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meanings assigned to these terms in
paragraph (a) of §1.1245-2.

(4) The application of subparagraph
(3) of this paragraph may be illustrated
by the following example:

Example: A, B, and C each hold a one-third
interest in calendar year partnership ABC.
On December 31, 1962, the firm holds section
1245 property which has an adjusted basis of
$30,000 and a recomputed basis of $33,000. De-
preciation deductions in respect of the prop-
erty for 1962 were $3,000. On January 1, 1963,
when D purchases C’s partnership interest,
the election under section 754 is in effect and
a $5,000 special basis adjustment is made in
respect of D to his one-third share of the
common partnership adjusted basis for the
property. For 1963 and 1964 the partnership
deducts $6,000 as depreciation in respect of
the property, thereby reducing its adjusted
basis to $24,000, and D deducts $2,800, i.e., his
distributive share of partnership deprecia-
tion ($2,000) plus depreciation in respect of
his special basis adjustment ($800). On March
15, 1965, the partnership sells the property for
$48,000. Since the partnership’s recomputed
basis for the property ($33,000, i.e., $24,000 ad-
justed basis plus $9,000 in depreciation deduc-
tions) is lower than the amount realized
upon the sale ($48,000), the excess of recom-
puted basis over adjusted basis, or $9,000, is
treated as partnership gain under section
1245(a)(1). D’s distributive share of such gain
is $3,000 (¥ of $9,000). However, the amount of
gain recognized by D under section 1245 (a)(1)
is only $2,800, determined as follows:

(1) Adjusted basis:
D’s portion of partnership ad-
justed basis (/5 of $24,000)
D’s special basis adjustment
as of December 31, 1964
($5,000 minus $800)
D’s adjusted basis

$8,000

.................. $12,200
(2) Recomputed basis:
D’s adjusted basis ..................
D’s portion of partnership de-
preciation for 1963 and
1964, i.e., for periods after
he acquired his partnership
interest (' of $6,000) .........
Depreciation for 1963 and
1964 in respect of D’s spe-
cial basis adjustment .......... 800
D’s recomputed basis.

2,000

15,000
(3) D’s portion of amount realized by partnership
(Vs of $48,000) .
(4) Gain recognized to D under section
1245(a)(1), i.e., the lower of (2) or (3), minus
(1)

16,000

2,800

[T.D. 6832, 30 FR 8576, July 7, 1965, as amend-
ed by T.D. 7084, 36 FR 268, Jan. 8, 1971; T.D.
7141, 36 FR 18793, Sept. 22, 1971; T.D. 8730, 62
FR 44216, Aug. 20, 1997]
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§1.1245-2 Definition of
basis.

(a) General rule—(1) Recomputed basis
defined. The term recomputed basis
means, with respect to any property,
an amount equal to the sum of:

(i) The adjusted basis of the property,
as defined in section 1011, plus

(i) The amount of the adjustments
reflected in the adjusted basis.

(2) Definition of adjustments reflected
in adjusted basis. The term adjustments
reflected in the adjusted basis means:

(i) With respect to any property
other than property described in sub-
division (ii), (iii), or (iv) of this sub-
paragraph, the amount of the adjust-
ments attributable to periods after De-
cember 31, 1961,

(ii) With respect to an elevator or es-
calator, the amount of the adjustments
attributable to periods after June 30,
1963,

(iii) With respect to livestock (de-
scribed in subparagraph (4) of §1.1245-
3(a)), the amount of the adjustments
attributable to periods after December
31, 1969, or

(iv) [Reserved]
which are reflected in the adjusted
basis of such property on account of de-
ductions allowed or allowable for de-
preciation or amortization (within the
meaning of subparagraph (3) of this
paragraph). For cases where the tax-
payer can establish that the amount
allowed for any period was less than
the amount allowable, see subpara-
graph (7) of this paragraph. For deter-
mination of adjusted basis of property
in a multiple asset account, see para-
graph (c)(3) of §1.167(a)-8.

