




(2) 5-year property, where the class life was more than 4 but
less than 10 years;

(3) 7-year property, where the class life was 10 or more but
less than 16 years;

(4) 10-year property, where the class life was 16 or more but
less than 20 years;

(5) 15-year property, where the class life was 20 or more but

less than 25 years; and

(6) 20-year property, where the class life was 25 or more years.

b. Of particular relevance are certain assigned classifications of
tangible personal property. For example, 5-year property includes (i) semi-conductor
manufacturing equipment; (ii) computer-based telephone central office switching equipment;
(iii) property used in connection with research and experimentation; and (iv) any automobile or
light, general purpose truck. Sec. 168(e)(3)(B), I.R.C.

c. Other specific examples are as follows: railroad track is 7-year
property and single purpose agricultural or horticultural structures are included in 10-year
property; municipal wastewater treatment plants are included within 15-year property, and 20-
year property includes municipal sewers. See Sec. 168(e)(3), I.R.C.

d. Unless an alternative election is made, and (under Sec. 168(b)(2),
I.R.C.) with exception of 15-year or 20-year property or property used in a farming business, the
applicable depreciation method is the 200 percent declining balance method, switching to the
straight-line method for the first taxable year for which using the straight-line method will yield
a larger allowance. Sec. 168(b)(1 ), I.R.C.

e. A taxpayer may make an irrevocable election to utilize either the
150 percent declining balance method or the straight-line method pursuant to Sec. 168(b)(2) or
(3), I.R.C. Such election may be made with respect to one or more classes of property for any
taxable year and, once made with respect to any class, shall apply to all property in such class
placed in service during the taxable year. Sec. 168(b)(5), I.R.C.

3. Cost Recovery Periods for Real Property.

a. ERTA 1981 assigned to all real property placed in service after
December 31, 1980 a 15-year cost recovery period under ACRS. With the exception of low-
income housing, which retained a 15-year recovery period, the recovery period was changed to
18 years by TRA 1984 as to real property placed in service after March 15, 1984 and prior to
May 9, 1985, and then to 19 years as to real property placed in service after May 8, 1985 and
prior to January 1, 1987.
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b. Under TRA 1986, the cost recovery periods were again
lengthened, as to property placed in service after December 31, 1986, subject to certain
transitional exceptions. The current recovery periods are as follows:

(1) As to all residential rental property, the recovery period is
27.5 years, which must be taken on a straight-line basis. Secs. 168(c) and (b)(3)(B), I.R.C.

(2) With regard to all nonresidential real property, the recovery
period is 39 years, which must be taken on a straight-line basis. Secs. 168(c) and (b)(3)(A),
I.R.C.

4. Depreciation of Real Property.

a. With respect to real property placed in service after December 31,
1980, depreciation under Sec. 167, I.R.C., was superseded by ACRS (under Sec. 168, I.R.C.).
Under ACRS, prior to TRA 1986, the taxpayer had several options:

(1) One option was to depreciate using an accelerated rate
within the mandatory life period. Secs. 168(b)(2)(A) and (4)(A), I.R.C. (1954), permitted use of
the 175% declining balance method (or 200% in the case of low-income housing) with a change
to straight-line as prescribed by the Regulations.

(2) Another option was to elect to utilize the straight-line
method over the mandatory life period or, if desired, over a longer period of 35 or 45 years.
Sec. 168(b)(3)(A), I.R.C. (1954).

(3) If the property was tax-exempt use property under
Sec. 168(h)(1), I.R.C. or property financed with tax-exempt bonds, a longer recovery period (the
alternative depreciation period) of 40 years was imposed. Sec. 168(b)(3), I.R.C. (1954); see
Prop. Reg. §1.168-2(c)(5).

b. Under TRA 1986, an alternative depreciation system continues to
be imposed with regard to tax-exempt use property, which is either (i) that portion of any
tangible property (other than nonresidential real property) leased to a tax-exempt entity or
(ii) that portion of nonresidential real property leased to a tax-exempt entity in a disqualified
lease (as defined in Sec. 168(h)(1)(B)(ii), I.R.C.). Sec. 168(h)(1), I.R.C.

