amortizable section 197 intangible is considered section 1245
property and is subject to section 1245 recapture rules.’’

Recapture rules also apply to certain business credits. For example, if property eligible
for an investment tax credit is disposed of, or otherwise ceases to be investment tax credit
property (e.g., casualty loss), before the close of the recapture period (five years), the tax for the
year is increased by a recapture percentage.’® Advance rehabilitation and certain energy credits
and credits related to certain energy property also are subject to recapture provisions. In
addition, in determining the amount of gain that is recaptured as ordinary income under section
1245 or section 1250, the amount of an investment credit downward basis adjustment also is
treated as a deduction allowed for depreciation.”

33 Sec. 1250(a)(1)(B). The special phase-out rule applies to residential rental property, certain types of
subsidized housing, and property for which rapid depreciation of rehabilitation expenditures was claimed under
section 167(k).

36 Sec. 291(a)(1).

57 Sec. 197(H)(7).

% Sec. 50(a).

39 Sec. 50(c)(4).

11

































Pool balances

[n general

To determine an asset pool balance as of the close of the taxable year, a taxpayer
generally must take in to account additions to and subtractions from the pool, as well as any
depreciation deduction or negative pool balance adjustment (discussed below).

First taxable year.—For the first taxable year beginning after December 31, 2016, each
asset pool balance is determined by:

(1) adding the adjusted basis of (A) any pooled property held by the taxpayer on the first
day of such taxable year assigned to such asset pool;¥? (B) any pooled property placed in service
by the taxpayer during the taxable year assigned to such asset pool; and (C) to the extent not
already included by reason of (B), any capitalizable addition or improvement made to pooled
property placed in service by the taxpayer during the taxable year assigned to such asset pool,
and

(2) subtracting (A) the amount of any reduction pursuant to a discharge of indebtedness;*
(B) except as provided in (C), the gross proceeds from the disposition or transfer during the
taxable year of any asset assigned to such pool; and (C) in the case of any pooled property
disposed of or transferred to a related person or tax shelter or any other pooled property which
the taxpayer continues to use after its disposition, the recomputed basis (discussed below).

Subsequent taxable years,—For each subsequent taxable year, a taxpayer must first
compute each asset pool’s adjusted balance. The adjusted balance of an asset pool is the prior
year’s ending pool balance decreased by the amount of any prior year depreciation deduction
claimed with respect to such pool and increased by the amount of any prior year gain recognized
with respect to a negative pool balance for such pool. To détermine the pool balance as of the
close of the taxable year, a taxpayer begins with the adjusted balance then:

(1) adds the adjusted basis of: (A) any pooled property placed in service by the taxpayer
during the taxable year assigned to such asset pool; and (B) to the extent not already included by
reason of (A), any capitalizable addition or improvement made to pooled property placed in
service by the taxpayer during the taxable year assigned to such asset pool; and

(2) subtracts: (A) the amount of any reduction pursuant to a discharge of indebtedness;
(B) except as provided in (C), the gross proceeds from the disposition or transfer during the
taxable year of any asset assigned to such pool; and (C) in the case of any pooled property

82 The term “any pooled property held by the taxpayer” includes pooled property with zero adjusted basis.

8 For this purpose, the relevant subsections are (b)(2)(E), (b)(5), and (c)(1) of section 108, as amended by
the discussion draft.
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disposed of or transferred to a related person or tax shelter or any other pooled property which
the taxpayer continues to use after its disposition, the recomputed basis (discussed below).

Pooling example

Suppose a calendar year taxpayer offers music lessons at a studio. The taxpayer owns the
following assets on January 1, 2017, each with an adjusted basis as indicated: (1) $1,000
computer software (section 168(b)(2)(B)¥*); (2) $1,000 light truck (asset class 0.241 under Rev.
Proc. 87-56) used 100 percent for business use; (3) $1,000 violin (personal property not assigned
a class life under Rev. Proc. 87-56); and (4) $1,000 sidewalks and other land improvements
around the studio (asset class 00.3 under Rev. Proc. 87-56). As of January 1, 2017, the taxpayer
has a pool balance of $1,000 in each of pools 1, 2, 3 and 5.

