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AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemaking
by cross reference to temporary regula-
tions.

SUMMARY: In this issue of the Bulletin,
the IRS is issuing temporary regulations
(T.D. 9069) that modify the existing regu-
lations promulgated under section 280F(a)
of the Internal Revenue Code relating to
limitations on the depreciation allowance
for passenger automobiles. The temporary
regulations, which amend the definition of
passenger automobiles for purposes of sec-
tion 280F(a), affect certain taxpayers that
use vans and light trucks in their trade or
business. The text of the temporary regu-
lations also serves
posed regulations.

DATES: Written
for a public hearing
October 6, 2003.

ADDRESSES:
CC:PA:RU
5226, Internal Re
7604, Ben Franklin
DC 20044.
may be hand deliv
Friday between the
p.m. to: CC:PA:R
Courier’s Desk,
1111 Constitution A
ton, DC. Comments
electronically to
www.irs.gov/regs.

FOR FURTHER
CONTACT: Co
Bernard P. Harvey,
cerning submissions
ing, LaNita Van D
(not toll-free n

SUPPLEMENTARY INFORMATION:

Explanation of Provisions

The temporary regulations in this is-
sue of the Bulletin amend the Income Tax
Regulations (26 CFR part 1) under section
280F of the Internal Revenue Code of 1986
(Code). The text of the temporary regula-
tions also serves as the text of these pro-
posed regulations. The preamble to the
temporary regulations explains these pro-
posed regulations.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a significant
regulatory action as defined in Executive
Order 12866. Therefore, a regulatory as-
sessment is not required. It also has been
determined that section 553(b) of the Ad-
ministrative Procedure Act (5 U.S.C. chap-
ter 5) does not apply to these regulations
and, because these regulations do not im-
pose on small entities a collection of infor-
mation requirement, the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) does not
apply. Therefore, a Regulatory Flexibility

Drafting Information

The principal author of these regula-
tions is Bernard P. Harvey, Office of As-
sociate Chief Counsel (Passthroughs and
Special Industries). However, other per-
sonnel from the IRS and Treasury Depart-
ment participated in their development.

* * * * *

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by adding an entry in
numerical order to read as follows:

Authority: 26 U.S.C. 7805 * * *
Section 1.280F–6 also issued under 26

U.S.C. 280F. * * *
Par. 2. Section 1.280F–6 is amended as

follows:

§1.280F–6 Special rules and definitions.

Notice of Proposed Rulemaking
and Notice of Public Hearing

Changes in Use Under Section
168(i)(5)

REG–138499–02

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemaking
and notice of public hearing.
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SUMMARY: This document contains pro-
posed regulations relating to the depreci-
ation of property subject to section 168 of
the Internal Revenue Code (MACRS prop-
erty). Specifically, these proposed regula-
tions provide guidance on how to depre-
ciate MACRS property for which the use
changes in the hands of the same taxpayer.
The proposed regulations reflect changes
to the law made by the Tax Reform Act of
1986. This document also provides notice
of a public hearing on these proposed reg-
ulations.

DATES: Written or electronic comments
must be received by October 20, 2003. Re-
quests to speak and outlines of topics to be
discussed at the public hearing scheduled
for Wednesday, December 3, 2003, at 10
a.m., must be received by November 12,
2003.

ADDRESSES: Send submissions to:
CC:PA:RU (REG–138499–02), room
5226, Internal Revenue Service, P. O. Box
7604, Ben Franklin Station, Washington,
DC 20044. Alternatively, submissions
may be hand-delivered Monday through
Friday between the hours of 8 a.m. and 4
p.m. to: CC:PA:RU (REG–138499–02),
Courier’s Desk, Internal Revenue Service,
1111 Constitution Avenue, NW, Washing-
ton, DC, or sent electronically, via the IRS
Internet site at: www.irs.gov/regs.

FOR FURTHER INFORMATION
CONTACT: Concerning the proposed
regulations, Sara Logan, (202) 622–3110;
concerning submissions of comments,
the hearing, and/or to be placed on the
building access list to attend the hear-
ing, Treena Garrett, (202) 622–7180 (not
toll-free numbers).

SUPPLEMENTARY INFORMATION:

Background

This document contains proposed
amendments to 26 CFR part 1 to pro-
vide regulations under section 168(i)(5)
of the Internal Revenue Code (Code).
In addition, these proposed amendments
provide change-in-use rules for assets
in a general asset account under section
168(i)(4). Sections 168(i)(4) and 168(i)(5)
were amended by section 201 of the Tax

Reform Act of 1986 (Public Law 99–514,
100 Stat. 2121).

Explanation of Provisions

Scope

The proposed regulations provide the
rules for determining the annual deprecia-
tion allowance under section 168 for prop-
erty for which the use changes in the hands
of the taxpayer. Changes in use include
a conversion of personal use property to a
business or income-producing use, a con-
version of MACRS property to personal
use, or a change in use of MACRS prop-
erty that results in a different recovery pe-
riod, depreciation method, or both.

Conversion to Business or Personal Use

The proposed regulations provide that
personal use property converted to busi-
ness or income-producing use is treated as
being placed in service by the taxpayer on
the date of the conversion. Thus, the prop-
erty is depreciated by using the applicable
depreciation method, recovery period, and
convention prescribed under section 168
for the property beginning in the taxable
year the change of use (“year of change”)
occurs. The depreciable basis of the prop-
erty for the year of change is the lesser of
its fair market value or adjusted deprecia-
ble basis at the time of the conversion.

A conversion of MACRS property from
business or income-producing use to per-
sonal use is treated as a disposition of
the property. Depreciation for the year
of change is computed by taking into ac-
count the applicable convention. No gain,
loss, or depreciation recapture is recog-
nized upon the conversion. See Rev. Rul.
69–487, 1969–2 C.B. 165.

MACRS Property

Use Changes After Placed-in-service Year

The proposed regulations provide rules
for MACRS property if a taxpayer changes
the use of the property after the property’s
placed-in-service year but the property
continues to be MACRS property in the
hands of the taxpayer.

In general, the proposed regulations
provide that a change in the use of MACRS

property occurs when the primary use of
the MACRS property in the taxable year
is different from its primary use in the
immediately preceding taxable year. A
change in the use of MACRS property also
occurs when a taxpayer begins or ceases
to use MACRS property predominantly
outside the United States, when the prop-
erty changes to tax-exempt bond financed
property, or when the property changes to
or from tax-exempt use property or im-
ported property covered by an Executive
order, during the taxable year. If a change
in the use of MACRS property has oc-
curred, the depreciation allowance for the
MACRS property for the year of change
is determined as though the change in the
use of the MACRS property occurred on
the first day of the year of change. The
IRS and Treasury Department believe that
this rule will help to simplify the compu-
tation of depreciation allowances in the
year of change and subsequent taxable
years. The IRS and Treasury Department
invite comments on this rule and on a
potential alternative rule that would treat
a change in the use of MACRS property
as occurring on the first day of the month
in which the use changes and would al-
locate the depreciation allowance for that
MACRS property for the year of change
based on the number of full months of the
old use and of the new use of the MACRS
property during the year of change.