(1) The alternative depreciation system uses a 40-year straight-
line recovery period for residential rental property as well as nonresidential real property, except
that, if the tax-exempt property is subject to a lease, the recovery period cannot be less than
125% of the lease term. Secs. 168(g)(2)(C) and (3)(A), I.R.C.

(2) A taxpayer may make an irrevocable election for any class
of property. However, with the exception of nonresidential real property and residential rental
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property, where the election may be made property-by-property, the election is binding on all
property in such class placed in service in that taxable year. Sec. 168(g)(7)(A), I.R.C.

H. Depreciation of Real Property under MACRS

1. As referenced above, land is not subject to depreciation. Only
improvements, physical developments and structures on land are eligible for depreciation. The
straight-line method and the mid-month convention apply for MACRS depreciation of residential
rental property and nonresidential real property. There is a separate table of percentages used to
calculate MACRS depreciation for 27.5-year residential rental property, 31.5-year nonresidential
real property and 39-year nonresidential real property.

a. Residential rental property has a recovery period of 27.5 years for
purposes of MACRS depreciation. A building or a structure is "residential rental property" only
if 80% or more of the gross rental income from such building or structure for the taxable year is
rental income from dwelling units. Sec. 168(e)(2)(A)(i), I.R.C.

b. A "dwelling unit" is a house or apartment used to provide living
accommodations in a building or structure. The definition of dwelling unit does not include a
unit in a hotel, motel or other establishment if more than one-half of the units are used on a
transient basis. The fair rental value of any portion of a building occupied by the taxpayer is
included in gross rental income from the building. Sec. 168(e)(2)(A)(ii)(I), I.R.C.

2. Nonresidential real property has a recovery period of 39 years for
purposes of MACRS depreciation. Sec. 168(e)(2)(B), I.R.C. Nonresidential real property is
defined as Sec. 1250, I.R.C. property which is not residential real property or property with a
class life of less than 27.5 years.

I. Bonus Depreciation for Qualified Business Capital Investments

1. The Job Creation and Worker Assistance Act of 2002 added Sec. 168(k),
I.R.C., to allow an additional first-year depreciation deduction equal to 30% of the adjusted basis
of qualified property. The deduction is allowed for both regular and alternative minimum tax
purposes for the taxable year in which the property is placed in service.

2. The property eligible for the deduction must qualify as MACRS property
(i.e., generally all tangible depreciable property placed in service after December 31, 1986) that
(i) has an applicable recovery period of 20 years or less, (ii) is water utility property, (iii) is
computer software as defined in Sec. 167(f)(1)(B), I.R.C., or (iv) is qualified leasehold
improvement property.

3. The taxpayer's original use of the property must commence after
September 10, 2001. The taxpayer must acquire the property after September 10, 2001 and
before September 11, 2004. The property must be placed in service before January 1, 2005 or
for certain property with longer production periods, before January 1, 2006.
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4. "Qualified leasehold improvement property" is defined in Sec. 168(k)(3),
I.R.C., as any improvement to an interior portion of a building which is nonresidential real
property made under a lease by either the lessee or lessor. The portion of the property must be
occupied exclusively by the lessee and the improvement must be placed in service more than
three years after the date the building was first placed in service. Certain improvements, such as
an enlargement of the building, escalator or elevator, are not eligible.

5. Note that a reciprocal provision is added under new Sec. 1400L(b), I.R.C.,
which allows a depreciation deduction equal to 30% of the adjusted basis for qualified New York
Liberty Zone property. However, qualified property for purposes of Sec. 168, I.R.C. does not
include qualified New York Liberty Zone leasehold improvement property as defined in
Sec. 1400L(c)(2), I.R.C. (_e., an improvement placed in service after September 10, 2001 and
before January 1, 2007 in the New York Liberty Zone). Congress added See. 1400L(c), I.R.C. to
provide that five-year property for purposes of depreciation under Sec 168, I.R.C. includes such
property.