On February 1, 2017, the taxpayer acquires new computer software for $2,000. On
March 1, 2017, the taxpayer sells the violin to an unrelated party for $1,500. On March 2, 2017,
the taxpayer acquires a viola for $1,700. On April 1, 2017, the taxpayer sells the light truck for
$500 and acquires a new light truck for $1,500. The taxpayer makes no improvements to the
land around the studio or to the building in 2017. The following describes the depreciation
deductions allowable to the taxpayer.

Pool 1: The beginning balance of pool 1 is $1,000. The taxpayer acquired new computer
software for $2,000 and added it to the pool for a balance of $3,000. The applicable rate of
depreciation for assets in pool 1 is 49 percent. For 2017, the taxpayer is allowed a deduction for
depreciation with respect to pool 1 of $1,470 (0.49 multiplied by $3,000). The $1,470 of
depreciation for 2017 is deducted from the balance of pool 1, resulting in an adjusted balance of
$1,530 for 2018.

Pool 2: The beginning balance of pool 2 is $1,000. During 2017, the taxpayer sold the
light truck for $500 and acquired another for $1,500, to be used 100 percent for business use.
The balance of pool 2 is reduced by the proceeds of the sale of the old truck and is increased by
the basis of the new truck. The pool balance before depreciation is $2,000 ($1,000 - $500 +
$1,500). The applicable rate of depreciation for assets in pool 2 is 34 percent, For 2017, the
taxpayer is allowed a deduction for depreciation with respect to pool 2 of $680 (0.34 multiplied
by $2,000). The taxpayer recognizes no loss on the sale of the old truck. However, the taxpayer
is permitted to continue to recover the remaining basis in the old truck, thus recognizing the loss
over time. The $680 of depreciation is deducted from the balance of pool 2, resulting in an
adjusted balance of $1,320 for 2018.

Pool 3: The beginning balance of pool 3 is $1,000. In 2017, the taxpayer sold a violin to
an unrelated party for $1,500 and acquired a viola for $1,700. The balance of pool 3 is reduced
by the proceeds of the sale of the violin but is increased by the basis of the viola. The pool
balance before depreciation is $1,200 ($1,000 - $1,500 + $1,700). The applicable rate of
depreciation for assets in pool 3 is 25 percent. For 2017, the taxpayer is allowed a deduction for
depreciation with respect to pool 3 of $300 (0.25 multiplied by $1,200). The taxpayer recognizes
no gain on the sale of the violin. However, the taxpayer is only permitted to depreciate $1,200 of

8 The section number refers to computer software described in such section of the discussion draft.
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the cost of the viola, rather than $1,700. The $300 of depreciation for 2017 is deducted from the
balance of pool 3, resulting in an adjusted balance of $900 for 2018.

Pool 5: The beginning balance of pool 5 is $1,000. The taxpayer has no additions to the
pool for 2017. The applicable rate of depreciation for assets in pool 5 is 11 percent. For 2017,
the taxpayer is allowed a deduction for depreciation with respect to pool 5 of $110 (0.11
multiplied by $1,000). The $110 of depreciation for 2017 is deducted from the balance of pool
5, resulting in an adjusted balance of $890 for 2018.

The taxpayer is allowed a total deduction for depreciation in 2017 with respect to his
trade or business of $2,560 ($1,470 + $680 + $300 + $110).

Special rules

The increase in balance in any asset pool with respect to any passenger automobile may
not exceed $45,000. A “passenger automobile” is defined as any four-wheeled vehicle which is
(1) manufactured primarily for use on public streets, roads, and highways, and (2) rated at 6,000
pounds unloaded gross vehicle weight or less.%> Excluded from the definition of a passenger
automobile is (1) any ambulance, hearse, or combination ambulance-hearse used by the taxpayer
directly in a trade or business, (2) any vehicle used by the taxpayer directly in the trade or
business of transporting persons or property for compensation or hire, and (3) under regulations,
any truck or van. As noted above, passenger automobiles are assigned to pool 2.

