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Chapter 1: Depreciation

In late December 2014, Congress extended certain expiring provisions for the 2014 tax year. Unfortunately, the Tax
Increase Prevention Act of 2014 (TIPA) extended these provisions only through December 31, 2014. Therefore,
Congress must act to extend the provisions for future tax years.

TIPA’s business extenders include the following depreciation provisions.

1. 50% bonus depreciation.1 Taxpayers may claim bonus depreciation for qualified new property placed in
service prior to January 1, 2015 (January 1, 2016, for certain property with a longer production period and
certain aircraft). 1

2. Election to accelerate the alternative minimum tax (AMT) credit in lieu of bonus depreciation.2 This
election applies only to corporate taxpayers and AMT credits arising prior to 2006. 2

3. Higher limitations for the IRC §179 deduction.3 The 2014 IRC §179 deduction limit is $500,000, and the
overall investment limit is $2 million. The deduction and the investment limits revert to $25,000 and
$200,000, respectively, for 2015 unless Congress acts to change them. 3

4. Treatment of certain real property as IRC §179 property.4 For 2014, §179 property includes qualified
leasehold improvement property, qualified restaurant property, and qualified retail improvement property.
However, the maximum §179 deduction for these types of property is $250,000. If the §179 deduction of
these types of assets is limited by the taxpayer’s income, the excess may not be carried over to tax years
beginning after December 31, 2014.5 Unless modified by Congress, these assets will no longer qualify for the
§179 deduction for tax years beginning after 2014. 4 5

Please note. Corrections were made to this workbook through January of 2016. No subsequent modifications
were made. For clarification about acronyms used throughout this chapter, see the Acronym Glossary at the
end of the Index.

For your convenience, in-text website links are also provided as shortURLs. Anywhere you see uofi.tax/xxx,
the link points to the address immediately following in brackets.

NEW LEGISLATION

1. IRC §168(k).
2. IRC §168(k)(4)(E)(iv).
3. IRC §179(b)(1).
4. IRC §179(f)(1).
5. IRC §179(f)(4).
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5. 15-year straight-line cost recovery for certain real property. For 2014, 15-year property includes qualified
leasehold improvements, qualified restaurant buildings and improvements, and qualified retail improvements.6

The following table summarizes the depreciation rules as modified by TIPA for qualified real property.

6. Classification of certain race horses as 3-year property.7 For 2014, 3-year property includes all racehorses. 77

7. The 7-year recovery period for motorsports entertainment complexes.8 The accelerated recovery period
for motorsports entertainment complexes was in effect through December 31, 2014. 8

8. Accelerated depreciation for business property on an Indian reservation.9 The accelerated recovery
period for qualified Indian reservation property was in effect through December 31, 2014. 9

9. Election to expense mine safety equipment.10

10. Special expensing rules for certain film and television productions.11

6. IRC §168(e)(3)(E).
7. IRC §168(e)(3)(A)(i).
8. IRC §168(i)(15)(D).
9. IRC §168(j)(8).
10. IRC §179E(g).
11. IRC §181(f).

Restaurant Buildings
Leasehold Improvements and Improvements Retail Improvements

15-year depreciable
life

Yes, if placed in
service before 2015

Yes, if placed in
service before 2015

Yes, if placed in
service before 2015

Bonus depreciation Yes, if placed in
service before 2015
and lease is between
unrelated parties

No No

Section 179 (limited to
$250,000)

Yes, if placed in
service before 2015

Yes, if placed in
service before 2015

Yes, if placed in
service before 2015
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NINE PROPERTY CLASSES
Under the general depreciation system (GDS), there are nine property classifications. Those classifications and
examples of the types of property included in each one are as follows.12

1. 3-year property

a. Tractor units for over-the-road use

b. Any racehorse over two years old when placed in service (All racehorses placed in service after
December 31, 2008, and before January 1, 2015, are deemed to be 3-year property, regardless of age.)

c. Any other horse (other than a racehorse) over 12 years old when placed in service

d. Qualified rent-to-own property

2. 5-year property

a. Automobiles, taxis, buses, and trucks

b. Computers and peripheral equipment

c. Office machinery (such as typewriters, calculators, and copiers)

d. Any property used in research and experimentation

e. Breeding cattle and dairy cattle

f. Appliances, carpets, furniture, and other items used in a residential rental real estate activity

g. Certain geothermal, solar, and wind energy property

3. 7-year property

a. Office furniture and fixtures (such as desks, files, and safes)

b. Agricultural machinery and equipment

c. Any property that does not have a class life and has not been designated by law as being in any other class

d. Certain motorsports entertainment complex property placed in service before January 1, 2015

e. Any natural gas gathering line placed in service after April 11, 2005

REVIEW OF THE BASICS

Note. For comprehensive explanations of depreciation methods, see the 2011 University of Illinois
Federal Tax Fundamentals, Chapter 4: Depreciation Basics; and the 2011 University of Illinois Federal
Tax Workbook, Chapter 1: Depreciation. These chapters can be found at uofi.tax/arc [www.taxschool.
illinois.edu/taxbookarchive].

12. IRS Pub. 946, How To Depreciate Property.
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4. 10-year property

a. Vessels, barges, tugs, and similar water transportation equipment

b. Any single-purpose agricultural or horticultural structure

c. Any tree or vine bearing fruits or nuts

d. Qualified small electric meter and qualified smart electric grid system placed in service on or after
October 3, 2008

5. 15-year property

a. Certain improvements made directly to land or added to it (such as shrubbery, fences, roads, sidewalks,
and bridges)

b. Any retail motor fuels outlet, such as a convenience store

c. Any municipal wastewater treatment plant

d. Any qualified leasehold improvement property placed in service before January 1, 2015

e. Any qualified restaurant property placed in service before January 1, 2015

f. Initial clearing and grading land improvements for gas utility property

g. Electric transmission property (that is IRC §1245 property) used in the transmission at 69 or more
kilovolts of electricity placed in service after April 11, 2005

h. Any natural gas distribution line placed in service after April 11, 2005, and before January 1, 2011

i. Any qualified retail improvement property placed in service before January 1, 2015

6. 20-year property

a. Farm buildings (other than single-purpose agricultural and horticultural structures)

b. Municipal sewers not classified as 25-year property

c. Initial clearing and grading land improvements for electric utility transmission and distribution plants

7. 25-year property. This is water utility property.

8. Residential rental property (27.5 years). This is any building or structure, such as a rental home (including
a mobile home), if 80% or more of its gross rental income for the tax year is from dwelling units. A dwelling
unit is a house or apartment used to provide living accommodations in a building or structure. It does not
include a unit in a hotel, motel, or other establishment in which more than half the units are used on a
transient basis. If the taxpayer occupies any part of the building or structure for personal use, its gross rental
income includes the fair rental value of the part occupied by the taxpayer.

9. Nonresidential real property (39 years). This is IRC §1250 property, such as an office building, store, or
warehouse, that is neither residential rental property nor property with a class life of less than 27.5 years.
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APPENDIX B OF IRS PUB. 946
The Code specifically includes certain types of depreciable property in each of the preceding nine classes.
However, the IRS is responsible for determining the recovery period for assets not included in those classes. To
assist taxpayers and practitioners in properly classifying various types of property, the IRS publishes more detailed
lists in appendix B of IRS Pub. 946, How To Depreciate Property.

The assets covered in appendix B do not include real property unless the description specifically mentions section
1250 property. For example, table B-2, class 15, covers construction assets. The description for this class does not
include the phrase “section 1250 property.” The “construction” category does not have any subcategories that
might include this phrase. Therefore, the list of nine classes is used to determine the class life for real property used
in a construction activity.

Table B-1 generally lists assets used in all business activities. Table B-2 describes assets used only in certain activities.

Both tables are used to determine the correct recovery period for an asset. The user must first look at table B-1 for a
description of the property. However, even if the asset is listed in table B-1, the user must still review table B-2 to
determine if the asset is assigned a different recovery life based on the activity for which it is used.

The introduction to appendix B explains this process in more detail. Appendix B in its entirety is included at the
end of this chapter so readers can refer to it.

IRC §179 DEDUCTION13

For tax years beginning in 2015, the deduction and investment limits are $25,000 and $200,000, respectively, unless
Congress acts to change them.

Property qualifying for the §179 deduction may be new or used. It must satisfy all the following requirements.

1. Eligible property

2. Acquired for business use

3. Acquired by purchase

Eligible Property
To qualify for the §179 deduction, the asset must be one of the following types of depreciable property.

1. Tangible personal property

2. Other tangible property (except buildings and their structural components) used in one of the following ways.

a. As an integral part of manufacturing, production, or extraction or of furnishing transportation,
communications, electricity, gas, water, or sewage disposal services

b. As a research facility used in connection with any of the activities in item a

c. As a facility used in connection with any activities in item a for the bulk storage of fungible commodities

3. Single-purpose agricultural (livestock) or horticultural structures

4. Storage facilities (except buildings and their structural components) used in connection with distributing
petroleum or any primary product of petroleum

5. Off-the-shelf computer software (for tax years beginning after 2002 and before 2015)

13. IRS Pub. 946, How To Depreciate Property.
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6. The following types of qualified real property (for tax years beginning before 2015)

a. Qualified leasehold improvement property

b. Qualified restaurant property

c. Qualified retail improvement property

Property Acquired for Business Use
To qualify for the §179 deduction, the property must have been acquired for use in a trade or business. Property
acquired only for the production of income — such as investment property, rental property (if renting property is not
the taxpayer’s trade or business), and property that produces royalties — does not qualify.

Partial Business Use. When property is used for both business and nonbusiness purposes, the taxpayer can elect
the §179 deduction only if they use the property more than 50% for business in the year they place it in service. If the
taxpayer uses the property more than 50% for business, the cost of the property is multiplied by the percentage of
business use. The resulting business cost is used to calculate the §179 deduction.

Property Acquired by Purchase
To qualify for the §179 deduction, property must have been purchased. Property acquired by gift or inheritance does
not qualify. Property is not considered to be acquired by purchase in the following situations.

1. It is acquired by one member of a controlled group from another member of the same group.

2. Its basis is determined in whole or in part by its adjusted basis in the hands of the person from whom it
was acquired.

3. Its basis is determined under the stepped-up basis rules for property acquired from a decedent.

4. It is acquired from a related person.

BONUS DEPRECIATION14

Taxpayers could have claimed bonus depreciation for qualified new property placed in service after December 31, 2007,
and prior to January 1, 2015 (January 1, 2016, for certain property with a longer production period and certain
aircraft). To calculate bonus depreciation, the percentage shown in the following table is applied to the adjusted basis
of the property.15

The bonus depreciation allowance applies only for the first year that the property is placed in service. The allowance
is taken after any §179 expense deduction and before the regular depreciation allowance under the modified
accelerated cost recovery system (MACRS).

14. IRC §168(k).
15. IRC §§168(k)(1)(A) and (k)(5).

Placed in Service Date Applicable Percentage

After December 31, 2007, and before September 9, 2010 50%
After September 8, 2010, and before January 1, 2011 100% or 50% a

After December 31, 2010, and before January 1, 2012 100%
After December 31, 2011, and before January 1, 2015 50%
a Using the election under Rev. Proc. 2011-26.
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1
Qualifying property for purposes of first-year bonus depreciation must meet all the following requirements.