(3) Meaning of depreciation or amorti-
zation. (i) For purposes of subparagraph
(2) of this paragraph, the term deprecia-
tion or amortization includes allowances
(and amounts treated as allowances)
for depreciation (or amortization in
lieu thereof), and deductions for amor-
tization of emergency facilities under
section 168. Thus, for example, such
term includes a reasonable allowance
for exhaustion, wear and tear (includ-
ing a reasonable allowance for obsoles-
cence) under section 167, an expense al-
lowance (additional first-year deprecia-
tion allowance for property placed in
service before January 1, 1981), under
section 179, an expenditure treated as

recomputed

356



Internal Revenue Service, Treasury

an amount allowed under section 167 by
reason of the application of section
182(d)(2)(B) (relating to expenditures by
farmers for clearing land), and a deduc-
tion for depreciation of improvements
under section 611 (relating to deple-
tion). For further examples, the term
depreciation or amortization includes
periodic deductions referred to in
§1.162-11 in respect of a specified sum
paid for the acquisition of a leasehold
and in respect of the cost to a lessee of
improvements on property of which he
is the lessee. However, such term does
not include deductions for the periodic
payment of rent.

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example:

Example: On January 1, 1966, Smith pur-
chases for $1,000, and places in service, an
item of property described in section 1245(a)
(3)(A). Smith deducts an additional first-year
allowance for depreciation under section 179
of $200. Accordingly, the basis of the prop-
erty for purposes of depreciation is $800 on
January 1, 1966. Between that date and Janu-
ary 1, 1974, Smith deducts $640 in deprecia-
tion (the amount allowable) with respect to
the property, thereby reducing its adjusted
basis to $160. Since this adjusted basis re-
flects deductions for depreciation and amor-
tization (within the meaning of this subpara-
graph) amounting to $840 ($200 plus $640), the
recomputed basis of the property is $1,000
($160 plus $840).

(4) Adjustments of other taxpayers or in
respect of other property. (i) For pur-
poses of subparagraph (2) of this para-
graph, the adjustments reflected in ad-
justed basis on account of depreciation
or amortization which must be taken
into account in determining recom-
puted basis are not limited to those ad-
justments on account of depreciation
or amortization with respect to the
property disposed of, nor are such ad-
justments limited to those on account
of depreciation or amortization al-
lowed or allowable to the taxpayer dis-
posing of such property. Except as pro-
vided in subparagraph (7) of this para-
graph, all such adjustments are taken
into account, whether the deductions
were allowed or allowable in respect of
the same or other property and wheth-
er to the taxpayer or to any other per-
son. For manner of determining the
amount of adjustments reflected in the
adjusted basis of property immediately
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after certain dispositions,
graph (c) of this section.

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example:

see para-

Example: On January 1, 1966, Jones pur-
chases machine X for use in his trade or
business. The machine, which is section 1245
property, has a basis for depreciation of
$10,000. After taking depreciation deductions
of $2,000 (the amount allowable), Jones trans-
fers the machine to his son as a gift on Janu-
ary 1, 1968. Since the exception for gifts in
section 1245(b)(1) applies, Jones does not rec-
ognize gain under section 1245(a)(1). The
son’s adjusted basis for the machine is $8,000.
On January 1, 1969, after taking a deprecia-
tion deduction of $1,000 (the amount allow-
able), the son exchanges machine X for ma-
chine Y in a like kind exchange described in
section 1031. Since the exception for like
kind exchanges in section 1245(b)(4) applies,
the son does not recognize gain under section
1245(a)(1). The son’s adjusted basis for ma-
chine Y is $7,000. In 1969, the son takes a de-
preciation deduction of $1,000 (the amount
allowable) in respect of machine Y. The son
sells machine Y on June 30, 1970. No depre-
ciation was allowed or allowable for 1970, the
year of the sale. The recomputed basis of ma-
chine Y on June 30, 1970, is determined in the
following manner:

Adjusted basis ......c.coceceiiiiiienenn $6,000
Adjustments reflected in the ad-

justed basis:
Depreciation deducted by Jones

for 1966 and 1967 on machine

X ettt 2,000
Depreciation deducted by son for

1968 on machine X .................... 1,000
Depreciation deducted by son for

1969 on machine Y .......cccccceens 1,000

Total adjustments reflected in the ad-

justed basis . $4,000
Recomputed basis .........cccceeviviiiiinnnne 10,000

(5) Adjustments reflected in adjusted
basis of property described in section

1245(a)(3)(B). For purposes of subpara-
graph (2) of this paragraph, the adjust-
ments reflected in the adjusted basis of
property described in section
1245(a)(3)(B), on account of deprecia-
tion or amortization which must be
taken into account in determining re-
computed basis, may include deduc-
tions attributable to periods during
which the property is not used as an in-
tegral part of an activity, or does not
constitute a facility, specified in sec-
tion 1245(a)(3)(B) (i) or (ii). Thus, for
example, if depreciation deductions
taken with respect to such property
after December 31, 1961, amount to
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$10,000 (the amount allowable), of
which $6,000 is attributable to periods
during which the property is used as an
integral part of a specified activity or
constitutes a specified facility, then
the entire $10,000 of depreciation deduc-
tions are adjustments reflected in the
adjusted basis for purposes of deter-
mining recomputed basis. Moreover, if
the property was never so used but was
acquired in a transaction to which sec-
tion 1245(b)(4) (relating to like kind ex-
changes and involuntary conversions)
applies, and if by reason of the applica-
tion of paragraph (d)(3) of §1.1245-4 the
property is considered as section 1245
property described in section
1245(a)(3)(B), then the entire $10,000 of
depreciation deductions would also be
adjustments reflected in the adjusted
basis for purposes of determining re-
computed basis.

(6) Allocation of adjustments attrib-
utable to periods after certain dates. (i)
For purposes of determining recom-
puted basis, the amount of adjustments
reflected in the adjusted basis of prop-
erty other than property described in
subparagraph (2) (ii), (iii), or (iv) of this
paragraph are limited to adjustments
attributable to periods after December
31, 1961. Accordingly, if depreciation
deducted with respect to such property
of a calendar year taxpayer is $1,000 a
year (the amount allowable) for each of
10 years beginning with 1956, only the
depreciation deducted in 1962 and suc-
ceeding years shall be treated as re-
flected in the adjusted basis for pur-
poses of determining recomputed basis.
With respect to a taxable year begin-
ning in 1961 and ending in 1962, the de-
duction for depreciation or amortiza-
tion shall be ascertained by applying
the principles stated in paragraph (c)(3)
of §1.167(a)-8 (relating to determina-
tion of adjusted basis of retired asset).
The amount of the deduction, deter-
mined in such manner, shall be allo-
cated on a daily basis in order to deter-
mine the portion thereof which is at-
tributable to a period after December
31, 1961. Thus, for example, if a tax-
payer, whose fiscal year ends on May
31, 1962, acquires section 1245 property
on November 12, 1961, and the deduc-
tion for depreciation attributable to
the property for such fiscal year is
ascertained (under the principles of
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paragraph (c)(3) of §1.167(a)-8) to be
$400, then the portion thereof attrib-
utable to a period after December 31,
1961, is $302 (°%200 of $400). If, however,
the property were acquired by such
taxpayer after December 31, 1961, the
entire deduction for depreciation at-
tributable to the property for such fis-
cal year would be allocable to a period
after December 31, 1961. For treatment
of certain normal retirements de-
scribed in paragraph (e)(2) of §1.167(a)-
8, see paragraph (c) of §1.1245-6. For
principles of determining the amount
of adjustments for depreciation or am-
ortization reflected in the adjusted
basis of property upon an abnormal re-
tirement of property in a multiple
asset account, see paragraph (c)(3) of
§1.167(a)-8.

(ii) For purposes of determining re-
computed basis, the amount of adjust-
ments reflected in the adjusted basis of
an elevator or escalator are limited to
adjustments attributable to periods
after June 30, 1963.

(iii) For purposes of determining re-
computed basis, the amount of adjust-
ments reflected in the adjusted basis of
livestock (described in subparagraph
(2)(iii) of this paragraph) are limited to
adjustments attributable to periods
after December 31, 1969.