In general, pool balances that are less than zero at year-end (“negative pool balances”)
give rise to section 1245 gain, The amount of section 1245 gain recognized is added to the pool
balance to restore such pool balance to zero. For example, suppose that the taxpayer in the
example above had not purchased a viola in 2017. The proceeds from the sale of the violin are
still subtracted from the balance of pool 3, resulting in a balance before depreciation of -$500
($1,000 - $1,500). The $500 negative balance is treated as gain from the disposition of section
168 property for purposes of section 1245. Thus, the taxpayer recognizes $500 of gain as
ordinary income. The balance of pool 3 is increased by the amount of gain recognized, restoring
the taxpayer’s pool balance to zero for the subsequent year’s calculation.

Similarly, if there are no assets remaining in a pool at year-end, any positive year-end
balance in the pool may be deducted as a terminal loss with respect to that pool. Additionally, a
taxpayer may deduct any pool balance at year-end of $1,000 or less (“de minimis balance”). Any
amount deducted as a terminal loss or de minimis balance with respect to a pool is an ordinary
loss and is subtracted from the pool balance to restore the taxpayer’s pool balance to zero for the
subsequent year’s calculation.

Leaschacks and dispositions 1o related parties and {ax shelters

In the case of pooled property disposed of or transferred to a related person or to a tax
shelter, the pool balance is reduced by the lesser of the recomputed basis or the gross proceeds
from the sale. The recomputed basis of any pooled property is determined by calculating the

8 1In the case of a truck or van, “unloaded gross vehicle weight” is replaced with “gross vehicle weight”.
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Property Classification®’ Recovery Period

Nonresidential real property Section 168(i)(5)% 39 years

Railroad grading or tunnel bore Section 168(i)(7)°' 50 years

Assignments, classifications, and modifications

The proposal grants the Secretary” authority to issue guidance to: (1) reclassify assets
(or categories of assets) as straight line property or as pooled property; (2) modify the class life
given to pooled property under Revenue Procedure 87-56; and (3) modify asset classes described
in Revenue Procedure 87-56 or create new categories of assets. Any reclassifications or
modifications must be made based on the anticipated useful life and the anticipated decline in
value over time of the asset, and after taking into account when the asset is technologically or
functionally obsolete. With respect to pooled property, any reclassifications or modifications
will be within the six pools. Further, in any case where the Secretary makes a reclassification or
modification, the Secretary must publish a schedule reflecting all classifications and assignments
(including the modification(s) to such classifications and assignments) for all section 168
property. Such publication is treated as a major rule for purposes of applying chapter 8§ of title 5
of the United States Code, the Congressional review of agency rulemaking.

Additionally, within five years of the date of enactment of the discussion draft, and at
least every 10 years thereafter, the Secretary in consultation with the Secretary of Commerce
(i.e., the Bureau of Economic Analysis),”® must submit a report to Congress analyzing the
classification and assignment of all section 168 property, including the classification of assets as
pooled property or straight line property, assignments of assets to pools, the number of asset
pools, the applicable rates for such pools, and the recovery periods for straight line property.

D. Business Use

Business use percentage

In general, for property used in a trade or business not more than 50 percent of the time
(“personal-use property”), the taxpayer is required to reduce the depreciation deduction by the

% The section number refers to nonresidential real property described in such section of the discussion
draft,

%' The section number refers to railroad grading or tunnel bore described in such section of the discussion
draft.

%2 Unless otherwise noted, any reference to the “Secretary” means the Secretary of the Treasury.
% 1t is expected that the Secretary of the Treasury will consult with the Bureau of Economic Analysis
within the Commerce Department, which estimates economic depreciation for purposes of the National Income and

Product Accounts. The purpose of these estimates is to measure the consumption of fixed capital for purposes of
accurately measuring the components of gross domestic product.
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personal use percentage® with respect to the asset multiplied by the amount determined by
applying the applicable rate for the asset pool to the excess of (A) the amount of the increase in
the pool at the time the asset was placed in service, over (B) the amount of the depreciation
deductions that would have been allowed for all prior taxable years since the asset was placed in
service if such asset were the only asset in the pool.