1. The property must be one of the following.

a. MACRS property with an applicable recovery period of 20 years or less

b. Water utility property (as defined in IRC §168(e)(5))

c. Computer software (other than software that is an IRC §197 intangible)

d. Qualified leasehold improvement property (as defined in §168(k)(3))

2. The original use of the property must commence with the taxpayer (must be new property).

3. The taxpayer must purchase the property after December 31, 2007, and before January 1, 2015.

4. The property must be placed in service before January 1, 2015. (An extension of one year is provided for
certain property with a recovery period of 10 years or longer and certain transportation property.)

A taxpayer may elect out of bonus depreciation for one or more classes of property for any tax year.

LISTED PROPERTY16

Special depreciation rules apply to listed property. Listed property is any of the following.

1. Passenger automobiles weighing 6,000 pounds or less

2. Any other property used for transportation, unless it is one of the following excepted vehicles17

 Clearly marked police and fire vehicles

 Unmarked vehicles used by law enforcement officers if the use is officially authorized

 Ambulances used as such and hearses used as such

 Any vehicle with a loaded gross vehicle weight of more than 14,000 pounds that is designed to carry cargo

 Bucket trucks (cherry pickers), cement mixers, dump trucks (including garbage trucks), flatbed trucks,
and refrigerated trucks

 Combines, cranes and derricks, and forklifts

 Delivery trucks with seating only for the driver or only for the driver plus a folding jump seat

 Qualified moving vans

 Qualified specialized utility repair trucks

 School buses used in transporting students and employees of schools

 Other buses with a capacity of at least 20 passengers that are used as passenger buses

 Tractors and other special-purpose farm vehicles

3. Property generally used for entertainment, recreation, or amusement (including photographic, phonographic,
communication, and video-recording equipment)

4. Computers and related peripheral equipment, unless it is used only at a regular business establishment and
owned or leased by the person operating the establishment (A regular business establishment includes a
portion of a dwelling unit that is used both regularly and exclusively for business, as discussed in IRS Pub.
587, Business Use of Your Home.)

16. IRC §280F.
17. IRS Pub. 946, How To Depreciate Property.
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Listed property must be used predominantly (more than 50% of its total use) for qualified business use to qualify for
any of the following.

1. §179 deduction

2. Bonus depreciation

3. Depreciation using the GDS

4. Declining balance method of calculating depreciation

Qualified business use of listed property is any use of the property in the taxpayer’s trade or business. The following
uses are not included, however.18

• The leasing of property to any 5% owner or related person (to the extent the property is used by a 5% owner
or person related to the owner or lessee of the property)

• The use of property as payment for the services of a 5% owner or related person

• The use of property as payment for services of any person (other than a 5% owner or related person),
unless the value of the use is included in that person’s gross income and income tax is withheld on that
amount when required

If the listed property is not used predominantly for qualified business use, the following rules apply.

1. Any depreciation deduction under MACRS must be calculated using the straight-line method over the
alternative depreciation system (ADS) recovery period. This rule applies each year of the recovery period.

2. Excess depreciation on property previously used predominantly for qualified business use must be recaptured in
the first year in which it is no longer used predominantly for qualified business use.

3. A lessee must add an inclusion amount to income in the first year in which the leased property is not used
predominantly for qualified business purposes. See IRS Pub. 463, Travel, Entertainment, Gift, and Car
Expenses, and IRS Pub. 946 for calculating the inclusion amount.

18. Ibid.

Note. Examples showing the application of these rules are provided later in this chapter.
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1
Passenger Automobile Maximum Depreciation Deduction
The depreciation deduction, including the §179 deduction, that a taxpayer can claim for a passenger automobile
each year is limited. The maximum depreciation amounts for most passenger automobiles are shown in the
following table.19

19. Ibid.
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Congress recognizes that related taxpayers can easily manipulate various tax provisions in ways that give them an
unfair advantage over unrelated taxpayers. To address this situation, Congress has enacted a number of provisions that
restrict the use of certain tax benefits between related parties. However, the term related parties is defined differently
for various Code provisions. Practitioners must therefore be careful to use the right definition when determining the
tax treatment of a specific transaction between parties who may or may not be deemed related. 20

GENERAL RULES

Defining Related Parties
The term related parties includes people and entities that have connections to the taxpayer as defined in IRC §267. The
connections may be familial, or they may be created through an ownership interest in an entity.

For transactions involving property, related parties are generally defined as follows.

1. An individual and a member of their family, including only a spouse, child, parent, brother, sister, half-
brother, half-sister, ancestor, and lineal descendant

2. A corporation and an individual who directly or indirectly owns more than 50% of the value of the
corporation’s outstanding stock

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

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

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

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

7. A tax-exempt educational or charitable organization and any person (or, if that person is an individual, a
member of that person’s family) who directly or indirectly controls the organization

8. Two S corporations, if the same persons own more than 50% of the value of each corporation’s outstanding stock

9. An S corporation and a C corporation, if the same persons own more than 50% of the value of each
corporation’s outstanding stock

10. A corporation and a partnership, if the same persons own both of the following

a. More than 50% of the value of the corporation’s outstanding stock

b. More than 50% of the capital or profits interest in the partnership

11. The executor and the beneficiary of any estate

12. A partnership and a person who directly or indirectly owns more than 50% of the partnership’s capital or
profits interest

13. Two partnerships, if the same persons directly or indirectly own more than 50% of the capital or profits
interest in each

14. The related person and a person who is engaged in trades or businesses under common control (See IRC §§52(a)
and (b) for more information.)

DEPRECIATION TRANSACTIONS INVOLVING RELATED PARTIES20

20. Ibid.
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Date for Determining if a Transaction Involved Related Parties
For transactions involving property, the determination of whether a taxpayer is related to another person is generally
made as of the date the property is acquired. However, partnerships that are being terminated may be treated
differently for purposes of determining if the parties to a transaction are related.

A partnership acquiring property from a terminating partnership must determine whether it is related to the
terminating partnership immediately before the event causing the termination. For this rule, a terminating partnership
is one that sells or exchanges 50% or more of its total interest in partnership capital or profits within 12 months.

Rules for Determining How Much of an Interest a Person Holds
To determine whether a person directly or indirectly owns any of the outstanding stock of a corporation or an interest
in a partnership, the following rules are applied.

1. Stock or a partnership interest directly or indirectly owned by or for a corporation, partnership, estate, or trust
is considered owned proportionately by its shareholders, partners, or beneficiaries. However, for a
partnership interest owned by or for a C corporation, this rule applies only to shareholders who directly or
indirectly own 5% or more of the value of the corporation’s stock.

2. An individual is considered to own the stock or partnership interest directly or indirectly owned by or for
their family.

3. An individual who owns (except by applying rule 2) any stock in a corporation is considered to own the stock
directly or indirectly owned by or for their partner.

4. For purposes of rules 1, 2, or 3, stock or a partnership interest considered to be owned by a person under rule 1 is
treated as actually owned by that person. However, stock or a partnership interest considered to be owned by
an individual under rule 2 or 3 is not treated as owned by that individual for purposes of reapplying either
rule 2 or 3 to attribute ownership of the same stock or partnership interest to another person.

Example 1. Jack, Mary, Hubert, and Darlene each own 25% of the corporation If It Rhymes, Inc. Jack and Mary
have the same mother, Eva; however, they have different fathers. Mary is Hubert’s daughter, and Darlene is
Hubert’s sister.

Jack directly owns 25% of the shares. He indirectly owns another 25% through his half-sister, Mary.
Therefore, Jack is considered to have a 50% ownership in the company when determining whether related-
party limitations apply.

Mary owns 25% of the shares directly. She indirectly owns another 25% through her half-brother, Jack, and
another 25% through her father, Hubert. She therefore has a 75% interest for purposes of determining if
related-party limitations apply.

Jack has to add Mary’s directly owned shares to his for purposes of determining if related-party limitations
apply. However, he does not have to add Hubert’s shares, which are attributed to Mary indirectly under rule 2.
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VEHICLE DEPRECIATION RESTRICTIONS21

As mentioned earlier, a vehicle must be used predominantly for qualified business use to claim the IRC §179
deduction or bonus depreciation or to calculate depreciation under MACRS. Qualified business use does not include
the use of property as payment for the services of a 5% owner or related person.

Example 2. Snow White owns 100% of the stock in a mining company. The company provides vehicles for
her and her seven managers to use for business and personal purposes. None of the seven managers are
related to her in any way.

Every person who uses a company vehicle documents their mileage. The fair market value (FMV) of each
employee’s use of an automobile for any personal purpose is reported as income to the employee. In addition,
taxes are withheld on the income.

The employees’ use of company vehicles for personal purposes constitutes payment for services. It is
reported as income to each employee, and required taxes are withheld. Therefore, the vehicles used by the
unrelated employees are treated as being used 100% for business.

Snow’s personal use of a company vehicle is not qualified business use, even though the company properly
reports her personal use as income on her Form W-2, Wage and Tax Statement. If the business miles for the
vehicle do not exceed 50% of the total miles, the vehicle must be depreciated using the straight-line method.
In addition, recapture rules apply if the vehicle was previously used more than 50% for business.

Example 3. Use the same facts as Example 2, except in addition to the vehicles provided to Snow and her
seven managers, the company also provides Snow’s husband, David Charming, with a vehicle to use for
business and personal purposes. The use of the vehicle is part of David’s pay. Moreover, the company
includes the value of the personal usage in David’s gross income and withholds tax on it. However, as Snow’s
husband, David indirectly owns 100% of the company stock. Therefore, his personal use is not qualified
business use.

IRC §179 RESTRICTIONS
Property acquired from a related person or by one component member of a controlled group from another component
member of the same group does not qualify for the IRC §179 deduction. For these purposes, related parties are defined
using the same items listed earlier in the “General Rules” section, except siblings are not considered related parties for
purposes of restricting the IRC §179 deduction.

21. Ibid.

Note. See the “Recapture” section of this chapter for more information.
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BONUS DEPRECIATION RESTRICTIONS
To qualify for bonus depreciation, the property must be new. This provision reduces the chance of related parties
manipulating the situation to take undue advantage of this depreciation option. Nonetheless, qualified leasehold
improvements are not eligible for bonus depreciation if the lease is between related parties. For these purposes,
related parties include the following.

1. Members of an affiliated group

2. An individual and a member of their family, including spouses, children, parents, brothers, sisters, half-
brothers, half-sisters, ancestors, and lineal descendants

3. A corporation and an individual who directly or indirectly owns 80% or more of the value of the
corporation’s outstanding stock

4. Two corporations that are members of the same controlled group

5. A trust fiduciary and a corporation, if 80% or more of the value of the outstanding stock is directly or
indirectly owned by or for the trust or the grantor of the trust

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

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

8. A tax-exempt educational or charitable organization and any person (or, if that person is an individual, a
member of their family) who directly or indirectly controls the organization

9. Two S corporations, if the same persons own more than 50% of the value of each corporation’s outstanding stock

10. An S corporation and a C corporation, if the same persons own more than 50% of the value of each
corporation’s outstanding stock

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

a. 80% or more of the value of the corporation’s outstanding stock

b. 80% or more of the partnership’s capital or profits interest

12. The executor and the beneficiary of any estate

TERM INTERESTS THAT INVOLVE RELATED PARTIES
With certain exceptions, taxpayers cannot depreciate a term interest in property for any period during which the
remainder interest is held, directly or indirectly, by a related person. A term interest means a life interest in property,
an interest in property for a term of years, or an income interest in a trust. A remainder interest is ownership that does
not take effect until the term is complete.