The proposed regulations also provide
rules for determining the applicable depre-
ciation method, recovery period, and con-
vention used to determine the depreciation
allowances for the MACRS property for
the year of change and subsequent taxable
years. If a change in the use of MACRS
property results in a shorter recovery pe-
riod and/or a more accelerated deprecia-
tion method (for example, MACRS prop-
erty ceases to be used predominantly out-
side the United States), the adjusted de-
preciable basis of the property as of the
beginning of the year of change is de-
preciated over the shorter recovery period
and/or by the more accelerated depreci-
ation method beginning with the year of
change as though the MACRS property is
first placed in service in the year of change.
Under certain circumstances, this rule may
adversely affect taxpayers. For example,
under this rule, if a change in the use of
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MACRS property results in a shorter re-
covery period, a taxpayer must depreci-
ate that MACRS property over the new
shorter recovery period even if the remain-
ing portion of the original longer recov-
ery period is less than the new shorter re-
covery period. To avoid this adverse ef-
fect, the proposed regulations allow a tax-
payer to elect to continue to depreciate the
MACRS property for which the new recov-
ery period is shorter or a more accelerated
method is allowed as though the change in
use had not occurred.

If a change in the use of MACRS prop-
erty results in a longer recovery period
and/or slower depreciation method (for ex-
ample, MACRS property begins to be used
predominantly outside the United States),
the adjusted depreciable basis of the prop-
erty is depreciated over the longer recovery
period and/or by the slower depreciation
method beginning with the year of change
as though the taxpayer originally placed
the MACRS property in service with the
longer recovery period and/or slower de-
preciation method. Accordingly, the ad-
justed depreciable basis of the MACRS
property as of the beginning of the year of
change is depreciated over the remaining
portion of the new, longer recovery period
as of the beginning of the year of change.

For MACRS property depreciated un-
der the optional depreciation tables in Rev.
Proc. 87–57, 1987–2 C.B. 687, before the
change in use, the taxpayer may continue
to depreciate the property under the tables
after the change in use. However, the tax-
payer is not required to do so. If the tax-
payer desires to use the optional deprecia-
tion tables after a change in the use instead
of the formulas (for example, see section 6
of Rev. Proc. 87–57, 1987–2 C. B. at 692),
the proposed regulations provide guidance
on choosing the applicable optional depre-
ciation table. If the change in use results in
a longer recovery period and/or a slower
depreciation method, the proposed regu-
lations also provide guidance on how to
modify the calculation involved to com-
pute the depreciation allowances begin-
ning in the year of change.

If a change in the use of MACRS
property results in a shorter recovery pe-
riod and/or more accelerated depreciation
method, the taxpayer may use the optional
depreciation table that corresponds to the
applicable depreciation method, recovery
period, and convention, determined as

though the property is placed in service in
the year of change. Taxpayers should be
aware that using this table will result in
less depreciation than using the formulas,
because the convention is factored into
the optional depreciation tables, and taken
into account in determining depreciation
in the year of change. However, if the
formulas are used, the convention is not
taken into account in the year of change.
The IRS and Treasury Department invite
comments on this matter.

Use Changes During Placed-in-service
Year

The proposed regulations provide rules
for MACRS property if a change in the
use occurs during the taxable year the
property is placed-in-service and the prop-
erty continues to be MACRS property
in the hands of the taxpayer. If the use
of MACRS property changes during its
placed-in-service year, the depreciation
allowance generally is determined by the
primary use of the property during that
taxable year. However, in determining
whether MACRS property is used within
or outside the United States during the
placed-in-service year, the predominant
use, instead of the primary use, of the
MACRS property governs. Further, in
determining whether MACRS property is
tax-exempt use property or imported prop-
erty covered by an Executive order during
the placed-in-service year, the use of the
property at the end of the placed-in-service
year governs. Moreover, MACRS prop-
erty is tax-exempt bond financed property
during the placed-in-service year if a
tax-exempt bond for the MACRS property
is issued during that year.

General Asset Accounts

Finally, the proposed regulations
amend the final regulations under sec-
tion 168(i)(4) (T.D. 8566, 1994–2 C.B. 20
[59 FR 51369]) for property accounted for
in a general asset account for which the
use changes, resulting in a different re-
covery period and/or depreciation method.
While this change in use does not cause
or permit the revocation of the election
to account for the property in a general
asset account, the property generally is
removed from its existing general asset
account and placed in a separate general
asset account. Because this rule would

require taxpayers to track each property
in a general asset account, the IRS and
Treasury Department request comments
on whether the IRS and Treasury should
adopt a rule that disregards any change in
the use of any MACRS property accounted
for in a general asset account, except for a
conversion to personal use.

Proposed Effective Date

These regulations are proposed to be
applicable for any changes in the use of
MACRS property in taxable years ending
on or after the date of publication of the
final regulations in the Federal Register.
For any changes in use of MACRS prop-
erty after December 31, 1986, in taxable
years ending before the date of publica-
tion of the final regulations in the Federal
Register, the IRS will allow any reason-
able method of depreciating the property
under section 168 in the year of change and
the subsequent taxable years that is consis-
tently applied to the MACRS property that
changed use in the hands of the taxpayer.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a significant
regulatory action as defined in Executive
Order 12866. Therefore, a regulatory as-
sessment is not required. It also has been
determined that section 553(b) of the Ad-
ministrative Procedure Act (5 U.S.C. chap-
ter 5) does not apply to these regulations
and, because these regulations do not im-
pose on small entities a collection of infor-
mation requirement, the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) does not
apply to these regulations. Therefore, a
Regulatory Flexibility Analysis is not re-
quired. Pursuant to section 7805(f) of the
Code, this notice of proposed rulemaking
will be submitted to the Chief Counsel for
Advocacy of the Small Business Adminis-
tration for comment on its impact on small
business.

Comments and Public Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any written (a signed origi-
nal and eight (8) copies) or electronic com-
ments that are submitted timely to the IRS.
The IRS and Treasury Department request
comments on the clarity of the proposed
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rules and how they can be made easier to
understand. All comments will be avail-
able for public inspection and copying.

A public hearing has been scheduled
for December 3, 2003, beginning at 10:00
a.m., in room number 4718, Internal Rev-
enue Building, 1111 Constitution Avenue,
NW, Washington, DC. Due to building se-
curity procedures, visitors must enter at the
Constitution Avenue entrance. In addition,
all visitors must present photo identifica-
tion to enter the building. Because of ac-
cess restrictions, visitors will not be ad-
mitted beyond the immediate entrance area
more than 30 minutes before the hearing
starts. For information about having your
name placed on the building access list to
attend the hearing, see the “FOR FUR-
THER INFORMATION CONTACT” sec-
tion of this preamble.