J. 15-Year Depreciation and Cost Recovery.

1. 15-Year Useful Life for Leasehold Improvements and Restaurant
Property. The 15-year recovery period applies to any "qualified leasehold improvement
property" or any "qualified restaurant property" placed in service after October 22, 2004 and
before January 1, 2006. Sec. 168(e)(3)(E), I.R.C. Under prior law, the applicable recovery
period for such property was 39 years.

a. Qualified Leasehold Improvement Property. In determining what
is "qualified leasehold improvement property" for purposes of the reduced recovery period, the
American Jobs Creation Act of 2004 added new See. 168(e)(6), I.R.C., which incorporated by
reference the definition of "qualified leasehold improvement property" in Sec. 168(k)(3), I.R.C.,
with one modification. New Sec. 168(e)(6), I.R.C., expressly states that, if a lessor makes a
leasehold improvement that qualifies for the 15-year recovery period, a subsequent owner of the
leasehold improvement property may not depreciate the leasehold improvement over the reduced
recovery period.

b. Qualified Restaurant Property. New Sec. 168(e)(7), I.R.C., defines
"qualified restaurant property" as any Section 1250 improvement to a building if (i) the
improvement is placed in service more than three years after the date the building was first
placed in service and (ii) more than 50% of the building's square footage is devoted to the
preparation, seating and consumption of prepared meals.

2. 2-Year Extension of Increased Section 179 Expensing. The Jobs and
Growth Tax Relief Reconciliation Act of 2003 increased the maximum amount deductible under
Sec. 179, I.R.C., from $25,000 to $100,000. This increase was set to sunset in 2006. The
American Jobs Creation Act of 2004 extended the availability of the increased Sec. 179, I.R.C.,
expense through 2008.

DC3\160421 vI



VII. INSTALLMENT SALES

A. Applicability.

1. The installment method applies broadly to dispositions of property which
yield a gain, and which call for at least one payment after the close of the taxable year in which
the disposition occurs. Secs. 453(a) and (b)(1), I.R.C., and Temp. Regs. §§15A.453-1(a) and
15A.453-1(b)(1). It does not apply to receipts of compensation, rents or lease payments.
However, where a lease is treated as a sale for Federal income tax purposes, the installment
method may be used.

2. Note that, in December 2000, Congress passed and the President signed
the Installment Tax Correction Act of 2000, which repealed, on a fully retroactive basis, the
modification of the installment method contained in the Taxpayer Relief Extension Act of 1999.
TREA 1999 modified Sec. 453, I.R.C., in order to repeal installment sales reporting for accrual
method taxpayers. The new Act generally provides that Sec. 453, I.R.C., shall be applied and
administered as if the repeal (and concomitant modifications) of the installment method had
never been enacted. Thus, the Act reinstates, nunc pro tunc, installment sales reporting for
accrual method taxpayers. Pub. L. No. 106-573, approved Dec. 28, 2000.

B. Exceptions. Not all deferred payment dispositions qualify for the installment
method.

1. Excepted Dispositions of Real Property. Dispositions of real property are
covered unless they are dealer dispositions (dispositions of real property held for sale to
customers in the ordinary course of the taxpayer's trade or business). Secs. 453(b)(2)(A) and
(1)(1)(B), I.R.C.

2. Excepted Dispositions of Personal Property. Taxpayers engaging in
(i) dealer dispositions or (ii) dispositions of inventories of personal property may not use the
installment method. Sec. 453(b)(2), I.R.C. In addition, dispositions of publicly traded property,
such as stock or securities, are excepted. Sec. 453(k)(2), I.R.C.

a. A dealer disposition is any disposition by a person who regularly
sells or otherwise disposes of personal property of the same type on the installment plan.
Sec. 453(l)(1)(A), I.R.C.

b. The inventory exception essentially excepts dispositions of
personal property that may be held by a taxpayer whose sales activity may not rise to that of a
dealer, but which is more than just casual.

c. A dealer disposition is also any disposition of real property which
is held by the taxpayer for sale to customers in the ordinary course of the taxpayer's trade or
business. Sec. 453(l)(1)(B), I.R.C.
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C. Consequences of Not Using Installment Method. If a seller either does not
qualify for the installment method or elects not to use it, that seller's regular method of tax
accounting-- the cash or an accrual method -- applies.