This rule does not apply if the taxpayer acquired the term interest in the property by gift, bequest, or inheritance.
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Related persons for this purpose include the following.

1. An individual and a member of their family, including only spouses, children, parents, brothers, sisters, half-
brothers, half-sisters, ancestors, and lineal descendants

2. A corporation and an individual who directly or indirectly owns more than 50% of the value of the
corporation’s outstanding stock

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

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

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

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

7. A tax-exempt educational or charitable organization and any person (or, if that person is an individual, a
member of their family) who directly or indirectly controls the organization

8. Two S corporations, if the same persons own more than 50% of the value of each corporation’s outstanding stock

9. An S corporation and a C corporation, if the same persons own more than 50% of the value of each
corporation’s outstanding stock

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

a. More than 50% of the value of the corporation’s outstanding stock

b. More than 50% of the capital or profits interest in the partnership

11. The executor and the beneficiary of any estate

If the taxpayer is not allowed a depreciation deduction for a term interest in property because the holder of the
remainder interest is related to them, the taxpayer must still reduce their basis in the term interest by any depreciation
or amortization not allowed. However, the holder of the remainder interest increases their basis in the remainder
interest by the depreciation not allowed to the term interest holder.

Example 4. Grandma Wolfbane purchased a rental house. She transferred the deed on the house to her
granddaughter, Scarlet Ridinghood. However, Grandma reserved the right to the income from the rental
property for the rest of her life. Grandma must report the income from the rental on her tax return, but she
cannot claim any depreciation for the term interest she retained. This is because Scarlet, a related party, owns
the remainder interest.

Each year that Grandma lives, the depreciation that would have been allowed except for this rule reduces her
basis in the term interest. The amount that reduces Grandma’s basis passes to Scarlet as an addition to her basis.

Note. For more information about property held by life tenants and remainder holders, see the 2010
University of Illinois Federal Tax Workbook, Chapter 5: Individual Taxpayer Problems. This chapter is
available at uofi.tax/arc [www.taxschool.illinois.edu/taxbookarchive].
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It is common for taxpayers to incorporate a business that was formerly a sole proprietorship. Often, the
proprietorship’s assets are transferred to the new corporation in exchange for stock in that corporation. 22

Special rules are used to determine the depreciable basis of assets contributed to a corporation in exchange for stock
when the original owner of the assets retains control of the corporation after the transfer. The term control for these
purposes means owning at least 80% of the total combined voting power of all classes of stock entitled to vote and at
least 80% of the total number of shares of all other classes of the corporation’s stock.23

TRANSFERRED ASSETS
When a sole proprietor transfers assets to a corporation and the sole proprietor remains in control of the
corporation, the transferred assets are depreciated as if the transfer had not occurred. The new corporation must
continue to use the same depreciation method and convention as the transferor. (Some practitioners refer to this as
“stepping into the shoes” of the previous taxpayer.)

Example 5. Goldie operated a sole proprietorship that trained animals for use in commercials and other filmed
ventures. Over the years, she purchased various pieces of equipment to help her in this endeavor.

When Goldie arrived for her appointment to have her 2014 tax return prepared, she informed her tax
practitioner that she transferred the business to a new corporation, Three Bears, Inc. The incorporation date
was July 1, 2014, and her attorney filed an S corporation election.

As of December 31, 2013, Goldie’s depreciation schedule showed the following, in addition to various assets
that were already fully depreciated.

DEPRECIATION AFTER INCORPORATING22

22. Ibid.

Note. Generally, IRC §351 allows taxpayers to contribute assets to a corporation without immediate tax
consequences. However, several requirements must be met in order for the transaction to qualify for §351
tax treatment. In such transactions, the corporation obtains the same basis in the assets that the taxpayer
had immediately before the transfer. For further details about §351 transactions, see the 2012 University of
Illinois Federal Tax Workbook, Volume B, Chapter 1: S Corporations. This is available at uofi.tax/arc
[www.taxschool.illinois.edu/taxbookarchive/].

23. IRC §§351(a) and 368(c).

Caution. Transfers that do not meet the IRC §351 requirements could be subject to depreciation recapture
and result in basis adjustments.

Goldie’s Schedule C Depreciation as of 12/31/2013

Placed Total
in Service Depr. Recovery Prior 2013 Accum.

Date Basis Period Convention ����179 Bonus Depr. Depr. Depr.

Obstacle course 7/25/2007 $35,000 15 150DB/HY $15,367 $2,067 $17,434
Transport cages 9/18/2009 15,000 7 200DB/HY $5,000 6,876 893 12,769
Computer and

peripherals 5/11/2013 3,500 5 200DB/HY $1,750 350 2,100
Totals $53,500 $5,000 $1,750 $22,243 $3,310 $32,303
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Goldie’s tax practitioner questioned her about the status of the assets. Goldie provided the following
information to her.

• The articles of incorporation for the new business state that Goldie transferred $1,000 to the
corporation in exchange for 1,000 shares of common stock with no par value.

• The computer and transport cages were used only for business purposes in 2014.

• The obstacle course was a land improvement in the hands of the sole proprietor.

• Goldie did not transfer any real estate into the corporation. However, she is receiving rent income
from the corporation for its use of the kennels, which were fully depreciated several years ago.

On Goldie’s 2014 Schedule C, Profit or Loss From Business, only the depreciation expense for the six
months prior to the transfer is claimed. This depreciation is shown in the following table.

For these assets, the corporation’s depreciation expense must also reflect the amounts allocable to the six
months the property was used by the corporation. The corporation’s 2014 depreciation schedule follows. The
placed-in-service dates and accumulated depreciation are carried over from the sole proprietorship.

Goldie’s Schedule C Depreciation as of June 30, 2014

Apportioned 2014
2014 Depreciation Depreciation for

for 12 Months 6 Months

Obstacle course $2,067 $1,033
Transport cages 893 446
Computer and peripherals 560 280
Totals $3,520 $1,759

Three Bears, Inc. Depreciation as of 12/31/2014

Placed Total 2014
in Service Depr. Recovery Prior Depr. Accum.

Date Basis Period Convention Depr. (6 Mos.) Depr.

Obstacle course 7/25/2007 $35,000 15 150DB/HY $18,467 $1,033 $19,500
Transport cages 9/18/2009 15,000 7 200DB/HY 13,215 446 13,661
Computer and peripherals 5/11/2013 3,500 5 200DB/HY 2,380 280 2,660
Totals $53,500 $34,062 $1,759 $35,821
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Special Issues for Transferred Vehicles
Individual taxpayers may use either the actual cost method or the standard mileage rate (SMR) to determine the amounts
of their deductible vehicle expenses.24 In the first year a vehicle is purchased, an individual may use the SMR, which
includes a depreciation component, or they may include depreciation calculated using MACRS in the actual costs of
operating the vehicle. If the taxpayer chooses to use MACRS the year the property is placed in service, then they may not
switch to the SMR in a later year. However, if the taxpayer uses the SMR the year the property is placed in service, they
may use actual expenses in a later year.

When a taxpayer chooses to use the business SMR the year that a vehicle is placed in service, they have elected to
exclude the vehicle from MACRS. Therefore, if the taxpayer switches to deducting actual costs after having used the
SMR, then they must use straight-line depreciation for the vehicle’s remaining estimated useful life.25

When a vehicle is transferred to a corporation from a sole proprietorship that used the SMR to calculate deductible
vehicle expenses, the depreciation component of the deduction must be calculated to determine prior accumulated
depreciation. Each year, the IRS publishes the amount of the depreciation component of the SMR. For example, IRS
Notice 2013-80 provides information on the depreciation component of the SMR for 2010 through 2014.

For automobiles a taxpayer uses for business purposes, the portion of the business standard mileage rate
treated as depreciation is 23 cents per mile for 2010, 22 cents per mile for 2011, 23 cents per mile for 2012,
23 cents per mile for 2013, and 22 cents per mile for 2014. See section 4.04 of Rev. Proc. 2010–51.26

The depreciation expense deducted each year (based on the depreciation component of the SMR and any actual
depreciation claimed) is added together to determine the total depreciation allowed on the vehicle. After this amount
is calculated, the corporation must use the straight-line method to depreciate the vehicle.

Example 6. Use the same facts as Example 5, except Goldie owns a cargo van that she uses only in her
business. Her tax practitioner has always used the SMR to calculate her vehicle expenses. In 2014, Goldie
transferred the van’s title to the corporation. Her tax practitioner calculates her accumulated depreciation
upon transfer to the corporation as follows. 27 28

Goldie’s tax practitioner calculates the corporation’s vehicle depreciation using the straight-line method over
a 5-year recovery period for the six months in 2014 that the corporation owned the van.

24. Rev. Proc. 2010-51, 2010-51 IRB 883.
25. Ibid.
26. IRS Notice 2013-80, 2013-52 IRB 821.
27. Ibid.
28. Ibid.

Year Business Miles Depreciation Rate in SMR Depreciation

2013 15,000 $0.23 per mile 27 $3,450
2014 (Jan. Jun.) 10,000 $0.22 per mile 28 2,200
Total accumulated depreciation $5,650

Straight Line Depr.
Purchase Date Cost Basis Prior Depr. Year 2 (20%) 6 Months of SL

August 25, 2013 $20,000 $5,650 $4,000 $2,000
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ASSETS PURCHASED IN THE YEAR OF INCORPORATION
As discussed previously, when a sole proprietorship transfers its assets to a controlled corporation, the corporation
“steps into the shoes” of the sole proprietorship for depreciation purposes for assets previously owned by the sole
proprietor. However, if the first tax year of the corporation is less than 12 months, then the corporation has a short year
in the year of incorporation.

Taxpayers are not allowed to use the MACRS percentage tables to determine depreciation for a short tax year.29 This
rule does not affect assets that were transferred from a sole proprietorship, but it does affect assets purchased after the
transfer. To determine the amount of depreciation allowable, the tax practitioner must first identify which convention
applies. Then the tax practitioner must calculate the depreciation using the appropriate depreciation method.

Determining the Applicable Convention in a Short Tax Year
For assets that must be depreciated using the mid-month convention, the length of the tax year does not affect the
application of the convention. However, both the half-year and the mid-quarter conventions are applied differently in
a short tax year.

The half-year convention is used for all assets not subject to the mid-month or mid-quarter conventions. Under the
half-year convention, property is treated as being placed in service or disposed of at the midpoint of the tax year. If
the short tax year either starts on the first day of a month or ends on the last day of a month,	the tax year consists of the
number of months in the tax year. If the short tax year includes only part of a month, the one partial month is treated
as if it were a full month. The midpoint of the tax year is determined by dividing the number of months in the tax
year by two.