The rules of 26 CFR 601.601(a)(3) ap-
ply to the hearing. Persons who wish to
present oral comments at the hearing must
submit an outline of the topics to be dis-
cussed and the time to be devoted to each
topic (signed original and eight (8) copies)
by November 12, 2003. A period of 10
minutes will be allotted to each person for
making comments. An agenda showing
the scheduling of the speakers will be pre-
pared after the deadline for receiving out-
lines has passed. Copies of the agenda will
be available free of charge at the hearing.

Drafting Information

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

* * * * *

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 1 is proposed
to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by adding an entry in
numerical order to read as follows:

Authority: 26 U.S.C. 7805 * * *
§1.168(i)–1 also issued under 26 U.S.C.

168(i)(4).

§1.168(i)–4 also issued under 26 U.S.C.
168(i)(5).

Par. 2. Sections 1.168(a)–1 and
1.168(b)–1 are added to read as follows:

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

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

§1.168(b)–1 Definitions.

(a) Definitions. For purposes of section
168 and the regulations thereunder, the fol-
lowing definitions apply:

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

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

(3) Unadjusted depreciable basis is the
basis of property for purposes of section
1011 without regard to any adjustments de-
scribed in section 1016(a)(2) and (3). This
basis reflects the reduction in basis for the
percentage of the taxpayer’s use of prop-
erty for the taxable year other than in the

taxpayer’s trade or business (or for the pro-
duction of income), for any portion of the
basis the taxpayer properly elects to treat
as an expense under section 179, and for
any adjustments to basis provided by other
provisions of the Internal Revenue Code
and the regulations thereunder (other than
section 1016(a)(2) and (3)) (for example,
a reduction in basis by the amount of the
disabled access credit pursuant to section
44(d)(7)). For property subject to a lease,
see section 167(c)(2).

(4) Adjusted depreciable basis is the un-
adjusted depreciable basis of the property
less the adjustments described in section
1016(a)(2) and (3).

(b) Effective date. This section applies
as of the date of publication of the final
regulations in the Federal Register.

Par. 3. Section 1.168(i)–0 is amended
by revising the entry for §1.168(i)–1(h)(2)
to read as follows:

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

* * * * *

§1.168(i)–1

(h) * * *
(2) Change in use results in a different re-
covery period and/or depreciation method.

* * * * *
Par. 4. Section 1.168(i)–1 is amended

by:
1. Revising paragraph (b)(1).
2. Amending paragraph (c)(2)(ii) by:
a. Removing the language “and” from

the end of paragraph (c)(2)(ii)(C).
b. Removing the period “.” from the

end of paragraph (c)(2)(ii)(D) and adding
“; and” in its place.

c. Adding paragraph (c)(2)(ii)(E).
3. Removing the language “(h)(1) (con-

version to personal use)” from paragraphs
(d)(2) and (i) and adding “(h) (changes in
use)” in its place.

4. Removing the language “the change
in use occurs and” from the last sentence of
paragraph (h)(1) and adding “the change in
use occurs (the year of change) and” in its
place.

5. Revising paragraph (h)(2).
6. Removing the language “(h)(1)”

from paragraph (j) and adding “(h)” in its
place.
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7. Removing the language “(h)(1)”
from paragraph (k)(1) and adding “(h)” in
its place.

8. Revising paragraph (l).
The addition and revisions read as fol-

lows:

§1.168(i)–1 General asset accounts.

* * * * *
(b) * * *
(1) Unadjusted depreciable basis is the

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

* * * * *
(c) * * *
(2) * * *
(ii) * * *
(E) Assets subject to paragraph

(h)(2)(iii)(A) of this section (change in use
results in a shorter recovery period and/or
a more accelerated depreciation method)
for which the depreciation allowance for
the year of change is not determined by
using an optional depreciation table must
be grouped into a separate general asset
account.

* * * * *
(h) * * *
(2) Change in use results in a differ-

ent recovery period and/or depreciation
method—(i) No effect on general asset ac-
count election. A change in the use de-
scribed in §1.168(i)–4(d) (change in use
results in a different recovery period and/or
depreciation method) of an asset in a gen-
eral asset account shall not cause or permit
the revocation of the election made under
this section.

(ii) Asset is removed from the general
asset account. Upon a change in the use

described in §1.168(i)–4(d), the taxpayer
must remove the asset from the general
asset account as of the first day of the
year of change and must make the ad-
justments to the general asset account
described in paragraphs (e)(3)(iii)(C)(2)
through (4) of this section. If, however,
the result of the change in use is described
in §1.168(i)–4(d)(3) (change in use re-
sults in a shorter recovery period and/or
a more accelerated depreciation method)
and the taxpayer elects to treat the asset
as though the change in use had not oc-
curred pursuant to §1.168(i)–4(d)(3)(ii),
no adjustment is made to the general asset
account upon the change in use.

(iii) New general asset account is es-
tablished—(A) Change in use results in a
shorter recovery period and/or a more ac-
celerated depreciation method. If the re-
sult of the change in use is described in
§1.168(i)–4(d)(3) (change in use results in
a shorter recovery period and/or a more
accelerated depreciation method) and ad-
justments to the general asset account are
made pursuant to paragraph (h)(2)(ii) of
this section, the taxpayer must establish a
new general asset account for the asset in
the year of change in accordance with the
rules in paragraph (c) of this section, ex-
cept that the adjusted depreciable basis of
the asset as of the first day of the year of
change is included in the general asset ac-
count. For purposes of paragraph (c)(2)
of this section, the applicable depreciation
method, recovery period, and convention
are determined under §1.168(i)–4(d)(3)(i).

(B) Change in use results in a longer
recovery period and/or a slower depreci-
ation method. If the result of the change
in use is described in §1.168(i)–4(d)(4)
(change in use results in a longer recov-
ery period and/or a slower depreciation
method), the taxpayer must establish a sep-
arate general asset account for the asset in
the year of change in accordance with the
rules in paragraph (c) of this section, ex-
cept that the unadjusted depreciable basis
of the asset, and the greater of the depre-
ciation of the asset allowed or allowable
in accordance with section 1016(a)(2), as
of the first day of the year of change are
included in the newly established general
asset account. Consequently, this general
asset account as of the first day of the
year of change will have a beginning bal-
ance for both the unadjusted depreciable
basis and the depreciation reserve of the

general asset account. For purposes of
paragraph (c)(2) of this section, the appli-
cable depreciation method, recovery pe-
riod, and convention are determined under
§1.168(i)–4(d)(4)(ii).

* * * * *
(l) Effective date—(1) In general. Ex-

cept as provided in paragraph (l)(2) of this
section, this section applies to depreciable
assets placed in service in taxable years
ending on or after October 11, 1994. For
depreciable assets placed in service after
December 31, 1986, in taxable years end-
ing before October 11, 1994, the Internal
Revenue Service will allow any reasonable
method that is consistently applied to the
taxpayer’s general asset accounts.