1. Cash Method Taxpayer. Under the cash method of accounting, gross
income, and consequently gain, is taxable when it is actually or constructively received.
Reg. § 1.451-1 (a). A seller who uses the cash method must treat the fair market value of the
installment obligation as the amount realized in the year of sale. Accordingly, cash basis sellers
must generally recognize gain in full when they receive installment obligations, as long as those
obligations have ascertainable fair market values. Property will be considered to have no fair
market value only in "rare and extraordinary" cases. Neither the fact that the amount depends on
material contingencies, nor that transferability is restricted, will render the obligation valueless.
Temp. Reg. § 15A.453-1 (d)(2)(iii). In no event will the fair market value of an obligation be
considered less than the fair market value of the property sold (less any other consideration
received by the seller on the sale). Temp. Reg. §15A.453-1(d)(2)(iii).

2. Accrual Method Taxpayer. Under the accrual method, sellers must
recognize gain when all the events have occurred which fix the right to receive income, and the
amount thereof can be determined with reasonable accuracy. Reg. § 1.451-1 (a). Receiving an
installment obligation at closing satisfies the receipt test and usually marks the point in time
when the all-events test is met.

a. When the installment obligation is for a fixed amount, the amount
realized by an accrual basis seller is the total amount payable on the obligation, not its fair
market value. Temp. Reg. §15A.453-1(d)(2)(ii)(A).

b. Accrual basis sellers must recognize the fair market value of the
obligation as the amount realized when the installment obligation is for a contingent amount.
Temp. Reg. § 15A.453-1 (d)(2)(iii).

D. Election Out of the Installment Method. The installment method applies unless a
taxpayer elects not to use it. Sec. 453(d)(1), I.R.C.

1. Timing. The election must be made no later than the due date of the return
for the tax year in which the sale occurs, including extensions. Sec. 453(d)(2), I.R.C. and
Temp. Reg. §15A.453-1(d)(3)(i). Exceptions are made only in rare circumstances where the
taxpayer proves good cause for failing to make the election timely. Temp. Reg. §15A.453-
1 (d)(3)(ii).

2. Form of Election. An election out of the installment method must
generally be made on Schedule D (Capital Gains and Losses) of the relevant income tax return
form, or on Form 4797 (Sale of Business Property), depending on the nature of the property sold
or exchanged. Temp. Reg. §15A.453-1(d)(3)(i). But see Priv. Ltr. Rul. 9214005 (Dec. 9, 1991).
Taxpayers can also elect out by simply reporting as the amount realized the selling price
(including the full face amount of any installment obligation received) on the tax return filed for
the tax year in which the sale occurs. S. Rep. No. 1000, 96th Cong., 2d Sess. 12 (1980).
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3. Revoking the Election. A valid election may be revoked only with the
Service's consent. Revocation will not be permitted when one of its purposes is the avoidance of
Federal income taxes, or when the tax year in which any payment was received has closed.
Temp. Reg. §15A.453-1(d)(4).

a. It is clear that revocation will only be permitted in exceptional
circumstances. Temp. Reg. § 1 5A.453-1 (d)(4).

b. It is unclear, however, under what circumstances revocation will
be permitted, short of the tax-avoidance threshold. See Priv. Ltr. Rul. 9218012 (Feb. 3, 1992);
Priv. Ltr. Rul. 9149044 (March 7, 1991); and Rev. Rul. 90-46, 1990-1 C.B. 107.

4. Strategy Regarding Electing Out. The consequences of electing out can be
identified on two levels, direct and indirect.

a. The direct consequences of electing out of the installment method,
whether by an accrual or cash basis taxpayer, are foregoing deferral of gain recognition and
accelerating tax.

b. At the same time, indirect effects may overcome the direct
disadvantages of electing out. Identifying and assessing these indirect consequences is the most
challenging aspect of the analysis.

(1) For example, it may be desirable to elect out in order to
utilize passive losses. Sec. 469, I.R.C.

(2) Moreover, decreasing examination exposure by electing out,
reporting the sale in one year, and thereby limiting the statute of limitations period may be
sufficient justification.

E. Computing Taxable Gain. Under the installment method, the seller recognizes
gain over the term of the installment obligation as the payments are received. Temp. Reg.
§ 15A.453-1(b)(2).