Example 7. Fee, Fie, Foe, and Fum, Ltd., was incorporated on June 20, 2014. Its tax year ends on December
31. For depreciation purposes, the beginning of the 2014 tax year is June 1. Therefore, the corporation’s first
tax year consists of seven months. The mid-point of the tax year is September 15 (3.5 months from the
beginning of the tax year).

To determine if the taxpayer must use the mid-quarter convention, the basis of property placed in service in the last three
months of the tax year is compared to the basis of property placed in service during the full tax year. If the basis of property
placed in service in the last three months is more than 40% of the total, the taxpayer must use the mid-quarter convention.
The length of the tax year does not matter. If the short tax year is three months or less, the mid-quarter convention is used
for all applicable property placed in service during that tax year.

Each quarter of a short tax year is less than three months. Property depreciated using the mid-quarter convention is
treated as placed in service at the midpoint of the quarter of the tax year. The midpoint of each quarter is determined
by first dividing the number of months in the short tax year by four. For a short tax year of four or eight full calendar
months, the quarters are based on whole months. The mid-point of each quarter is either the first day or the midpoint
of a month.

29. For more information on calculating depreciation for a short tax year, see Rev. Proc. 89-15, 1989-1 CB 816.

Note. The mid-month convention must be used for nonresidential real property, residential rental property,
and any railroad grading or tunnel bore.
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Example 8. Good King Arthur Entertainment Corporation (GKAEC) is a calendar-year taxpayer. It was
incorporated and began business on May 1, 2015. It has a short tax year of eight months, ending on
December 31. During 2015, GKAEC placed $200,000 of equipment into service; $150,000 of that
equipment was placed in service in October. Because this amount comprises more than 40% of the total
($150,000 ÷ $200,000 = 75%), GKAEC must use the mid-quarter convention for all assets placed in
service in 2015.

Each quarter of GKAEC’s 2015 tax year equals two months.

The midpoint of a quarter for a short tax year of other than four or eight full calendar months is determined using the
following steps.

1. Determine the number of days in the short tax year.

2. Determine the number of days in each quarter by dividing the number of days in the short tax year by four.

3. Determine the midpoint of each quarter by dividing the number of days in each quarter by two.

If the midpoint of a quarter, as determined in Step 3, is on a day other than the first day or midpoint of a month, then
the property is treated as being placed in service on the nearest preceding first day or midpoint of that month.

Example 9. Use the same facts as Example 8, except GKAEC was incorporated and began business on
March 15, 2015. It has a short tax year of 9.5 months, ending on December 31.

GKAEC’s first step is to determine the midpoint of each quarter.

1. The short tax year (beginning March 15 and ending December 31, 2015) consists of 292 days.

2. The length of each quarter is 73 days (292 ÷ 4).

3. The midpoint of each quarter is the 37th day of the quarter (73 ÷ 2).

The following table shows the quarters of the short tax year, the midpoint of each quarter, and the date in each
quarter that the corporation must treat its property as being placed in service.

Quarter Midpoint Placed in Service Date

5/1 6/30 6/1 6/1
7/1 8/31 8/1 8/1

9/1 10/31 10/1 10/1
11/1 12/31 12/1 12/1

Quarter Midpoint Placed in Service Date

3/15 5/26 4/20 4/15
5/27 8/7 7/2 7/1

8/8 10/19 9/13 9/1
10/20 12/31 11/25 11/15
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Calculating MACRS Depreciation for a Short Tax Year
MACRS depreciation for a short year is the prorated amount of a full year’s depreciation based on the number of
months the property is treated as having been in service under the applicable convention.

Example 10. Handsome Lancelot Escorts incorporated on March 15, 2015. Its tax year ends on December 31.
On March 16, it purchased a computer for $1,000. This is the only property the corporation placed in service
during the short tax year.

The corporation does not claim a §179 deduction. The half-year convention and the 200% declining balance
method apply. The MACRS depreciation rate is 20% for the year the asset is placed in service.

The computer is treated as being placed in service on August 1 (the midpoint of the short tax year). The
corporation is allowed to deduct $167 ($1,000 basis × (5 months in service ÷ 6 months of the half-year
convention) × 20% depreciation rate).

Example 11. Use the same facts as Example 10, except the computer was purchased on October 16, 2015.
The corporation must apply the mid-quarter convention because more than 40% of the property placed in
service that year was purchased in the last three months of the tax year.

The property is treated as if it were placed in service on September 1, 2015. (See Example 9 for
computation.) Under MACRS, the corporation is allowed four months of depreciation. The corporation
multiplies the basis by 40% to calculate the depreciation for a full tax year ($1,000 × 40% = $400). The
corporation then multiplies $400 by 4/12 to calculate the short tax-year depreciation of $133.

Calculating Depreciation After a Short Tax Year
Either of the following methods can be used to calculate the depreciation for the years after a short tax year.30

• The simplified method

• The allocation method

Once the taxpayer selects a method, they must use it consistently.

Simplified Method. Under the simplified method, depreciation is calculated by multiplying the adjusted basis of the
property at the beginning of the year by the applicable depreciation rate.

Example 12. Use the same facts as Example 10. The corporation claimed depreciation of $167 for the 2015
short tax year. The computer’s adjusted basis on January 1, 2016, is $833 ($1,000 − $167). The 2016
depreciation is $333 (40% × $833).

Allocation Method. Under the allocation method, depreciation for each later tax year is calculated by allocating to
that year the depreciation attributable to the parts of the recovery years that fall within that year. For each recovery
year included, the depreciation is calculated by multiplying the depreciation attributable to that recovery year by a
fraction. The fraction’s numerator is the number of months included in both the tax year and the recovery year. The
denominator is 12. The allowable depreciation for the tax year is the sum of the depreciation for each recovery year
occurring in that tax year.

30. IRS Pub. 946, How To Depreciate Property.
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Example 13. Use the same facts as Example 10, except the first recovery year for the 5-year property placed
in service during the short tax year runs from August 1, 2015, to July 31, 2016. The taxpayer deducted five
months of the first recovery year on its tax return for the 2015 short year. Seven months of the first recovery
year and five months of the second recovery year fall within the 2016 tax year. The depreciation for 2016 is
$333, which is calculated as follows.

Special rules apply to property acquired as a gift. For example, a gift does not qualify for the IRC §179 deduction because
the property was not purchased by the taxpayer. The determination of the basis for depreciation purposes and the amount
of deductible loss on the eventual sale of the asset are also treated differently for property received as a gift.

The first step in determining the depreciation deduction allowable for property received as a gift is to determine the
donor’s adjusted basis, the FMV of the property at the time of the gift, and any gift tax paid by the donor on the gift.

The donor’s adjusted basis plus a portion of the gift tax paid by the donor is used by the taxpayer to establish their
depreciable basis in the gift. However, unlike a related party transaction (described earlier), the taxpayer does not
“step into the shoes” of the donor. Instead, the taxpayer starts the depreciation recovery period as of the date of the
gift, using the applicable convention and method.

Example 14. Grandpa decided it was time to abandon his summer home and move permanently to Florida,
where his new girlfriend lives. On April 30, 2015, he gave his house to his niece, Peggy Higglety, to do with
as she pleased. The FMV of the property at that time was $250,000. Grandpa’s basis in the home was
$200,000. He filed Form 709, United States Gift (and Generation-Skipping Transfer) Tax Return, but did not
owe any gift tax.

Peggy decides to use the house as rental property. On her 2015 return, she reports the acquisition date as
April 30, 2015, and a beginning basis of $200,000. Residential real estate is depreciated over 27.5 years
using the mid-month convention and the straight-line method.

For gifts received after 1976, a portion of the gift tax that was paid on the gift is added to the basis. This is calculated
by multiplying the gift tax by a fraction. The numerator of the fraction is the net increase in value of the gift, and the
denominator is the amount of the gift. The net increase in value of the gift is the FMV of the gift less the donor’s
adjusted basis. The amount of the gift is its value for gift tax purposes after reduction for any annual exclusion and
marital or charitable deduction that applies.31

DEPRECIATION OF ASSETS ACQUIRED AS A GIFT

31. IRS Pub. 551, Basis of Assets.

Prorated depreciation for the first recovery year:
Basis $1,000
Depreciation rate × 40%
Total 1st recovery year depreciation $ 400
Prorated for number of months in first recovery year × 7/12
Allocated depreciation for first recovery year $ 233 $233

Prorated depreciation for second recovery year:
Basis $1,000
Less: total depreciation for 1st recovery year ($167 + $233) (400)
Adjusted basis at the start of 2nd recovery year $ 600
Depreciation rate × 40%
Total second recovery year depreciation $ 240
Prorated for number of months in second recovery year × 5/12
Allocated depreciation for second recovery year $ 100 100

Total depreciation for 2016 $333
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Example 15. Use the same facts as Example 14, except Grandpa paid $2,000 for the gift tax due with Form
709. The net increase in the value of the gift was $50,000 (the FMV of $250,000 less Grandpa’s basis of
$200,000). The amount of the taxable gift for gift tax purposes was $236,000 ($250,000 FMV − $14,000
annual exclusion for 2015). The amount of the gift tax that is added to Peggy’s basis is $424 ($2,000 gift tax
× ($50,000 net increase in value ÷ $236,000 taxable gift amount)).

If the FMV of the property at the date of the gift is less than the donor’s adjusted basis, the depreciable value is still
equal to the donor’s adjusted basis plus the applicable portion of gift tax paid. However, if the taxpayer who received
the gift sells the property at a loss, the basis for calculating the loss is the FMV of the property at the time the taxpayer
received the gift plus or minus any required adjustments to basis while the taxpayer held the property.32

If the result is a loss when the adjusted basis is used to calculate a gain and the result is a gain when the FMV is used
to calculate a loss, the taxpayer has neither a gain nor a loss on the sale of the property.

Example 16. Use the same facts as Example 14, except the FMV of the property at the time of the gift is
$100,000. Peggy sells the property in 2020 for $125,000. At that time, her adjusted basis after taking
depreciation and selling costs into account is $170,000. She cannot deduct a loss on the sale because the
selling price is more than the FMV at the time she received it. However, she also does not have to report a
gain on the sale because the selling price is less than her adjusted basis.

Peggy reports the sale in part I of Form 4797, Sales of Business Property.

Before Treas. Reg. §1.168(i)-6 was enacted, when property was acquired in a like-kind exchange (or involuntary
conversion), the remaining basis in relinquished property was added to any new basis in the acquired property and the total
was depreciated over the life of the acquired property. This method of depreciation is sometimes called “the old method.”

However, under Treas. Reg. §1.168(i)-6, MACRS property acquired in a like-kind exchange is treated as having two
cost components for depreciation purposes: the old basis and the new basis. The old basis is the remaining basis from
the relinquished property (also called carryover basis). The new basis is the boot (i.e., cash or non-like-kind property
given to “even out” an exchange), if any, paid in the exchange.

32. Ibid.

Note. If the selling price exceeded Peggy’s basis, she would have to claim only the gain in excess of her basis.
The FMV at the time of the gift would not be relevant to the calculation of gain.