Listed property

The proposal repeals the depreciation limitations under section 280F that apply to listed
property, but continues the substantiation requirements under section 274 for such property,
except as specified. In particular, the exception for certain computers is modified such that any
computer or peripheral equipment used primarily in the taxpayer’s trade or business and owned
or leased by the person operating such trade or business is not listed property®® (and therefore not
subject to the heightened substantiation requirements that apply to listed property).

E. Like-Kind Exchanges

Under the proposal, a like-kind exchange (as defined in section 1031) of pooled property
is considered to occur in the taxable year which includes the earliest of (i) the date that the
taxpayer receives the replacement property in the exchange, (ii) the identification of the property
to be received within 45 days after the date on which the taxpayer transfers the property
relinquished in the exchange, or (iii) the receipt of the property not more than 180 days after the
date on which the taxpayer relinquishes the original property (but in no event later than the due
date (including extensions) of the taxpayer’s income tax return for the taxable year in which the
transfer of the relinquished property occurs).

In the case of a like-kind exchange of pooled property where the replacement property is
not assigned to the same asset pool as the relinquished property, the asset pool of the
relinquished property is reduced by the lesser of: (1) the fair market value of such property on
the deemed date of the exchange, or (2) the positive balance of the asset pool (if any). The
balance of the replacement property’s assigned asset pool increases by the same amount of the
reduction in the relinquished property’s asset pool.

* The term “personal use percentage’ means the percentage of the use of any property during any taxable
year which is not a qualified business use. “Qualified business use” means any use in a trade or business of the
taxpayer, not including (i) leasing property to any S-percent owner or related person, (ii) use of property provided as
compensation for the performance of services by a 5-percent owner or related person, or (iii) use of property
provided as compensation for the performance of services by any person not described in clause (ii) unless an
amount is included in the gross income of such person with respect to such use subject to the required withholding
under chapter 24,

% For purposes of this sentence, a computer used in a dwelling unit is not treated as used primarily in a

taxpayer’s trade or business unless the requirements of section 280A(c)(1) are met with respect to the portion of
such dwelling unit in which the computer is located.
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F. Involuntary Conversions

Under the proposal, an involuntary conversion (as defined in section 1033) of pooled
property is considered to occur in the taxable year which includes the earliest of (i) the date the
taxpayer acquires replacement property, or (ii) the end of the second tax year after the year of the
involuntary conversion (the end of the fourth tax year in the case of livestock sold on account of
drought, flood, or other weather-related conditions). Special transition rules apply for
involuntary conversions where qualifying replacement property has not been placed in service as
of the effective date.

In the case of as involuntary conversion of pooled property where the replacement
property is not assigned to the same asset pool as the relinquished property, the asset pool of
relinquished property is reduced by the lesser of: (1) the fair market value of the replacement
property, or (2) the positive balance of the asset pool (if any). The balance of the replacement
property’s assigned asset pool increases by the same amount of the reduction in the relinquished
property’s asset pool.

G. Gains from Disposition of Pooled Property

With respect to pooled property, the proposal requires all section 1245 gain (e.g., section
1245 gain from sales to related parties or related to negative pool balances) to be treated as
ordinary income.

H. Business Property on An Indian Reservation

The proposal permits a taxpayer to expense 20 percent of the cost of qualified Indian
reservation property when such property is placed in service. A taxpayer may annually make an
irrevocable election out of the expensing proposal on a class-by-class basis.

A special rule applicable to qualified Indian reservation property placed in service in a
taxable year beginning before January 1, 2017, provides that such property is treated as placed in
service on the first day of the taxpayer’s first taxable year beginning after December 31, 2016,
and the adjusted basis of such property is treated as the cost of such property for purposes of the
expensing proposal. The amount expensed under the proposal reduces the adjusted basis of such
property before it is assigned to a pool.
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II1. EFFECTIVE DATE

The amendments made by this proposal generally apply to taxable years beginning after
December 31, 2016.

The proposal granting the Secretary authority to modify class lives is effective on the date
of enactment.

The proposal relating to business property on an Indian reservation applies to property
placed in service before January 1, 2017, and held by the taxpayer on the first day of the
taxpayer’s first taxable year beginning after December 31, 2016.
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