(2) Exceptions—(i) In general. Para-
graphs (c)(2)(ii)(E) and (h)(2) of this sec-
tion apply to any changes in the use of de-
preciable assets pursuant to §1.168(i)–4(d)
in taxable years ending on or after the date
of publication of the final regulations in the
Federal Register. For any changes in the
use of depreciable assets as described in
§1.168(i)–4(d) after December 31, 1986,
in taxable years ending before the date
of publication of the final regulations in
the Federal Register, the Internal Rev-
enue Service will allow any reasonable
method that is consistently applied to the
taxpayer’s general asset accounts.

(ii) Change in method of accounting. If
a taxpayer adopted a method of account-
ing for general asset account treatment
due to a change in the use of depreciable
assets and the method is not in accordance
with the method of accounting provided in
paragraphs (c)(2)(ii)(E) and (h)(2) of this
section, a change to the method of account-
ing provided in paragraphs (c)(2)(ii)(E)
and (h)(2) of this section is a change in
method of accounting to which the pro-
visions of sections 446(e) and 481 apply.
For any taxable year ending on or after the
date of publication of the final regulations
in the Federal Register, a taxpayer chang-
ing its method of accounting in accordance
with this paragraph (l)(2)(ii) must follow
the applicable administrative procedures
issued under §1.446–1(e)(3)(ii) for ob-
taining the Commissioner’s automatic
consent to a change in method of account-
ing (for further guidance, for example,
see Rev. Proc. 2002–9, 2002–1 C.B. 327,
and §601.601(d)(2)(ii)(b) of this chapter).
Because this change does not change the
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adjusted depreciable basis of the asset,
the method change is made on a cut-off
basis and, therefore, no adjustment under
section 481(a) is required or allowed.

* * * * *
Par. 5. Section 1.168(i)–4 is added to

read as follows:

§1.168(i)–4 Changes in use.

(a) Scope. This section provides the
rules for determining the depreciation
allowance for MACRS property for which
the use changes in the hands of the same
taxpayer. The allowance for depreciation
under this section constitutes the amount
of depreciation allowable under section
167(a) for the year of change and any sub-
sequent taxable year. For purposes of this
section, the year of change is the taxable
year in which a change in the use occurs.

(b) Conversion to business or income-
producing use—(1) Depreciation deduc-
tion allowable. This paragraph (b) ap-
plies to property that is converted from
personal use to use in a taxpayer’s trade
or business, or for the production of in-
come, during a taxable year. This conver-
sion includes property that was previously
used by the taxpayer for personal purposes,
including real property (other than land)
that is acquired before 1987 and converted
from personal use to business or income-
producing use after 1986, and deprecia-
ble property that was previously used by
a tax-exempt entity before it changed to a
taxable entity. Upon a conversion to busi-
ness or income-producing use, the depreci-
ation allowance for the year of change and
any subsequent taxable year is determined
as though the property is placed in ser-
vice by the taxpayer on the date on which
the conversion occurs. Thus, the taxpayer
may choose any applicable depreciation
method, recovery period, and convention
prescribed under section 168 for the prop-
erty in the year of change, consistent with
any election made under section 168 by the
taxpayer for that year (see, for example,
section 168(b)(5)). The depreciable basis
of the property for the year of change is
the lesser of its fair market value or its ad-
justed depreciable basis, as applicable, at
the time of the conversion to business or
income-producing use.

(2) Example. The application of this
paragraph (b) is illustrated by the follow-
ing example:

Example. A, a calendar-year taxpayer, purchases
a house in 1985 that she occupies as her principal res-
idence. In February 2003, A ceases to occupy the
house and converts it to residential rental property. At
the time of the conversion to residential rental prop-
erty, the house’s fair market value (excluding land) is
$130,000 and adjusted depreciable basis attributable
to the house (excluding land) is $150,000. Pursuant
to this paragraph (b), A is considered to have placed
in service residential rental property in February 2003
with a depreciable basis of $130,000. A depreciates
the residential rental property under the general de-
preciation system by using the straight-line method,
a 27.5-year recovery period, and the mid-month con-
vention. This property is not eligible for the addi-
tional first year depreciation deduction provided by
section 168(k) or section 1400L(b). Thus, the depre-
ciation allowance for the house for 2003 is $4,137,
after taking into account the mid-month convention
(($130,000 adjusted depreciable basis multiplied by
the applicable depreciation rate of 3.636% (1/27.5))
multiplied by the mid-month convention fraction of
10.5/12). The amount of depreciation computed un-
der section 168, however, may be limited under other
provisions of the Internal Revenue Code, such as, sec-
tion 280A.

(c) Conversion to personal use. The
conversion of MACRS property from
business or income-producing use to per-
sonal use during a taxable year is treated
as a disposition of the property in that tax-
able year. The depreciation allowance for
MACRS property for the year of change
in which the property is treated as being
disposed of is determined by first mul-
tiplying the adjusted depreciable basis
of the property as of the first day of the
year of change by the applicable depreci-
ation rate for that taxable year (for further
guidance, for example, see section 6 of
Rev. Proc. 87–57, 1987–2 C. B. 687, 692,
and §601.601(d)(2)(ii)(b) of this chapter).
This amount is then multiplied by a frac-
tion, the numerator of which is the number
of months (including fractions of months)
the property is deemed to be placed in
service during the year of change (taking
into account the applicable convention)
and the denominator of which is 12. No
depreciation deduction is allowable for
MACRS property placed in service and
disposed of in the same taxable year. Upon
the conversion to personal use, no gain,
loss, or depreciation recapture under sec-
tion 1245 or section 1250 is recognized.
However, the provisions of section 1245
or section 1250 apply to any disposition
of the converted property by the taxpayer
at a later date.

(d) Change in use results in a differ-
ent recovery period and/or depreciation
method—(1) In general. This paragraph

(d) applies to a change in the use of
MACRS property during a taxable year
subsequent to the placed-in-service year,
if the property continues to be MACRS
property owned by the same taxpayer
and, as a result of the change in use, has
a different recovery period, a different
depreciation method, or both. For exam-
ple, this paragraph (d) applies to MACRS
property that—

(i) Begins or ceases to be used predom-
inantly outside the United States;

(ii) Results in a reclassification of the
property under section 168(e) due to a
change in the use of the property; or

(iii) Begins or ceases to be tax-exempt
use property (as defined in section 168(h)).

(2) Determination of change in use—(i)
In general. Except as provided in para-
graph (d)(2)(ii) of this section, a change in
the use of MACRS property occurs when
the primary use of the MACRS property
in the taxable year is different from its
primary use in the immediately preceding
taxable year. The primary use of MACRS
property may be determined in any reason-
able manner that is consistently applied to
the taxpayer’s MACRS property.