DEPRECIATION OF ASSETS ACQUIRED IN LIKE-KIND EXCHANGES

Note. Although there are two cost components for depreciation purposes, the asset continues to have a
single adjusted cost basis for purposes of calculating any gain or loss on disposition. Using the methods
described in the regulations, the new basis is required to be separately depreciated as newly purchased
MACRS property. The taxpayer generally continues to depreciate the carryover basis of the property over
the remaining recovery period and uses the same depreciation method and convention as the relinquished
property. However, this only applies when the acquired property has the same or a shorter recovery period
and the same or a more accelerated depreciation method than the property relinquished.
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Example 17. On December 31, 1999, Rumpel Stiltskin purchased a condominium in Florida for $300,000 for
rental purposes. On January 1, 2015, he traded the property for an apartment building in Las Vegas. He also
paid $20,000 to the prior owner of the Las Vegas rental property as part of the exchange.

Rumpel’s basis in the Florida condominium on the date of the trade was $135,456 ($300,000 cost − $164,544
accumulated depreciation). He renamed the building on his depreciation schedule to “Formerly FLA now
Vegas.” On his 2015 tax return, he claims the entire annual depreciation amount on the property as if no trade
had occurred. He will depreciate the carryover basis over the remaining 12.5 years of the condominium’s
27.5-year recovery period.

Rumpel also establishes a new depreciation item for the $20,000 boot he paid as part of the trade. This boot is
depreciated over 27.5 years starting in January 2015.

For acquired property that has a longer recovery period or a less accelerated depreciation method than the relinquished
property, the taxpayer generally must depreciate the carryover basis of the acquired property as if it were placed in
service in the same tax year as the relinquished property. They also generally continue to use the longer recovery
period and the less accelerated depreciation method of the acquired property.

Example 18. On July 7, 2005, Kris Kringle purchased residential property for $100,000. He used this property
to house his elves during the height of their busy season, when they are not allowed to leave the factory
grounds. The recovery period of the property was 27.5 years.

As of December 2014, Kris had claimed a total of $34,391 in depreciation and his adjusted basis was $65,609
($100,000 − $34,391). On January 1, 2015, he traded the residential property to Winter Warlock for a
warehouse. Kris will use the warehouse to manufacture electronic devices. This was an even trade with no
boot. The warehouse has a recovery period of 39 years.

The warehouse has a longer recovery period than the residential property. Thus, Kris is not allowed to
continue the depreciation over the remaining 18-year recovery period of the residential property (27.5 year-
recovery period − 9.5 years of use). If he had originally purchased commercial property, it would have 29.5
years remaining before it was completely depreciated (39-year recovery period − 9.5 years of use).

Kris must depreciate the carryover basis of $65,609 by the number of years remaining in the newly acquired
property’s recovery period. His 2015 depreciation is $2,224 ($65,609 carryover basis ÷ 29.5 remaining years.)

As noted in the following table, instead of using the procedures in Treas. Reg. §1.168(i)-6(i), the taxpayer can elect
out of the regulations.

Replacement Property Has: Applicable Rule

Same MACRS recovery period and same or
faster depreciation method

(a) Apply the same depreciation method
and convention to the carryover basis
as used for the relinquished property

(b) Elect out of rules under Treas. Reg.
�1.168(i)-6(i)

MACRS recovery period of replacement
asset shorter than traded asset and same
or faster depreciation method

(a) Apply the same depreciation method
and convention to the carryover basis
as used for the relinquished property

(b) Elect out of rules under Treas. Reg.
�1.168(i)-6(i)

MACRS recovery period of replacement
asset longer than traded asset and same
or slower depreciation method

(a) Apply the longer recovery period and
slower depreciation method to the
carryover basis

(b) Elect out of rules under Treas. Reg.
�1.168(i)-6(i)
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If the taxpayer elects out, then the adjusted basis of the relinquished asset is treated as if it were disposed of at the time
of the exchange. The entire basis of the acquired asset (reflecting both the carryover basis of the relinquished property
and any boot paid) is depreciated using the recovery period for the acquired asset. The property is treated as if it were
placed in service on the later of:

• The date the acquired property was placed in service, or

• The date of the disposition of the relinquished property.33

Electing out is done on an asset-by-asset basis by the due date (including extensions) of the return for the year of
replacement. A statement should be attached to the return indicating “Election Made Under Section 1.168(i)-6(i).”
Once made, the election cannot be revoked without IRS consent. In the case of a partnership, S corporation,
or consolidated group, the election is made by the partnership, the S corporation, or the common parent of the
consolidated group, respectively.

Electing out does not affect the amount of gain or loss recognized on the exchange. It merely starts a fresh recovery
period for the acquired property. The primary benefit of electing out is that identifying the following is easier.

• Which assets the taxpayer is holding

• The basis of property when an asset is sold (If this method is not used, it can be difficult to determine which
assets on the depreciation schedule should be included in the basis of the relinquished property.)

The primary disadvantage of electing out is that it produces the least amount of depreciation in the first year. It also
extends the length of time it takes to fully depreciate the acquired asset.

Example 19. Use the same facts as Example 18, except Kris elects out of Treas. Reg. §1.168(i)-(6)(i). Instead
of depreciating the newly acquired commercial property over 29.5 years, he must treat it as placed in service
on January 1, 2015, and depreciate it over 39 years. His annual depreciation is $1,682 ($65,609 carryover
basis ÷ 39-year recovery period).

The following additional rules apply to depreciation of assets acquired in like-kind exchanges.

1. The carryover basis in the newly acquired asset is not eligible for IRC §179.

2. The carryover basis is qualified for bonus depreciation if the newly acquired asset meets the other
eligibility criteria.

3. The boot paid is eligible for both IRC §179 and bonus depreciation if all other requirements are met.

33. IRS Pub. 946, How To Depreciate Property.

Note. For more information about electing out of the rules under Treas. Reg. 1.168(i)-6(i), see the
instructions for Form 4562, Depreciation and Amortization.
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HOME OFFICE DEPRECIATION
Typically, if the taxpayer’s home is a single-family residence and part of it is used as an office, the home office portion
may be depreciated as nonresidential real property over 39 years.

The taxpayer can elect to use the safe harbor method for deducting home office expenses instead of the actual
expense method. A taxpayer who uses the safe harbor method cannot deduct any depreciation for the qualified home
office for the tax year covered by the election. The depreciation deduction allowable for the home office for that tax
year is deemed to be zero.

The safe harbor method requires an annual election that must be made on a timely filed original tax return using
Schedule C. The election is made simply by using this method. However, once made, the election is irrevocable for
that tax year.

The depreciation deduction for the home office may save both income and self-employment (SE) taxes, depending
on the taxpayer’s situation. Whether the taxpayer is better off using the safe harbor method or the actual expense
method for a taxpayer’s home office deduction depends on several factors, including the following.

• The amount of deductible mortgage interest the taxpayer pays

• The amount of real estate taxes on the home

• The taxpayer’s overall tax rate

• Whether the taxpayer has already incurred the maximum amount of social security tax on SE income

• The taxpayer’s liability for the additional Medicare tax

The tax practitioner should consider all these factors annually — as well as the potential for tax on the future sale
of the home — when advising a client on the best option for any particular year.

GAIN ON THE SALE OF A HOME
Married filing jointly (MFJ) taxpayers may exclude from their income up to $500,000 of gain on the sale of their principal
residence. A single or married filing separately (MFS) taxpayer may exclude up to $250,000.34 To qualify, the taxpayer
must have owned and used the dwelling as their principal residence for at least two years during the 5-year period ending
on the date of the sale. A reduced exclusion amount is available if certain qualifications are met.

HOME OFFICE

Note. If the home is an apartment in a building that is residential rental property owned by the taxpayer, the
office portion is depreciated as residential rental property over 27.5 years.

Note. More information about deducting home office expenses can be found in the 2014 University of Illinois
Federal Tax Workbook, Volume C, Chapter 4: Special Taxpayers.

34. IRC §121.

2015 Workbook

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes.



B26 2015 Volume B — Chapter 1: Depreciation

However, if part of the taxpayer’s home was used as a qualified home office, the portion of any gain from the sale that
is attributable to depreciation allowed or allowable after May 6, 1997, on the home office is taxable income for the
taxpayer in the year of the sale. That income is reported as unrecaptured IRC §1250 gain on Schedule D, Capital
Gains and Losses. This gain is taxed at a maximum rate of 25%.

As mentioned earlier, if the taxpayer elects to use the safe harbor method for deducting home office expenses, the
allowable depreciation of the home office for the tax year is zero. This may mean future tax savings for some taxpayers.

Example 20. Kwan Lee is a tax professional. In January 2013, she began using one room in her residence
exclusively and regularly to meet with clients, provide accounting services, and prepare tax returns. She
qualifies to claim a home office deduction. In 2013, Kwan’s home office depreciation deduction was $492.
From 2014 through 2024, her depreciation deduction is $513 each year. As of January 2025, her accumulated
depreciation is $6,135 ($492 + ($513 × 11 years)).

In January 2025, Kwan sells the home for a gain. The sale qualifies for the IRC §121 exclusion for the sale of
a principal residence, but the gain attributable to the depreciation claimed in prior years is taxable. The
maximum tax rate on the gain is 25%. Therefore, depending on Kwan’s other income, she could pay as much
as $1,534 in federal taxes due to the sale ($6,135 × 25%). The amount of tax savings from claiming the
depreciation expense varied each year from 2013–2024.

If Kwan used the safe harbor method for determining her home office deduction during these years, none of
the gain would be attributable to depreciation. Therefore, none of the gain would be taxable.

IRC §179
The disposition of property used predominantly in a trade or business that was expensed, in whole or in part, using
IRC §179 does not result in recapture of the §179 deduction.35 The §179 expense is subject to the same rules as any
other depreciation taken on that property in determining the tax rate paid on the sale or disposition.

However, IRC §179 expensing of an asset is subject to recapture if the asset’s business use falls to 50% or less
during the recovery period. The amount recaptured is the §179 deduction taken minus the MACRS depreciation
that would have been allowed on the asset from the time the property was placed in service up to and including the
year of recapture.36

Part IV of Form 4797 is used to report the recapture of an IRC §179 deduction. The §179 deduction is reported on line
33(a), and the recomputed depreciation is reported on line 34(a). The difference is entered on line 35(a), and it is also
reported as other income on the schedule on which the original deduction was taken.37

Note. If a taxpayer meets certain conditions, the sale of the home is reported on Form 8949, Sales and Other
Dispositions of Capital Assets. More information about the sale of a principal residence can be found in the
2014 University of Illinois Federal Tax Workbook, Volume C, Chapter 3: Capital Gains and Losses.

RECAPTURE

35. Treas. Reg. §1.179-1(e)(2).
36. See Treas. Reg. §1.179-1(e)(1).
37. Instructions for Form 4797.
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Example 21. Polly owns a small restaurant called Polly’s Kettle, which she operates as a sole proprietorship . In
2012, she purchased a new stove. She elected to write off the entire $20,000 cost of the stove using IRC §179. She
did not purchase any other assets and did not elect out of bonus depreciation.

On January 1, 2014, Polly took the stove out of her restaurant and moved it to her new home. At the
restaurant, the stove was used entirely for business purposes. At her home, it is only used 25% for business
when she is concocting new recipes.

The portion of the IRC §179 deduction that must be recaptured is calculated as follows.