(7) Depreciation or amortization allowed
or allowable. For purposes of determin

ing recomputed basis, generally all
adjustments (for periods after Dec. 31,
1961, or, in the case of property de-
scribed in subparagraph (2) (ii), (iii), or
(iv) of this paragraph, for periods after
the applicable date) attributable to al-
lowed or allowable depreciation or am-
ortization must be taken into account.
See section 1016(a)(2) and the regula-
tions thereunder for the meaning of al-
lowed and allowable. However, if a tax-
payer can establish by adequate
records or other sufficient evidence
that the amount allowed for deprecia-
tion or amortization for any period was
less than the amount allowable for
such period, the amount to be taken
into account for such period shall be
the amount allowed. No adjustment is
to be made on account of the tax im-
posed by section 56 (relating to the
minimum tax for tax preferences). See
paragraph (b) of this section (relating
to records to be kept and information
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to be filed). For example, assume that
in the year 1967 it becomes necessary
to determine the recomputed basis of
property, the $500 adjusted basis of
which reflects adjustments of $1,000
with respect to depreciation deductions
allowable for periods after December
31, 1961. If the taxpayer can establish
by adequate records or other sufficient
evidence that he had been allowed de-
ductions amounting to only $800 for the
period, then in determining recom-
puted basis the amount added to ad-
justed basis with respect to the $1,000
adjustments to basis for the period will
be only $800.

(8) Exempt organizations. In respect of
property disposed of by an organization
which is or was exempt from income
taxes (within the meaning of section
501(a)), adjustments reflected in the ad-
justed basis (within the meaning of
subparagraph (2) of this paragraph)
shall include only depreciation or am-
ortization allowed or allowable (i) in
computing unrelated business taxable
income (as defined in section 512(a), or
(if) in computing taxable income of the
organization (or a predecessor organi-
zation) for a period during which it was
not exempt or, by reason of the appli-
cation of section 502, 503, or 504, was de-
nied its exemption.

(b) Records to be kept. In any case in
which it is necessary to determine re-
computed basis of an item of section
1245 property, the taxpayer shall have
available permanent records of all the
facts necessary to determine with rea-
sonable accuracy the amount of such
recomputed basis, including the fol-
lowing:

(1) The date, and the manner in
which, the property was acquired,

(2) The taxpayer’s basis on the date
the property was acquired and the
manner in which the basis was deter-
mined,

(3) The amount and date of all adjust-
ments to the basis of the property al-
lowed or allowable to the taxpayer for
depreciation or amortization and the
amount and date of any other adjust-
ments by the taxpayer to the basis of
the property,

(4) In the case of section 1245 prop-
erty which has an adjusted basis re-
flecting adjustments for depreciation
or amortization taken by the taxpayer

§1.1245-2

with respect to other property, or by
another taxpayer with respect to the
same or other property, the informa-
tion described in subparagraphs (1), (2),
and (3) of this paragraph with respect
to such other property or such other
taxpayer.

(c) Adjustments reflected in adjusted
basis immediately after certain acquisi-
tions—(1) Zero. (i) If on the date a per-
son acquires property his basis for the
property is determined solely by ref-
erence to its cost (within the meaning
of section 1012), then on such date the
amount of the adjustments reflected in
his adjusted basis for the property is
zero.

(ii) If on the date a person acquires
property his basis for the property is
determined solely by reason of the ap-
plication of section 301(d) (relating to
basis of property received in corporate
distribution) or section 334(a) (relating
to basis of property received in a lig-
uidation in which gain or loss is recog-
nized), then on such date the amount of
the adjustments reflected in his ad-
justed basis for the property is zero.

(iii) If on the date a person acquires
property his basis for the property is
determined solely under the rules of
section 334 (b)(2) or (c) relating to basis
of property received in certain cor-
porate liquidations), then on such date
the amount of the adjustments re-
flected in his adjusted basis for the
property is zero.

(iv) If as of the date a person acquires
property from a decedent such person’s
basis is determined, by reason of the
application of section 1014(a), solely by
reference to the fair market value of
the property on the date of the dece-
dent’s death or on the applicable date
provided in section 2032 (relating to al-
ternate valuation date), then on such
date the amount of the adjustments re-
flected in his adjusted basis for the
property is zero.

(2) Gifts and certain tax-free trans-
actions. (i) If property is disposed of in
a transaction described in subdivision
(ii) of this subparagraph, then the
amount of the adjustments reflected in
the adjusted basis of the property in
the hands of a transferee immediately
after the disposition shall be an
amount equal to:
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(@) The amount of the adjustments
reflected in the adjusted basis of the
property in the hands of the transferor
immediately before the disposition,
minus

(b) The amount of any gain taken
into account under section 1245(a)(1) by
the transferor upon the disposition.