(ii) Alternative depreciation system
property—(A) Property used within or
outside the United States. A change in the
use of MACRS property occurs when a
taxpayer begins or ceases to use MACRS
property predominantly outside the United
States during the taxable year. The de-
termination of whether MACRS property
is used predominantly outside the United
States is made in accordance with the
test in §1.48–1(g)(1)(i) for determining
predominant use.

(B) Tax-exempt bond financed property.
A change in the use of MACRS property
occurs when the property changes to
tax-exempt bond financed property, as de-
scribed in section 168(g)(1)(C) and (g)(5),
during the taxable year. For purposes
of this paragraph (d), MACRS property
changes to tax-exempt bond financed
property when a tax-exempt bond is first
issued after the MACRS property is placed
in service. MACRS property continues
to be tax-exempt bond financed property
in the hands of the taxpayer even if the
tax-exempt bond (including any refund-
ing issue) is no longer outstanding or is
redeemed.

(C) Other mandatory alternative de-
preciation system property. A change in

September 15, 2003 546 2003-37 I.R.B.



the use of MACRS property occurs when
the property changes to, or changes from,
property described in section 168(g)(1)(B)
(tax-exempt use property) or (D) (im-
ported property covered by an Executive
order) during the taxable year.

(iii) Change in use deemed to occur on
first day of year. If a change in the use of
MACRS property occurs under this para-
graph (d)(2), the depreciation allowance
for that MACRS property for the year of
change is determined as though the use of
the MACRS property changed on the first
day of the year of change.

(3) Change in use results in a shorter
recovery period and/or a more acceler-
ated depreciation method—(i) Treated as
placed in service in year of change—(A)
In general. If the change in use results
in the MACRS property changing to a
shorter recovery period and/or a depre-
ciation method that is more accelerated
than the method used for the MACRS
property before the change in use, the
depreciation allowances beginning in the
year of change are determined as though
the MACRS property is placed in service
by the taxpayer in the year of the change
in use.

(B) Computation of depreciation al-
lowance. The depreciation allowances for
the MACRS property for any 12-month
taxable year beginning with the year of
change are determined by multiplying the
adjusted depreciable basis of the MACRS
property as of the first day of each tax-
able year by the applicable depreciation
rate for each taxable year. In determin-
ing the applicable depreciation rate for
the year of change and subsequent tax-
able years, the taxpayer may choose any
applicable depreciation method and re-
covery period prescribed under section
168 for the MACRS property in the year
of change, consistent with any election
made under section 168 by the taxpayer
for that year (see, for example, section
168(b)(5)). If there is a change in the
use of MACRS property, the applicable
convention that applies to the MACRS
property is the same as the convention
that applied before the change in the use
of the MACRS property. However, the
depreciation allowance for the year of
change for the MACRS property is de-
termined without applying the applicable
convention, unless the MACRS property
is disposed of during the year of change.

See paragraph (d)(5) of this section for the
rules relating to the computation of the
depreciation allowance under the optional
depreciation tables. If the year of change
or any subsequent taxable year is less than
12 months, the depreciation allowance
determined under this paragraph (d)(3)(i)
must be adjusted for a short taxable year
(for further guidance, for example, see
Rev. Proc. 89–15, 1989–1 C.B. 816, and
§601.601(d)(2)(ii)(b) of this chapter).

(C) Special rules. MACRS property
affected by this paragraph (d)(3)(i) is not
eligible in the year of change for the elec-
tion provided under section 168(f)(1), 179,
or 1400L(f), or for the additional first-year
depreciation deduction provided in sec-
tion 168(k) or 1400L(b). For purposes
of determining whether the mid-quarter
convention applies to other MACRS prop-
erty placed in service during the year of
change, the unadjusted depreciable ba-
sis or the adjusted depreciable basis of
MACRS property affected by this para-
graph (d)(3)(i) is not taken into account.

(ii) Option to disregard change in use.
In lieu of applying paragraph (d)(3)(i)
of this section, the taxpayer may elect to
determine the depreciation allowance as
though the change in use had not occurred.
The taxpayer elects this option by claiming
on the taxpayer’s timely filed (including
extensions) income tax return for the year
of change the depreciation allowance for
the property as though the change in use
had not occurred. See paragraph (g)(2) of
this section for the manner for revoking
this election.

(4) Change in use results in a longer
recovery period and/or a slower depreci-
ation method—(i) Treated as originally
placed in service with longer recovery pe-
riod and/or slower depreciation method.
If the change in use results in a longer
recovery period and/or a depreciation
method for the MACRS property that is
less accelerated than the method used for
the MACRS property before the change in
use, the depreciation allowances beginning
with the year of change are determined
as though the MACRS property had been
originally placed in service by the taxpayer
with the longer recovery period and/or the
slower depreciation method.

(ii) Computation of the depreciation al-
lowance. The depreciation allowances for
the MACRS property for any 12-month
taxable year beginning with the year of

change are determined by multiplying the
adjusted depreciable basis of the MACRS
property as of the first day of each tax-
able year by the applicable depreciation
rate for each taxable year. If there is a
change in the use of MACRS property, the
applicable convention that applies to the
MACRS property is the same as the con-
vention that applied before the change in
the use of the MACRS property. If the
year of change or any subsequent taxable
year is less than 12 months, the deprecia-
tion allowance determined under this para-
graph (d)(4)(ii) must be adjusted for a short
taxable year (for further guidance, for ex-
ample, see Rev. Proc. 89–15, 1989–1
C.B. 816, and §601.601(d)(2)(ii)(b) of this
chapter). See paragraph (d)(5) of this sec-
tion for the rules relating to the computa-
tion of the depreciation allowance under
the optional depreciation tables. In deter-
mining the applicable depreciation rate for
the year of change and any subsequent tax-
able year—

(A) The applicable depreciation method
is the depreciation method that would ap-
ply in the year of change and any subse-
quent taxable year for the MACRS prop-
erty had the taxpayer used the longer re-
covery period and/or the slower deprecia-
tion method in the placed-in-service year
of the property. If the 200- or 150-per-
cent declining balance method would have
applied in the placed-in-service year but
the method would have switched to the
straight line method in the year of change
or any prior taxable year, the applicable de-
preciation method beginning with the year
of change is the straight line method; and

(B) The applicable recovery period is
either—

(1) The longer recovery period resulting
from the change in use if the applicable de-
preciation method is the 200- or 150-per-
cent declining balance method (as deter-
mined under paragraph (d)(4)(ii)(A) of this
section) unless the recovery period did not
change as a result of the change in use, in
which case the applicable recovery period
is the same recovery period that applied be-
fore the change in use; or

(2) The number of years remaining as
of the beginning of each taxable year (tak-
ing into account the applicable convention)
had the taxpayer used the longer recov-
ery period in the placed-in-service year of
the property if the applicable depreciation
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method is the straight line method (as de-
termined under paragraph (d)(4)(ii)(A) of
this section) unless the recovery period did
not change as a result of the change in use,
in which case the applicable recovery pe-
riod is the number of years remaining as
of the beginning of each taxable year (tak-
ing into account the applicable convention)
based on the recovery period that applied
before the change in use.