The recapture is reported on the following 2014 Form 4797. The $6,122 is reported as other income on
Polly’s Schedule C, and it is subject to both ordinary income tax and SE tax. However, the basis in the
property also increases by the amount recaptured.

Observations for Example 21.

1. No provision requires the recapture of bonus depreciation for most assets, including Polly’s
stove. However, there is a provision that requires recapture if the asset is listed property under
IRC §280F (discussed next).

2. If the asset Polly acquired in 2012 had been used property instead of new, bonus depreciation would
not have been applicable in 2012. In that case, the amount of the recapture would have been higher.

BONUS DEPRECIATION OF LISTED PROPERTY
Bonus depreciation is generally not subject to recapture unless the asset is listed property under IRC §280F. If business
use of listed property falls to 50% or less after the first year, depreciation taken in excess of the amount allowed under the
ADS must be recaptured.38 To calculate the excess depreciation, all depreciation is taken into account, including bonus
depreciation, IRC §179 expenses, and MACRS depreciation. Depreciation under ADS is calculated using the straight-line
method, and it may be subject to a different recovery period than MACRS depreciation.

38. IRC §280F(b)(2).

IRC �179 deduction in 2012 $20,000
Recomputed depreciation for 2012 and 2013 using MACRS:

50% bonus depreciation $10,000
2012 half-year convention, 200% DB 1,429
2013 half-year convention, 200% DB 2,449
Total recomputed depreciation $13,878 (13,878)

Depreciation taken in excess of amount allowed without the IRC �179 deduction $ 6,122
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Example 22. In June 2010, Brandon Wax, owner of Candlestick Makers, purchased and placed in service a
new sports utility vehicle (SUV) that cost $28,000. During the 2010–2013 tax years, he used it exclusively
for qualified business purposes.

In 2010, Brandon claimed a $10,000 IRC §179 deduction on the SUV and $9,000 of bonus depreciation. He
began depreciating the balance of the purchase price using the 200% declining-balance method over a 5-year
GDS recovery period. The SUV’s gross vehicle weight is over 6,000 pounds, so it is not subject to the annual
limits for depreciation of passenger vehicles.

During 2014, Brandon’s business use of the vehicle dropped to 50%. He must calculate the excess
depreciation and include it in his 2014 gross income. The excess depreciation is calculated as follows.

This $6,845 is shown in part IV of Form 4797 and carried to Brandon’s 2014 Schedule C. It is subject to both
ordinary income tax and SE tax.

Note. Excess depreciation that is recaptured under these rules is added back to the basis of the property.
However, for property depreciated using the straight-line method and ADS property life, the amount of
depreciation allowable in the year that business use drops to 50% or less is not changed by this adjustment. In
Example 22, the 2014 depreciation is still 20% of $28,000 ($5,600) before it is allocated to business and
nonbusiness use.

Total depreciation claimed for 2010 through 2013:
IRC �179 expense $10,000
Bonus depreciation 9,000
2010 MACRS depreciation 1,800
2011 MACRS depreciation 2,880
2012 MACRS depreciation 1,728
2013 MACRS depreciation 1,037

Total depreciation claimed 2010 2013 $26,445 $26,445

Depreciation allowable using the straight-line method
and ADS recovery life of five years:
2010 (10% of $28,000) $ 2,800
2011 (20% of $28,000) 5,600
2012 (20% of $28,000) 5,600
2013 (20% of $28,000) 5,600

Total depreciation allowable 2010 2013 $19,600 (19,600)
Excess depreciation $ 6,845
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DEPRECIATION RECAPTURE IN GENERAL
Except as previously explained for IRC §179 and bonus depreciation, recapture of depreciation taken in prior years
does not occur unless the property is sold or otherwise disposed of. When disposition occurs, any realized and
recognized gain is taxable. The recapture provisions determine the portion of the gain taxed as:

• Ordinary income,

• Unrecaptured IRC §1250 gain, or

• Capital gain.

These recapture provisions do not require that the gain be included in SE income — even if the original deduction was
for property used in an activity considered to be self employment.

IRC §1245 Property
When IRC §1245 property is sold, the taxpayer is required to report as ordinary income the lesser of the gain realized
or the depreciation allowed or allowable on the asset. In general, this rule applies to depreciable personal property
and certain types of real property, such as single-purpose agricultural and horticultural structures and property used
as an integral part of production. Personal property includes both tangible and intangible property.39

Example 23. In 2010, Willie Winkie purchased the client list and other intangible assets that Billie Binkie had
developed during the 50 years he was in the tax and accounting business. At that time, Willie did not purchase
any of the tangible personal assets or real property that Billie had used in his business. Instead, he leased them
from Billie.

The purchase price of the intangible property was $15,000. All of it qualified for amortization under IRC §197
starting on July 1, 2009.

In 2014, Willie sold the practice to Millie. Millie paid Willie $20,000 for the intangible property on December 31,
2014. (Millie leases the tangible personal assets and real property from Billie’s widow, Willow.)

From July 1, 2009, to December 31, 2014, Willie claimed amortization on the intangibles of $4,500. His
adjusted basis in the property is $10,500 ($15,000 − $4,500).

Willie’s gain on the sale is $9,500, which is calculated as follows.

Of the gain, $4,500 is attributable to amortization and $5,000 is the amount of the gain that results from the
selling price ($20,000) being greater than the original purchase price ($15,000). The $4,500 is taxed at
Willie’s ordinary tax rate. The $5,000 is taxed at Willie’s capital gains rate.

Willie reports the sale in part III of Form 4797.

39. Treas. Reg. §1.1245-3(b).

Sales price $20,000
Less: basis (10,500)
Gain $ 9,500
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For Example 23

IRC §1250 Property
Accelerated Depreciation on IRC §1250 Property. Generally, IRC §1250 property includes all depreciable real
property that is not §1245 property. If any depreciation was claimed on an accelerated basis (such as bonus
depreciation or special property that qualified for certain tax incentives) and the property is sold, a portion of the gain
attributable to the accelerated depreciation is taxed as ordinary income. The amount taxed as ordinary income is the
lesser of the gain realized or the depreciation claimed that is in excess of the amount that would have been allowed
using the straight-line method.

Example 24. Kitty purchased and placed in service a machine shed for her cotton harvesting equipment on
September 11, 2011, for $50,000. The machine shed is 20-year property and was eligible for 100% bonus
depreciation in 2011, which Kitty used. In 2015, she sold the shed and the parcel of ground it was on to
Mitten’s, Inc., for $35,000.  

The contract for sale allocated $30,000 of the sales price to the shed and $5,000 of the price to the land.
Kitty’s basis in the land is $1,000.

The tax consequences of the sale of the shed are calculated as follows.

Basis in machine shed:
Purchase price $50,000
Less: depreciation claimed (50,000)
Remaining basis $ 0

Gain realized:
Sales price $30,000
Less: remaining basis (0)
Realized gain $30,000

Excess depreciation:
Bonus depreciation claimed $50,000
Less: straight-line depreciation allowable (half-year convention) (10,000)
Bonus depreciation in excess of straight-line $40,000

Amount of gain taxed as ordinary income:
Realized gain $30,000
Excess depreciation 40,000

Lesser of realized gain or excess depreciation $30,000
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1
The $30,000 gain is taxed as ordinary income to Kitty.

The tax consequences of the sale of the land are calculated as follows.

The realized gain on the sale of the land is taxed at capital gains rates. 40

Unrecaptured IRC §1250 Gain. Straight-line depreciation of IRC §1250 property is not subject to recapture when
the property is sold or otherwise disposed of. However, the portion of the gain attributable to straight-line
depreciation is treated as ordinary income except that the maximum tax rate for individual taxpayers on that
portion of the gain is capped at 25%.41

Example 25. Mouse purchased a rental house in August 2005. The purchase price was $120,000, $20,000 of
which was allocated to land. From 2005 to 2015, he claimed a total of $36,361 in depreciation. All of this
depreciation was calculated using the straight-line method, because bonus or other accelerated depreciation
methods were not available for residential real estate in 2005.

Mouse sold the property in August 2015 for a total of $180,000. The tax consequences of the sale are
calculated as follows.

The portion of the gain attributable to straight-line depreciation — which is called the unrecaptured IRC
§1250 gain — is taxed as ordinary income up to a maximum rate of 25%.

The remaining portion of the gain is taxed as a capital gain.

Real Estate Placed in Service Between 1980 and 1987. The depreciation deduction for real property placed in
service between 1980 and 1987 may have been calculated using the accelerated cost recovery system (ACRS).
Generally, if a gain is realized on the sale of an asset that was depreciated under ACRS, the depreciation component
of the gain is taxed as ordinary income under IRC §1245. As a result, the 25% limit on the income tax rate
attributable to depreciation of real property does not apply.  

Note. Accelerated depreciation does not qualify for the 25% maximum rate that applies to the gain
attributable to depreciation for most types of real estate.40 More information on the 25% rate is provided in
the next section.

40. Treas. Reg. §1.168(k)-1(f)(3).
41. IRC §1(h)(1)(E).

Note. The §1250 recapture rules vary according to the date the property was placed in service and the method
of depreciation claimed. The percentage used to calculate the amount taxable as ordinary income because of
additional depreciation varies depending on whether the property is nonresidential real property, residential
real property, or low-income housing. For more information, see the instructions for Form 4797.

Sales price $5,000
Less: basis (1,000)
Realized gain $4,000

Sales price $180,000
Less: adjusted basis in property ($120,000 $36,361) (83,639)
Total gain $ 96,361
Less: portion of the gain attributable to straight-line depreciation (36,361)
Remaining portion of the gain attributable to appreciation $ 60,000
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This rule does not apply to residential rental property. It also does not apply to real property depreciated under the
alternate ACRS method.

Recapture Under IRC §291 for C Corporations. Under IRC §291, a C corporation that realizes a gain on §1250
property may be required to recapture part of the depreciation claimed on the property even if recapture is not
otherwise required. The amount treated as ordinary income is 20% of the excess, if any, of:

• The amount that would be treated as ordinary income if the property were §1245 property, minus

• The amount treated as ordinary income under §1250.

Because there is no preferential capital gains rate for corporations, the §291 adjustment is usually not a major
consideration. However, the recharacterization of income has an impact in years in which the C corporation has
capital losses in excess of capital gains because the excess capital losses of the corporation cannot be used to offset
ordinary income.42

IRC §291 also applies to an S corporation that was a C corporation in any of the three immediately preceding tax years.43

DEPRECIATION RECAPTURE ON RESIDENCE USED AS RENTAL PROPERTY 
For sales and exchanges of personal residences after December 31, 2008, the Housing Assistance Tax Act of 2008
reduced the exclusion of eligible gain under IRC §121 to the extent that gain is allocated to nonqualified usage.
Starting in 2009, a portion of the gain on a principal residence may be taxable if the house was used other than as a
principal residence. This prevents taxpayers from selling a second home, vacation home, or rental home and
excluding all of the gain even if they meet the §121 two-out-of-five-years ownership and use tests.

Nonqualified usage is any period after December 31, 2008, that the property is not used as the principal
residence of the taxpayer, spouse, or former spouse. The period of nonqualified use does not include any portion of
the 5-year period ending on the date of sale that is after the last date the property is used as the taxpayer’s (or spouse’s)
principal residence.44 

The gain allocated to nonqualified use is calculated using the following formula.