(ii) The transactions referred to in
subdivision (i) of this subparagraph
are:

(a) A disposition which is in part a
sale or exchange and in part a gift (see
paragraph (a)(3) of §1.1245-4).

(b) A disposition (other than a dis-
position to which section 1245(b)(6)(A)
applies) which is described in section
1245(b)(3) (relating to certain tax-free
transactions), or

() An exchange described in para-
graph (e)(2) of §1.1245-4 (relating to
transfers described in section
1081(d)(1)(A)).

(iii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example:

Example: Jones transfers section 1245 prop-
erty to a corporation in exchange for stock
of the corporation and $1,000 cash in a trans-
action which qualifies under section 351 (re-
lating to transfer to a corporation controlled
by transferor). Before the exchange the
amount of the adjustments reflected in the
adjusted basis of the property is $3,000. Upon
the exchange $1,000 gain is recognized under
section 1245(a)(1). Immediately after the ex-
change, the amount of the adjustments re-
flected in the adjusted basis of the property
in the hands of the corporation is $2,000 (that
is, $3,000 minus $1,000).

(3) Certain transfers at death. (i) If
property is acquired in a transfer at
death to which section 1245(b)(2) ap-
plies, the amount of the adjustments
reflected in the adjusted basis of prop-
erty in the hands of the transferee im-
mediately after the transfer shall be
the amount (if any) of depreciation or
amortization deductions allowed the
transferee before the decedent’s death,
to the extent that the basis of the
property (determined under section
1014(a)) is required to be reduced under
the second sentence of section 1014(b)(9)
(relating to adjustments to basis where
property is acquired from a decedent
prior to his death).

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example:

26 CFR Ch. | (4-1-04 Edition)

Example: H purchases section 1245 property
in 1965 which he immediately conveys to
himself and W, his wife, as tenants by the en-
tirety. Under local law each spouse is enti-
tled to one-half the income from the prop-
erty. H and W file joint income tax returns
for calendar years 1965, 1966, and 1967. Over
the 3 years, depreciation deductions amount-
ing to $4,000 (the amount allowable) are al-
lowed in respect of the property of which
one-half thereof, or $2,000, is allocable to W.
On January 1, 1968, H dies and the entire
value of the property at the date of death is
included in H’s gross estate. Since W’s basis
for the property (determined under section
1014(a)) is reduced (under the second sentence
of section 1014(b)(9)) by the $2,000 deprecia-
tion deductions allowed W before H’s death,
the adjustments reflected in the adjusted
basis of the property in the hands of W im-
mediately after H’s death amount to $2,000.

(4) Property received in a like kind ex-
change, involuntary conversion, or F.C.C.
transaction. (i) If property is acquired
in a transaction described in subdivi-
sion (ii) of this subparagraph then im-
mediately after the acquisition (and
before applying subparagraph (5) of this
paragraph, if applicable) the amount of
the adjustments reflected in the ad-
justed basis of the property acquired
shall be an amount equal to:

(@) The amount of the adjustments
reflected in the adjusted basis of the
property disposed of immediately be-
fore the disposition, minus

(b) The sum of (1) the amount of any
gain recognized under section 1245(a)(1)
upon the disposition, plus (2) the
amount of gain (if any) referred to in
subparagraph (5)(ii) of this paragraph.

(i) The transactions referred to in
subdivision (i) of this subparagraph
are:

(a) A disposition which is a like kind
exchange or an involuntary conversion
to which section 1245(b)(4) applies, or

(b) A disposition to which the provi-
sions of section 1071 and paragraph
(e)(1) of §1.1245-4 apply.

(iii) The provisions of subdivisions (i)
and (ii) of this subparagraph may be il-
lustrated by the following examples:

Example 1. Smith exchanges machine A for
machine B and $1,000 cash in a like kind ex-
change. Gain of $1,000 is recognized under
section 1245(a)(1). If before the exchange the
amount of the adjustments reflected in the
adjusted basis of machine A was $5,000, the
amount of adjustments reflected in the ad-
justed basis of machine B after the exchange
is $4,000 (that is, $5,000 minus $1,000).
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Example 2. Assume the same facts as in ex-
ample (1) except that machine A is destroyed
by fire, that $5,000 in insurance proceeds are
received of which $4,000 is used to purchase
machine B, and that Smith properly elects
under section 1033(a)(3)(A) to limit recogni-
tion of gain. The result is the same as in ex-
ample (1), that is, the amount of adjustments
reflected in the adjusted basis of machine B
is $4,000 ($5,000 minus $1,000).