1. Each year the seller must report a portion of total payments received as
taxable income. The taxable portion is the ratio that the seller's gross profit bears to the contract
price, or the so-called "gross profit ratio".

a. Gross profit ratio is calculated:

Gross Profit
Gross Profit Ratio Contract Price

b. "Gross profit" is the excess of the selling price over the seller's
adjusted basis in the property sold. Temp. Reg. § 1 5A.453-1 (b)(2)(v).

DC3\160421vt



(1) Any brokers' commissions and other selling expenses paid
by the seller are added to basis in order to arrive at gross profit. Temp. Reg. §15A.453-
1 (b)(2)(v).

(2) "Selling price" is the gross sales price without any reduction to
reflect existing mortgages or other encumbrances on the property that the purchaser assumes or
to which the purchaser takes subject. Reg. §1.453-4(c) and Temp. Reg. §15A.453-1(b)(2)(ii).

(3) Neither interest, stated or unstated, nor original issue
discount should be included in the selling price. Temp. Reg. § 15A.453-1 (b)(2)(ii).

(4) "Adjusted basis" is the cost or other basis of property,
adjusted for a variety of items enumerated in Sec. 1016, I.R.C. Sec. 1011 (a), I.R.C.

c. The "contract price" is the selling price minus any indebtedness the
purchaser assumes, or to which the purchaser takes the property subject. Generally, it is the
amount that the buyer is obligated to pay directly to the seller. Temp. Reg. § 1 5A.453-
1 (b)(2)(iii).

d. Qualifications.

(1) Assumption of nonqualifying indebtedness constitutes
payment.

(a) Qualifying indebtedness is (1) a mortgage or other
indebtedness encumbering the property and (2) indebtedness not secured by the property, but
incurred or assumed by the purchaser incident to the purchaser's acquisition, holding or operation
of the property in the ordinary course of business or investment. Temp. Reg. §15A.453-
I (b)(2)(iv).

(b) Qualifying indebtedness does not include an
obligation of the seller incurred incident to the sale, such as legal fees, or an obligation of the
seller "functionally unrelated to the acquisition, holding, or operating of the property", such as
the seller's medical bills. Temp. Reg. §15A.453-1(b)(2)(iv).

(2) Qualifying indebtedness may not be subtracted from the
selling price to arrive at the contract price to the extent that the indebtedness assumed exceeds
the seller's basis in the property sold. Temp. Reg. §15A.453-1(b)(2)(iii).

F. Depreciation Recapture. All depreciation recapture under Sec. 1245 or 1250,
I.R.C. must be recognized in the year of sale, even if no payments are received in that year.
Sec. 453(i)(1)(A), I.R.C. When a taxpayer using the installment method recognizes depreciation
recapture, the taxpayer's adjusted basis is increased by the amount of the recapture income to
determine the portions of each payment that comprise gain and basis recovery.
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G. Definition of Payment. The Code takes an expansive view of "payment" and only
makes the most obvious exception--the receipt of indebtedness of the person acquiring the
property. Sec. 453(f)(3), I.R.C., and Temp. Reg. §15A.453-1(b)(3)(i).

1. Cash and Other Property.

a. Obviously, a receipt of cash will constitute payment.

b. Payment may also be received in other property, including foreign
currency and marketable securities. Temp. Reg. §15A.453-1(b)(3)(i).

c. Receiving evidence of indebtedness of a person other than the
person acquiring the property constitutes payment. See First Nat'l Bank v. Comm'r,
921 F.2d 1081 (CA10 1990); Holmes v. Comm'r, 55 T.C. 53 (1970); Maddox v. Comm'r,
69 T.C. 854 (1978).

2. Purchaser Indebtedness Secured by Debt That Is Readily Tradable.
Receipt of a purchaser's bond, note or other evidence of indebtedness that is payable on demand
or that is readily tradable is payment. Sec. 453(f)(4), I.R.C., and Temp. Reg. §15A.453-
1 (e)(1)(i).

a. An obligation is treated as "payable upon demand" if it is treated as
such under applicable state or local law. Temp. Reg. §15A.453-1(e)(3).

b. "Readily tradable" instruments are obligations issued by
corporations or governmental agencies with interest coupons attached or in registered form, or in
any other form designed to render such bond or other evidence of indebtedness readily tradable
in an established securities market. Temp. Reg. §15A.453-1(e)(1)(i) and -1(e)(4).