Recapture of depreciation is applied before the gain allocated to periods of nonqualified use. The gain allocated to
nonqualified use is based on the total gain less any gain recognized due to depreciation after May 6, 1997.

Note. For more information, see the “Dispositions of Depreciable Property” section in IRS Pub. 544, Sales
and Other Dispositions of Assets (For use in preparing 1994 Returns). This publication can be found at
uofi.tax/15b1x1 [www.irs.gov/pub/irs-prior/p544--1994.pdf]. 

42. IRC §1211(a).
43. IRC §1363(b)(4).

Note. For more information about the sale of a principal residence, including a discussion of the ownership
and use tests, see the 2014 University of Illinois Federal Tax Workbook, Volume C, Chapter 3: Capital
Gains and Losses.

44. IRC §121(b)(5)(C)(ii).

Gain allocated to nonqualified use Total Gain Aggregate periods of nonqualified use
Total period of time taxpayer owned property
----------------------------------------------------------------------------------------------------=
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Example 26. Travis, who is single, purchased a house on May 22, 2008, for $200,000. Travis moved in on that
date and lived in the house until May 31, 2010, when he moved out of the house and put it up for rent. The
house was rented from June 1, 2010, to March 31, 2012. Travis claimed depreciation deductions for 2010
through 2012 totaling $10,000. Travis moved back into the house on April 1, 2012, and lived there until he
sold the house on January 31, 2014, for $390,000. 

Travis owned and lived in the house for more than two years during the 5-year period ending on the date of
sale, as shown in the following table.

During the period Travis owned the house (2,080 days), his period of nonqualified use was 670 days. He can
exclude $128,798 of the gain, as shown in the following table.

The sale of Travis’s residence is reported on Form 8949, Sales and Other Dispositions of Capital Assets. The
amounts from Form 8949 flow to Schedule D, Capital Gains and Losses. These forms follow.

Note. For detailed information about reporting transactions on Form 8949 and Schedule D, see the 2014
University of Illinois Federal Tax Workbook, Volume C, Chapter 3: Capital Gains and Losses.

5-Year Period Used as Home Used as Rental

Jan. 31, 2009 May 31, 2010 16 months
Jun. 1, 2010 Mar. 31, 2012 22 months
Apr. 1, 2012 Jan. 31, 2014 22 months
Total 38 months 22 months (670 days)

Sales price $390,000
Basis ($200,000 purchase price − $10,000 depreciation) (190,000)
Total gain $200,000
Unrecaptured �1250 gain (depreciation) (10,000)
Remaining gain to be allocated $190,000
Taxable gain due to nonqualified use ((670 ÷ 2,080) × $190,000)

treated as long-term capital gain (61,202)
Remaining gain excluded under �121 $128,798
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For Example 26
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For Example 26

Observations for Example 26.

1. The total gain of $71,202 consists of $61,202 of gain due to nonqualified use and $10,000 of
unrecaptured §1250 gain.

2. The unrecaptured §1250 gain is entered on line 19 of Schedule D.
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In working with new clients, practitioners may find that these individuals did not deduct the correct amount of
depreciation for their assets. This is generally discovered when the taxpayer sells the property and asks a practitioner
for assistance.

FILING AN AMENDED RETURN
A taxpayer that did not deduct the correct amount of depreciation in any year may be able to make a correction by
filing an amended return for that year. A taxpayer can file an amended return to correct the depreciation amount
claimed for any property in any of the following situations.  

• The taxpayer claimed the incorrect amount because of a mathematical error made in any year.

• The taxpayer claimed the incorrect amount because of a posting error made in any year.

• The taxpayer has not adopted a method of accounting for property placed in service in tax years ending
after December 29, 2003.

• The taxpayer claimed the incorrect amount on property placed in service in tax years ending before
December 30, 2003.

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

• Three years from the date the taxpayer filed their original return for the year in which they did not deduct the
correct amount (A return filed before an unextended due date is considered filed on that due date.) 

• Two years from the time the taxpayer paid their tax for that year

FILING FORM 3115
If the taxpayer does not qualify to correct their depreciation by filing an amended return, the IRS has provided
taxpayers with an alternative method for correcting depreciation. Despite the general rule that mistakes cannot be
corrected after the statute of limitations expires, missed depreciation can be corrected even long after the asset should
have been fully depreciated.

Form 3115, Application for Change in Accounting Method, is used to notify the IRS of the correction. Unfortunately, Form
3115 is one of the most complicated forms issued by the IRS. It is designed to cover hundreds of different situations that
result in a change in accounting method. Tax practitioners using the form should pay careful attention to the detailed
instructions provided by the IRS and should review the revenue procedures applicable to the requested change.

Correcting depreciation is generally covered under the automatic change procedures, which do not require the
taxpayer to obtain IRS consent before making the change. Form 3115 can be filed with the tax return and does not
require an application fee under the automatic change procedures. Filing Form 3115 to claim previously unclaimed
depreciation allows the taxpayer to deduct, in the current year, the entire amount of depreciation not
previously deducted.

A taxpayer who did not claim any of the allowable depreciation for certain assets on prior years’ returns and is
claiming the missed depreciation on the current year’s return is changing from an impermissible method to a
permissible method. The total amount of missed depreciation includes the depreciation that should have been taken in
both open and closed years. This total is reported as an “other expense” on the appropriate schedule of the taxpayer’s
return for the year of the change.

CORRECTING DEPRECIATION

Note. A taxpayer adopts a method of accounting for depreciation by using a permissible method of determining
depreciation when they file their first tax return, or by using the same impermissible method of
determining depreciation on two or more consecutively filed tax returns. For an exception to the 2-year rule, see
Rev. Proc. 2015-14. For more information about changes in accounting methods, see IRM 4.11.6.2.

Note. Examples of completed Forms 3115 for other types of changes are included in the 2015 University of
Illinois Federal Tax Workbook, Volume B, Chapter 5: Capitalization vs. Repair Update.
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Example 27. Toni was excited when she heard that Jack and Jill Hill made an appointment for help in
preparing their 2015 income tax returns. However, when she first met with them, she was surprised to
learn that they had never taken a depreciation deduction for any of their five rental properties. The Hills
had purchased these rental properties between 2002 and 2015. The Hills’ average annual gross receipts
were $100,500 (as determined under Treas. Reg. §1.263(a)-3(h)(3)) for the three preceding tax years. They were
not currently involved in any IRS examinations.

After attending a tax seminar, Toni was pleased to learn that she could prepare Form 3115 to claim all of
the depreciation deductions the Hills had missed when they were preparing their own returns. She was
even more pleased to learn that the total of all the missed depreciation could be deducted on the taxpayer’s
2015 Form 1040, Schedule E, Supplemental Income and Loss.

Toni calculated that the total prior years’ depreciation was $63,091. She completed Form 3115 to document
the adjustment and notify the IRS about the change. The missed depreciation for each property was deducted
on line 19 (other expenses) of Schedule E, and the description “Form 3115 §481(a) adjustment” was entered
on the description line. This is shown on the following Schedule E, copy 1 and copy 2. Column C of copy 1
does not show an amount for the Form 3115 deduction because the rental property reported in this column
was placed in service in 2015. Therefore, there is no Form 3115 deduction for this property.
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For Example 27

Explanation of Certain Entries on the Hills’ Form 3115

In the identification section of Form 3115, the entries for “tax year of change” relate to the tax year in which
the change is being reported. The Hills qualify to file a simplified version of Form 3115 because their average
annual receipts do not exceed $10 million.45 Under the rules for small business taxpayers making this type of
change in accounting method,46 they are only required to complete the following information on Form 3115.

1. The identification section of page 1 (above part I)

2. The signature section at the bottom of page 1

3. Part I

4. Part II, all lines except 13, 15, 17, and 19

5. Part IV, all lines except line 25

6. Schedule E

Note. In this example, the deductible rental losses were limited to $25,000 in 2015 in accordance with the
rules for passive activity losses. The excess losses carry forward to future years. For more information about
rental activity losses, see the 2014 University of Illinois Federal Tax Workbook, Volume B, Chapter 4:
Passive Activities.

45. As calculated under Treas. Reg. §1.263(a)-3(h)(3).
46. Rev. Proc. 2015-14, 2015-5 IRB 450.

Note. For more information about Form 3115 and the simplified procedures for small business taxpayers, see the
2015 University of Illinois Federal Tax Workbook, Volume B, Chapter 5: Capitalization vs. Repair Update.
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Part I: Information for Automatic Change Request

Line 1(a). The designated change number for this particular adjustment is “7.” This number is found in
the instructions for Form 3115 under “List of Automatic Accounting Method Changes.”

Part III: Information for Advance Consent Request

The Hills’ change is approved under the automatic change procedures. Therefore, they do not have to
complete this section.

Part IV: Section 481(a) Adjustment

Line 26. On this line, Jack and Jill Hill inform the IRS that they are deducting $63,091 on their 2015
return due to the change in depreciation method. The calculation of their adjustment is shown in the
attachments to Form 3115.

Line 27. The Hills’ change decreases their taxable income. Therefore, they make the entire adjustment
on the tax return for the year of the change.

Schedule E: Change in Depreciation or Amortization

Line 1. None of the Hills’ rental property was purchased before 1980. Therefore, the depreciation on
these assets is not determined under Treas. Reg. §1.167(a)-11.

Lines 5 through 7. The information requested for these lines is provided in the attachment to Form 3115.
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Jack and Jill Hill SS# 321-11-3115 & 321-12-3115
FORM 3115 ATTACHMENT

This Form 3115 is filed for the following properties:

Note: No change is being made for property C (6900 Unicorn Point) on Schedule E, Copy 1 because this
property was placed in service in 2015.

Part II

Q14 a. Items being changed: Depreciation of residential real estate used in rental activity

b. Present method: No depreciation was taken

c. Proposed method: Calculate depreciation using 27.5-year life starting when properties purchased.

d. Present overall accounting method: Cash

Part IV

Q26 The correct amount of depreciation for each property is calculated using straight-line, mid-month
convention over 27.5 years.

Property E1A: 4200 Rainbow Circle Urbana, IL 61801

The cost of the real estate including improvements was $46,000. The amount of the cost allocated to land is
$7,360 based on the county assessor records.

Property E1B: 4000 Rainbow Court Urbana, IL 61801

The cost of the real estate including improvements was $44,500. The amount of the cost allocated to land is
$6,120 based on the county assessor records.

E1 A 4200 Rainbow Circle Urbana, IL 61801

E1 B 4000 Rainbow Court Urbana, IL 61801

E2 A 8000 Pegasus St. Urbana, IL 61801

E2 B 8200 Butterfly Landing Urbana, IL 61801

Improper Per Proper IRC ����481
Depr. Year Depr. Adj.

1 2002 $0 $ 293 $ 293 ($ 293)
2 2003 through 2014 0 1,405 16,860 (16,860)

($17,153)

Improper Per Proper IRC ����481
Depr. Year Depr. Adj.