(5) Using optional depreciation ta-
bles—(i) Taxpayer not bound by prior use
of table. If a taxpayer used an optional de-
preciation table for the MACRS property
before a change in the use, the taxpayer is
not bound to use the appropriate new table
for that MACRS property after the change
in use (for further guidance, for example,
see section 8 of Rev. Proc. 87–57, 1987–2
C.B. 687, 693, and §601.601(d)(2)(ii)(b)
of this chapter). If the taxpayer chooses
not to continue to use the optional depre-
ciation table, the depreciation allowances
for the MACRS property beginning in
the year of change are determined under
paragraph (d)(3)(i) or (4) of this section,
as applicable.

(ii) Taxpayer chooses to use optional
depreciation table after change in use. If
the taxpayer chooses to continue to use an
optional depreciation table for the MACRS
property after a change in the use, the
depreciation allowances for the MACRS
property for any 12-month taxable year be-
ginning with the year of change are deter-
mined as follows:

(A) Change in use results in a shorter
recovery period and/or a more acceler-
ated depreciation method. If the change
in use results in a shorter recovery pe-
riod and/or a more accelerated depreci-
ation method (as described in paragraph
(d)(3)(i) of this section), the depreciation
allowances for the MACRS property for
any 12-month taxable year beginning with
the year of change are determined by mul-
tiplying the adjusted depreciable basis of
the MACRS property as of the first day
of the year of change by the annual de-
preciation rate for each recovery year (ex-
pressed as a decimal equivalent) specified
in the appropriate optional depreciation ta-
ble. The appropriate optional depreciation
table for the MACRS property is based
on the depreciation system, depreciation
method, recovery period, and convention
applicable to the MACRS property in the

year of change as determined under para-
graph (d)(3)(i) of this section. The depre-
ciation allowance for the year of change
for the MACRS property is determined by
taking into account the applicable conven-
tion (which is already factored into the op-
tional depreciation tables). If the year of
change or any subsequent taxable year is
less than 12 months, the depreciation al-
lowance determined under this paragraph
(d)(5)(ii)(A) must be adjusted for a short
taxable year (for further guidance, for ex-
ample, see Rev. Proc. 89–15, 1989–1
C.B. 816, and §601.601(d)(2)(ii)(b) of this
chapter).

(B) Change in use results in a longer
recovery period and/or a slower depreci-
ation method—(1) Determination of the
appropriate optional depreciation table.
If the change in use results in a longer
recovery period and/or a slower depreci-
ation method (as described in paragraph
(d)(4)(i) of this section), the depreciation
allowances for the MACRS property for
any 12-month taxable year beginning
with the year of change are determined
by choosing the optional depreciation
table that corresponds to the depreciation
system, depreciation method, recovery
period, and convention that would have
applied to the MACRS property in the
placed-in-service year had that property
been originally placed in service by the
taxpayer with the longer recovery period
and/or the slower depreciation method. If
there is a change in the use of MACRS
property, the applicable convention that
applies to the MACRS property is the
same as the convention that applied be-
fore the change in the use of the MACRS
property. If the year of change or any
subsequent taxable year is less than 12
months, the depreciation allowance deter-
mined under this paragraph (d)(5)(ii)(B)
must be adjusted for a short taxable year
(for further guidance, for example, see
Rev. Proc. 89–15, 1989–1 C.B. 816, and
§601.601(d)(2)(ii)(b) of this chapter).

(2) Computation of the depreciation al-
lowance. The depreciation allowances for
the MACRS property for any 12-month
taxable year beginning with the year of
change are computed by first determining
the appropriate recovery year in the table
identified under paragraph (d)(5)(ii)(B)(1)
of this section. The appropriate recovery
year for the year of change is the year that

corresponds to the year of change. For ex-
ample, if the recovery year for the year of
change would have been Year 4 in the ta-
ble that applied before the change in the
use of the MACRS property, then the re-
covery year for the year of change is Year
4 in the table identified under paragraph
(d)(5)(ii)(B)(1) of this section. Next, the
annual depreciation rate (expressed as a
decimal equivalent) for each recovery year
is multiplied by a transaction coefficient.
The transaction coefficient is the formula
(1 / (1 – x)) where x equals the sum of
the annual depreciation rates from the table
identified under paragraph (d)(5)(ii)(B)(1)
of this section (expressed as a decimal
equivalent) for the taxable years begin-
ning with the placed-in-service year of the
MACRS property through the taxable year
immediately prior to the year of change.
The product of the annual depreciation rate
and the transaction coefficient is multi-
plied by the adjusted depreciable basis of
the MACRS property as of the beginning
of the year of change.

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

Example 1. Change in use results in a shorter
recovery period and/or a more accelerated depreci-
ation method and optional depreciation table is not
used—(i) X, a calendar-year corporation, places in
service in 1998 equipment at a cost of $100,000 and
uses this equipment from 1998 through 2002 primar-
ily in its A business. X depreciates the equipment
for 1998 through 2002 under the general deprecia-
tion system as 7-year property by using the 200-per-
cent declining balance method (which switched to the
straight-line method in 2002), a 7-year recovery pe-
riod, and a half-year convention. Beginning in 2003,
X primarily uses the equipment in its B business. As a
result, the classification of the equipment under sec-
tion 168(e) changes from 7-year property to 5-year
property and the recovery period of the equipment un-
der the general depreciation system changes from 7
years to 5 years. The depreciation method does not
change. On January 1, 2003, the adjusted deprecia-
ble basis of the equipment is $22,311. X depreciates
its 5-year recovery property placed in service in 2003
under the general depreciation system by using the
200-percent declining balance method and a 5-year
recovery period. X does not use the optional depreci-
ation tables.

(ii) Under paragraph (d)(3)(i) of this section, X’s
allowable depreciation deduction for the equipment
for 2003 and subsequent taxable years is determined
as though X placed the equipment in service in 2003
for use primarily in its B business. The deprecia-
ble basis of the equipment as of January 1, 2003, is
$22,311 (the adjusted depreciable basis at January 1,
2003). Because X does not use the optional depre-
ciation tables, the depreciation allowance for 2003
(the deemed placed-in-service year) for this equip-
ment only is computed without taking into account
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the half-year convention. This equipment is not eli-
gible for the additional first year depreciation deduc-
tion provided by section 168(k) or section 1400L(b).
Thus, X’s allowable depreciation deduction for the
equipment for 2003 is $8,924 ($22,311 adjusted de-
preciable basis at January 1, 2003, multiplied by the
applicable depreciation rate of 40% (200/5)). X’s al-
lowable depreciation deduction for the equipment for
2004 is $5,355 ($13,387 adjusted depreciable basis at
January 1, 2004, multiplied by the applicable depre-
ciation rate of 40% (200/5)).