(iv) If more than one item of section
1245 property is acquired in a trans-
action referred to in subdivision (i) of
this subparagraph, the total amount of
the adjustments reflected in the ad-
justed bases of the items acquired shall
be allocated to such items in propor-
tion to their respective adjusted bases.

(5) Property after a reduction in basis
pursuant to election under section 1071 or
application of section 1082(a)(2). If the
basis of section 1245 property is reduced
pursuant to an election under section
1071 (relating to gain from sale or ex-
change to effectuate policies of F.C.C.),
or the application of section 1082(a)(2)
(relating to sale or exchange in obedi-
ence to order of S.E.C.), then imme-
diately after the basis reduction the
amount of the adjustments reflected in
the adjusted basis of the property shall
be the sum of:

(i) The amount of the adjustments re-
flected in the adjusted basis of the
property immediately before the basis
reduction (but after applying subpara-
graph (4) of this paragraph, if applica-
ble), plus

(if) The amount of gain which was
not recognized under section 1245(a)(1)
by reason of the reduction in the basis
of the property. See paragraph (e)(1) of
§1.1245-4.

(6) Partnership property after certain
transactions. (i) For the amount of ad-
justments reflected in the adjusted
basis of property immediately after
certain distributions of the property by
a partnership to a partner, see section
1245(b)(6)(B).

(ii) If under paragraph (b)(3) of §1.751-
1 (relating to certain distributions of
partnership property other than sec-
tion 751 property treated as sales or ex-
changes) a partnership is treated as
purchasing section 1245 property (or a
portion thereof) from a distributee who
relinquishes his interest in such prop-
erty (or portion), then on the date of
such purchase the amount of adjust-

§1.1245-3

ments reflected in the adjusted basis of
such purchased property (or portion)
shall be zero.

(iii) See paragraph (e)(3)(ii) of
§1.1245-1 for the amount of adjustments
reflected in the adjusted basis of part-
nership property in respect of a partner
who acquired his partnership interest
in certain transactions when an elec-
tion under section 754 (relating to op-
tional adjustments to basis of partner-
ship property) was in effect.

[T.D. 6832, 30 FR 8578, July 7, 1965, as amend-
ed by T.D. 7084, 36 FR 268, Jan. 8, 1971; T.D.
7141, 36 FR 18793, Sept. 22, 1971; 36 FR 19160,
Sept. 30, 1971; T.D. 7564, 43 FR 40496, Sept. 12,
1978; T.D. 8121, 52 FR 414, Jan. 6, 1987]

§1.1245-3 Definition of section 1245
property.

(@) In general. (1) The term section
1245 property means any property (other
than livestock excluded by the effec-
tive date limitation in subparagraph (4)
of this paragraph) which is or has been
property of a character subject to the
allowance for depreciation provided in
section 167 and which is either:

(i) Personal property (within the
meaning of paragraph (b) of this sec-
tion),

(ii) Property described in section
1245(a)(3)(B) (see paragraph (c) of this
section), or

(iii) An elevator or an escalator with-
in the meaning of subparagraph (C) of
section 48(a)(1) (relating to the defini-
tion of section 38 property for purposes
of the investment credit), but without
regard to the limitations in such sub-
paragraph (C).

(2) If property is section 1245 property
under a subdivision of subparagraph (1)
of this paragraph, a leasehold of such
property is also section 1245 property
under such subdivision. Thus, for ex-
ample, if A owns personal property
which is section 1245 property under
subparagraph (1)(i) of this paragraph,
and if A leases the personal property to
B, B’s leasehold is also section 1245
property under such provision. For a
further example, if C owns and leases
to D for a single lump-sum payment of
$100,000 property consisting of land and
a fully equipped factory building there-
on, and if 40 percent of the fair market
value of such property is properly allo-
cable to section 1245 property, then 40
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