1 2014 $0 $291 $291 ($291)
($291)
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Property E2A: 8000 Pegasus St Urbana, IL 61801

The cost of the real estate including improvements was $65,000. The amount of the cost allocated to land is
$2,922 based on the county assessor records.

Property E2B: 8200 Butterfly Landing Urbana, IL 61801

The cost of the real estate including improvements was $80,000. The amount of the cost allocated to land is
$2,556 based on the county assessor records.

Schedule E - Change in Depreciation or Amortization

Improper Per Proper IRC ����481
Depr. Year Depr. Adj.

1 2003 $0 $1,223 $ 1,223 ($ 1,223)
2 2004 through 2014 0 2,257 24,829 (24,829)

($26,052)

Improper Per Proper IRC ����481
Depr. Year Depr. Adj.

1 2007 $0 $2,699 $ 2,699 ($ 2,699)
2 2008 through 2013 0 2,816 16,896 (16,896)

($19,595)

5 See Q14b above

7a Code section under which the property is depreciated: IRC �167

7b Asset class: Residential real estate

7c Facts in support of method: See above

7d Depr method: �168(b)(3)(B) Straight line

7e Recovery period: 27.5

7f Convention: Mid-month convention

7g First-year special depreciation allowance not claimed for any of the properties
because the properties were not eligible.
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DEPRECIATION PROBLEMS
The following problems and solutions are intended to give the reader the opportunity to put the material presented in
this chapter to practical use. To arrive at the solution for a particular problem, a practitioner may need to:

1. Use the list of nine classes and/or both tables in appendix B of IRS Pub. 946 (provided at the end of this chapter);

2. Understand the requirements for an asset to qualify for bonus depreciation or IRC §179 (including the
extended effective dates as modified by TIPA); and/or

3. Apply the special limitations applicable to listed property.

For the following problems, the reader should indicate if the property is eligible IRC §179 property, if it qualifies for
bonus depreciation, and which recovery period applies to it. The property may also be subject to additional
limitations, which the reader should note. All the businesses in these problems use a calendar tax year.

Solutions to these problems can be found in the next section.

Problem 1
Frog Princes, LLC, is a tax preparation service. It purchased a new hydraulic hand dolly for $1,200 on January 1, 2015. It
uses the dolly to distribute boxes of printing paper to each preparer’s office.

Problem 2
Golden Ball, Inc., is a demolition company. On July 1, 2014, it purchased a new desk for its managing partner for $20,000.

Problem 3
The Woodcutter’s Wife is a retail establishment selling handcrafted religious statues. On January 2, 2014, it purchased
a used display case for its showroom that cost $45,000.

APPENDIX

IRC ����179 Property? Qualifies for Bonus Depreciation? Recovery Period?

Yes No Yes No

IRC ����179 Property? Qualifies for Bonus Depreciation? Recovery Period?

Yes No Yes No

IRC ����179 Property? Qualifies for Bonus Depreciation? Recovery Period?

Yes No Yes No
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Problem 4
Faithful Johannes, Inc., owns a construction enterprise. On March 15, 2014, it purchased a used crane for use in its
construction projects. The crane cost $600,000. The company invested a total of $2.3 million in equipment during
the year.

Problem 5
Steve Stranger is a self-employed fiddler who performs at various venues during the year. On September 23, 2014, he
purchased a new Lexus GS 450h hybrid for $70,000. The gross vehicle weight (GVW) of the sedan is 5,125 pounds.
In 2014, Steve used this vehicle to travel 6,000 miles for business purposes and 20,000 miles total.

Problem 6
Snoopy Shimoda purchased a used Travel Air 4000, a 3-seat biplane, on August 25, 2015, for $15,000. He used the
plane to ferry passengers from Racine, Wisconsin, to Holland, Michigan.

Problem 7
DuWayne Racer built a car wash. Construction began in 2013 and was finished in January 2015 at a total cost of
$1.2 million. The grand opening was held on February 16, 2015.

Problem 8
National Parts, Inc., fabricates specialty metal components for an international equipment manufacturer. In 2014, National
Parts, Inc., spent $200,000 on dies, jigs, molds, patterns, fixtures, and gauges specifically needed to manufacture the
components. These special tools cannot be adapted to a different use if the designs of the components change.

IRC ����179 Property? Qualifies for Bonus Depreciation? Recovery Period?

Yes No Yes No

IRC ����179 Property? Qualifies for Bonus Depreciation? Recovery Period?

Yes No Yes No

IRC ����179 Property? Qualifies for Bonus Depreciation? Recovery Period?

Yes No Yes No

IRC ����179 Property? Qualifies for Bonus Depreciation? Recovery Period?

Yes No Yes No

IRC ����179 Property? Qualifies for Bonus Depreciation? Recovery Period?

Yes No Yes No

2015 Workbook

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes.



B48 2015 Volume B — Chapter 1: Depreciation

SOLUTIONS TO PROBLEMS

Problem 1 Solution
The hydraulic hand dolly meets the requirements for IRC §179 property because it is personal property purchased for
business use. The dolly does not qualify for bonus depreciation because it was purchased after December 31, 2014.

The GDS recovery period for the dolly is five years. This was determined as follows.

1. Table B-1 was reviewed, but “hydraulic hand dolly” is not specifically included.

2. The taxpayer’s business activity is professional services. “Professional services” is listed in table B-2 under
“Distributive Trades and Services” (asset class 57.0).

Problem 2 Solution
The new desk purchased by Golden Ball, Inc., is qualified IRC §179 property because it is personal property
purchased for business use. The desk also qualifies for 50% bonus depreciation because it is new property placed in
service prior to December 31, 2014.

The recovery period for the desk is seven years. This was determined as follows.

1. Table B-1 was reviewed, and “desks” is specifically listed under the asset class 00.11. This class is assigned a
7-year recovery period under GDS.

2. The business activity is construction. “Construction activities” is listed in table B-2 under asset class 15.0.
“Desks” is not listed specifically under this activity. Therefore, the recovery period from table B-1 is the one
that applies.

Problem 3 Solution
The used display case is qualified IRC §179 property because it is personal property purchased for business use. However,
it is not qualified for bonus depreciation because the original use of the case did not begin with this taxpayer.

The cost of the display case is recovered over five years. This was determined as follows.

1. Table B-1 was reviewed, and “display cases” is not specifically included.

2. The business activity is retail trade. “Retail trade” is listed in table B-2 under “Distributive Trades and
Services” (asset class 57.0).

Problem 4 Solution
The crane purchased by Faithful Johannes, Inc., qualifies for the IRC §179 deduction because it is personal property
purchased for business use. However, the amount deductible is limited because the company purchased more than $2
million of qualifying property during the year. The actual amount of §179 deduction allowed on its 2014 tax return is
calculated as follows.

The crane does not qualify for bonus depreciation because it was not new equipment when purchased by the company.

After taking the IRC §179 deduction, the remaining cost of the crane is depreciated over five years. This was
determined as follows.

1. Table B-1 was reviewed to find that “crane” is not specifically included.

2. The business activity is construction. “Construction” is found in table B-2 (asset class 15.0). The GDS
recovery period for assets used in construction activities is five years according to this table.

Maximum allowable IRC �179 deduction for 2014 before limitation $500,000
Total cost of IRC �179 property placed in service in 2014 $2,300,000
Threshold for 2014 (2,000,000)
Reduction in maximum amount allowable ($ 300,000) (300,000)
Maximum IRC �179 deduction $200,000

2015 Workbook

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes.



2015 Volume B — Chapter 1: Depreciation B49

1
Problem 5 Solution
The vehicle is not qualified for the IRC §179 deduction or bonus depreciation. Passenger vehicles under 6,000 pounds
GVW are included in listed property. Listed property that is not used more than 50% for business does not qualify for
these provisions. Steve’s business use is only 30% (6,000 business miles ÷ 20,000 total miles).

The ADS recovery period shown in table B-1 for “automobiles” (asset class 00.22) is five years. Because Steve’s
vehicle fails the business-use test, it must be depreciated using the straight-line method. The total deduction is also
limited by the maximum depreciation deduction allowed for a passenger automobile.

Steve’s 2014 depreciation deduction for the Lexus is calculated as follows.

Problem 6 Solution
The Travel Air 4000 qualifies for the IRC §179 deduction because it is personal property purchased for business use.
It does not qualify for bonus depreciation because the biplane is not new.

The cost of the airplane is recovered over seven years. This was determined as follows.

1. “Airplanes” are listed under asset class 00.21 in table B-1, but passenger airplanes are specifically excluded
from this class.

2. In table B-2, the business activity for asset class 45.0 is “air transport.” Table B-2 specifies that passenger
airplanes are depreciated over seven years.

Note. If Steve had used the vehicle more than 50% for business purposes, it would qualify for the IRC §179
deduction and bonus depreciation, but the total deduction for 2014 would still be capped. The cap is
calculated by multiplying the business-use percentage by the passenger automobile limit of $11,160 (which
includes allowable bonus depreciation of $8,000). For example, if Steve had driven the car 60% for business
purposes, the maximum depreciation he could claim for 2014 would be $6,696 (60% × $11,160).

Purchase price $70,000
Divided by the recovery period ÷ 5

$14,000
Multiplied by 50% to apply the half-year convention × 50%
Straight-line deduction, half-year convention $ 7,000
Multiplied by his business use percentage × 30%
Potential deduction $ 2,100 $2,100
Maximum depreciation expense for passenger vehicles

first placed in service in 2014 $ 3,160
Multiplied by his business use percentage × 30%
Maximum deduction $ 948 948

Lesser of the potential deduction or maximum deduction $ 948
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Problem 7 Solution
The IRC §179 deduction is not available for the car wash property. It is not qualified real property (i.e., leasehold
improvements, restaurant improvements, or retail improvements).

The car wash meets the following requirements to qualify for bonus depreciation.

• It is tangible property with a recovery period of less than 20 years.

• The original use began with the taxpayer.

• The contract to build the facility was in place prior to January 1, 2015.

Under current law, bonus depreciation expires on December 31, 2014. However, this property qualifies as one that has
a longer production period because it meets the following conditions.47

1. It has a recovery period of at least 10 years.

2. The property is subject to the capitalization provisions of IRC §263A.

3. The property’s production period exceeded one year and the cost exceeded $1 million.

However, only the costs incurred prior to January 1, 2015, qualify for bonus depreciation.48

The recovery period for a car wash is 15 years. This was determined as follows.

1. Table B-1 was reviewed, and “car wash” is not specifically included.

2. Asset class 57.1 in table B-2 specifies that a car-wash building is depreciated over a 15-year recovery period.

Problem 8 Solution
The specialty tools qualify for the IRC §179 deduction because they are personal property purchased for business use.
They also qualify for bonus depreciation because they are new assets purchased prior to January 1, 2015, that have a
recovery period of 20 years or less.

The recovery period is three years. This was determined as follows.

1. Table B-1 was reviewed to find that “specialty tools” is not specifically included.

2. Asset class 34.01 in table B-2 includes specialty tools used in activities involving the “manufacture of
fabricated metal products.” The GDS recovery period is three years.

47. IRC §168(k)(2) and IRS Pub. 946, How To Depreciate Property.
48. IRC §168(k)(2)(B)(ii).
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PUBLICATION 946 APPENDIX B
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