(iii) Alternatively, under paragraph (d)(3)(ii) of
this section, X may elect to disregard the change in use
and, as a result, may continue to treat the equipment
as though it is used primarily in its A business. If the
election is made, X’s allowable depreciation deduc-
tion for the equipment for 2003 is $8,924 ($22,311
adjusted depreciable basis at January 1, 2003, mul-
tiplied by the applicable depreciation rate of 40%
(1/2.5 years remaining at January 1, 2003)). X’s al-
lowable depreciation deduction for the equipment for
2004 is $8,925 ($13,387 adjusted depreciable basis
at January 1, 2004, multiplied by the applicable de-
preciation rate of 66.67% (1/1.5 years remaining at
January 1, 2004)).

Example 2. Change in use results in a shorter
recovery period and/or a more accelerated depre-
ciation method and optional depreciation table is
used—(i) Same facts as in Example 1, except that X
used the optional depreciation tables for computing
depreciation for 1998 through 2002. Pursuant to
paragraph (d)(5) of this section, X chooses to con-
tinue to use the optional depreciation table for the
equipment. X does not make the election provided in
paragraph (d)(3)(ii) of this section to disregard the
change in use.

(ii) In accordance with paragraph (d)(5)(ii)(A) of
this section, X must first identify the appropriate op-
tional depreciation table for the equipment. This table
is table 1 in Rev. Proc. 87–57 because the equipment
will be depreciated in the year of change (2003) under
the general depreciation system using the 200-percent
declining balance method, a 5-year recovery period,
and the half-year convention (which is the convention
that applied to the equipment in 1998). This equip-
ment is not eligible for the additional first year de-
preciation deduction provided by section 168(k) or
section 1400L(b). For 2003, X multiplies its adjusted
depreciable basis in the equipment as of January 1,
2003, of $22,311, by the annual depreciation rate in
table 1 for recovery year 1 for a 5-year recovery pe-
riod (.20), to determine the depreciation allowance of
$4,462. For 2004, X multiplies its adjusted deprecia-
ble basis in the equipment as of January 1, 2003, of
$22,311, by the annual depreciation rate in table 1 for
recovery year 2 for a 5-year recovery period (.32), to
determine the depreciation allowance of $7,140.

Example 3. Change in use results in a longer
recovery period and/or a slower depreciation
method—(i) Y, a calendar-year corporation, places
in service in January 2001, equipment at a cost of
$100,000 and uses this equipment in 2001 and 2002
only within the United States. Y depreciates the
equipment for 2001 and 2002 under the general de-
preciation system by using the 200-percent declining
balance method, a 5-year recovery period, and a
half-year convention. Beginning in 2003, Y uses the
equipment predominantly outside the United States.
As a result of this change in use, the equipment is

subject to the alternative depreciation system be-
ginning in 2003. Under the alternative depreciation
system, the equipment is depreciated by using the
straight-line method and a 9-year recovery period.
The adjusted depreciable basis of the equipment at
January 1, 2003, is $48,000.

(ii) Pursuant to paragraph (d)(4) of this section,
Y’s allowable depreciation deduction for 2003 and
subsequent taxable years is determined as though
the equipment had been placed in service in January
2001, as property used predominantly outside the
United States. In determining the applicable depre-
ciation rate for 2003, the applicable depreciation
method is the straight-line method and the applicable
recovery period is 7.5 years, which is the number
of years remaining at January 1, 2003, for property
placed in service in 2001 with a 9-year recovery pe-
riod (taking into account the half-year convention).
Thus, the depreciation allowance for 2003 is $6,398
($48,000 adjusted depreciable basis at January 1,
2003, multiplied by the applicable depreciation rate
of 13.33% (1/7.5 years)). The depreciation allowance
for 2004 is $6,398 ($41,602 adjusted depreciable
basis at January 1, 2004, multiplied by the applicable
depreciation rate of 15.38% (1/6.5 years remaining
at January 1, 2004)).

Example 4. Change in use results in a longer re-
covery period and/or a slower depreciation method
and optional depreciation table is used—(i) Same
facts as in Example 3, except that Y used the op-
tional depreciation tables for computing depreciation
in 2001 and 2002. Pursuant to paragraph (d)(5) of
this section, Y chooses to continue to use the optional
depreciation table for the equipment.

(ii) In accordance with paragraph (d)(5)(ii)(B) of
this section, Y must first determine the appropriate op-
tional depreciation table for the equipment pursuant
to paragraph (d)(5)(ii)(B)(1) of this section. This ta-
ble is table 8 in Rev. Proc. 87–57, which corresponds
to the alternative depreciation system, the straight-
line method, a 9-year recovery period, and the half-
year convention (because Y depreciated 5-year prop-
erty in 2001 using a half-year convention). Next, Y
must determine the appropriate recovery year in table
8. Because the year of change is 2003, the depreci-
ation allowance for the equipment for 2003 is deter-
mined using recovery year 3 of table 8. For 2003, Y
multiplies its adjusted depreciable basis in the equip-
ment as of January 1, 2003, of $48,000, by the prod-
uct of the annual depreciation rate in table 8 for re-
covery year 3 for a 9-year recovery period (.1111)
and the transaction coefficient [1/(1−(.0556+.1111)),
which equals 1.200], to determine the depreciation
allowance of $6,399. For 2004, Y multiplies its ad-
justed depreciable basis in the equipment as of Jan-
uary 1, 2003, of $48,000, by the product of the an-
nual depreciation rate in table 8 for recovery year 4
for a 9-year recovery period (.1111) and the transac-
tion coefficient (1.200), to determine the depreciation
allowance of $6,399.

(e) Change in the use of MACRS
property during the placed-in-service
year—(1) In general. Except as provided
in paragraph (e)(2) of this section, if a
change in the use of MACRS property
occurs during the placed-in-service year
and the property continues to be MACRS

property owned by the same taxpayer, the
depreciation allowance for that property
for the placed-in-service year is deter-
mined by its primary use during that year.
The primary use of MACRS property may
be determined in any reasonable manner
that is consistently applied to the tax-
payer’s MACRS property. For purposes
of this paragraph (e), the determination
of whether the mid-quarter convention
applies to any MACRS property placed in
service during the year of change is made
in accordance with §1.168(d)–1.

(2) Alternative depreciation system
property—(i) Property used within and
outside the United States. The deprecia-
tion allowance for the placed-in-service
year for MACRS property that is used
within and outside the United States is
determined by its predominant use during
that year. The determination of whether
MACRS property is used predominantly
outside the United States during the
placed-in-service year shall be made in ac-
cordance with the test in §1.48–1(g)(1)(i)
for determining predominant use.

(ii) Tax-exempt bond financed prop-
erty. The depreciation allowance for
the placed-in-service year for MACRS
property that changes to tax-exempt bond
financed property, as described in sec-
tion 168(g)(1)(C) and (g)(5), during that
taxable year is determined under the alter-
native depreciation system. For purposes
of this paragraph (e), MACRS property
changes to tax-exempt bond financed
property when a tax-exempt bond is first
issued after the MACRS property is placed
in service. MACRS property continues
to be tax-exempt bond financed property
in the hands of the taxpayer even if the
tax-exempt bond (including any refunding
issue) is not outstanding at, or is redeemed
by, the end of the placed-in-service year.

(iii) Other mandatory alternative de-
preciation system property. The depreci-
ation allowance for the placed-in-service
year for MACRS property that changes to,
or changes from, property described in sec-
tion 168(g)(1)(B) (tax-exempt use prop-
erty) or (D) (imported property covered
by an Executive order) during that taxable
year is determined under—

(A) The alternative depreciation system
if the MACRS property is described in sec-
tion 168(g)(1)(B) or (D) at the end of the
placed-in-service year; or
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(B) The general depreciation system if
the MACRS property is not described in
section 168(g)(1)(B) or (D) at the end of
the placed-in-service year.

(3) Examples. The application of this
paragraph (e) is illustrated by the following
examples:

Example 1. (i) Z, a utility and calendar-year cor-
poration, places in service on January 1, 2003, equip-
ment at a cost of $100,000. Z uses this equipment in
its combustion turbine production plant for 4 months
and then uses the equipment in its steam production
plant for the remainder of 2003. Z’s combustion tur-
bine production plant assets are classified as 15-year
property and are depreciated by Z under the general
depreciation system using a 15-year recovery period
and the 150-percent declining balance method of de-
preciation. Z’s steam production plant assets are clas-
sified as 20-year property and are depreciated by Z
under the general depreciation system using a 20-year
recovery period and the 150-percent declining bal-
ance method of depreciation. Z uses the optional de-
preciation tables. The equipment is qualified property
for purposes of section 168(k)(1).

(ii) Pursuant to this paragraph (e), Z must deter-
mine depreciation based on the primary use of the
equipment during the placed-in-service year. Z has
consistently determined the primary use of all of its
MACRS property by comparing the number of full
months in the taxable year during which a MACRS
property is used in one manner with the number of
full months in that taxable year during which that
MACRS property is used in another manner. Apply-
ing this approach, Z determines the depreciation al-
lowance for the equipment for 2003 is based on the
equipment being classified as 20-year property be-
cause the equipment was used by Z in its steam pro-
duction plant for 8 months in 2003. If the half-year
convention applies in 2003, the appropriate optional
depreciation table is table 1 in Rev. Proc. 87–57,
which is the table for MACRS property subject to
the general depreciation system, the 150-percent de-
clining balance method, a 20-year recovery period,
and the half-year convention. Thus, the deprecia-
tion allowance for the equipment for 2003 is $32,625,
which is the total of $30,000 for the additional 30-per-
cent first-year depreciation deduction allowable (the
unadjusted depreciable basis of $100,000 multiplied
by .30), plus $2,625 for the 2003 depreciation al-
lowance on the remaining basis of $70,000 [(the un-
adjusted depreciable basis of $100,000 less the ad-
ditional first-year depreciation deduction of $30,000)
multiplied by the annual depreciation rate of .0375 in
table 1 for recovery year 1 for a 20-year recovery pe-
riod].

Example 2. T, a calendar year corporation, places
in service on January 1, 2003, several computers
at a total cost of $100,000. T uses these computers
within the United States for 3 months in 2003 and
then moves and uses the computers outside the
United States for the remainder of 2003. Pursuant
to §1.48–1(g)(1)(i), the computers are considered
as used predominantly outside the United States
in 2003. As a result, for 2003, the computers are
required to be depreciated under the alternative de-
preciation system of section 168(g) with a recovery
period of 5 years pursuant to section 168(g)(3)(C). T
uses the optional depreciation tables. If the half-year

convention applies in 2003, the appropriate optional
depreciation table is table 8 in Rev. Proc. 87–57,
which is the table for MACRS property subject to
the alternative depreciation system, the straight-line
method, a 5-year recovery period, and the half-year
convention. Thus, the depreciation allowance for the
computers for 2003 is $10,000, which is equal to the
unadjusted depreciable basis of $100,000 multiplied
by the annual depreciation rate of .10 in table 8
for recovery year 1 for a 5-year recovery period.
Because the computers are required to be depreciated
under the alternative depreciation system in their
placed-in-service year, the computers are not eligible
for the additional first year depreciation deduction
provided by section 168(k).

(f) No change in accounting method. A
change in computing the depreciation al-
lowance in the year of change for prop-
erty subject to this section results from a
change in underlying facts and, thus, is not
a change in method of accounting under
section 446(e).

(g) Effective date—(1) In general. This
section applies to changes in the use of
MACRS property in taxable years ending
on or after the date of publication of the
final regulations in the Federal Register.
For changes in the use of MACRS prop-
erty after December 31, 1986, in taxable
years ending before the date of publication
of the final regulations in the Federal Reg-
ister, the Internal Revenue Service will al-
low any reasonable method of depreciating
the property under section 168 in the year
of change and the subsequent taxable years
that is consistently applied to any property
that changed use in the hands of the tax-
payer.

(2) Change in method of account-
ing—(i) In general. If a taxpayer adopted
a method of accounting for depreciation
due to a change in the use of MACRS
property and the method is not in accor-
dance with the method of accounting for
depreciation provided in this section, a
change to the method of accounting for
depreciation provided in this section is a
change in method of accounting to which
the provisions of sections 446(e) and
481 and the regulations thereunder apply.
Also, a revocation of the election provided
in paragraph (d)(3)(ii) of this section to
disregard a change in the use is a change
in method of accounting to which the
provisions of sections 446(e) and 481 and
the regulations thereunder apply.

(ii) Automatic consent to change
method of accounting. For any tax-
able year ending on or after the date of
publication of the final regulations in the

Federal Register, a taxpayer changing
its method of accounting in accordance
with this paragraph (g)(2) must follow
the applicable administrative procedures
issued under §1.446–1(e)(3)(ii) for ob-
taining the Commissioner’s automatic
consent to a change in method of account-
ing (for further guidance, for example,
see Rev. Proc. 2002–9, 2002–1 C.B. 327,
and §601.601(d)(2)(ii)(b) of this chapter).
Any change in method of accounting made
under this paragraph (g)(2) must be made
using an adjustment under section 481(a).

Robert E. Wenzel,
Deputy Commissioner for
Services and Enforcement.

(Filed by the Office of the Federal Register on July 18, 2003,
8:45 a.m., and published in the issue of the Federal Register
for July 21, 2003, 68 F.R. 43047)
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