3. Cash Escrow Deposits. Escrow deposits may constitute payment if there
are no substantial restrictions on the seller's ability to receive deposited funds or if the seller can
look directly to the escrow deposit for full payment in case the purchaser defaults. This is true
even though the escrow funds are not immediately subject to seller's demand. See Rev. Rul. 73-
451, 1973-2 C.B. 158, and Rev. Rul. 77-294, 1977-2 C.B. 173, amplified by Rev. Rul. 79-91,
1979-1 C.B. 179.

4. Assumption or Cancellation of Seller's Nonmortgage Obligations.
A purchaser's assumption and payment of any obligations owed by a seller--such as brokerage
commissions, interest expense or real estate taxes accrued prior to closing--are considered
payments for installment method purposes. See Rev. Rul 76-109, 1976-1 C.B. 125; Bostedt v.
Comm'r, 70 T.C. 487 (1978); and Ehlert v. Comm'r, 50 TCM 1048 (1985).

5. Assumption of Mortgage for More Than Seller's Basis. Payment is
inferred, to the extent the unpaid principal balance of the obligation exceeds the seller's adjusted
basis in the property. Temp. Reg. § 15A.453-1 (b)(3)(i).
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6. Pledges of Installment Obligations. If any indebtedness is secured by an
installment obligation (which installment obligation arose out of a sale where the price exceeded
$150,000 and the property sold was not used for or produced by farming or personal use
property), the net proceeds of the indebtedness constitute payment as of the later of (1) the time
the indebtedness is secured by the obligation or (2) the time the taxpayer receives proceeds of the
indebtedness. Sec. 453A(d)(l), I.R.C.

a. The amount treated as payment once pledging or receipt of the
borrowings occurs, cannot exceed the contract price, reduced by any portion of the contract price
received before the time the proceeds are treated as payment. Sec. 453A(d)(2), I.R.C.

b. Once payment is deemed made under Sec. 453A, I.R.C., actual
payments later received for that obligation are not taken into account until the total of the
subsequent payments exceeds the amount already deemed paid. Sec. 453A(d)(3), I.R.C.

H. Items Not Considered Payments.

1. Guarantees. No guarantee, not even that of a government agency, will
render a purchaser's evidence of indebtedness "payment". Standby letters of credit are treated as
third-party guarantees. Temp. Reg. §15A.453-1(b)(3)(i).

2. Assumptions of Ordinary-Course-of-Business Debt. Where a buyer
purchases a business in an installment sale, including ordinary liabilities of a going business, and
the buyer pays such liabilities, such payment is not considered payment to the seller under the
installment method. Irwin v. Comm'r, 390 F.2d 91 (CA5 1968). However, if the total of all the
liabilities assumed exceeds the basis of the property, such excess is included as payment in the
year of sale. See Rev. Rul. 73-555, 1973-2 C.B. 159.

3. Interest. Interest payments, including original issue discount, are not
payments that will trigger gain recognition under the installment method.

4. Wrap-Around Mortgages. Wrapped debt does not constitute payment.
A wrap-around mortgage is an agreement in which the buyer neither assumes nor takes subject to
part or all of the mortgage or other indebtedness encumbering the property purchased, but,
instead, the buyer issues an installment obligation to the seller which incorporates the principal
amount of the wrapped indebtedness and the seller, in turn, agrees to apply a part of the
payments received to service the wrapped indebtedness. See Stonecrest Corp. v. Comm'r,
24 T.C. 659 (1955), and Professional Equities, Inc. v. Comm'r, 89 T.C. 165 (1987), aMg. 1988-2
C.B. 1, invalidating Temp. Reg. § 15A.453-I (b)(3)(ii).

I. Installment Method for Contingent Payment Sales. Virtually all forms of
contingent payment sales are categorized into three groups: (i) where a maximum selling price
can be determined; (ii) where there is a fixed payment term and no maximum selling price can be
determined, or (iii) where no maximum selling price can be determined and there is no fixed
payment term.
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1. Maximum Selling Price Determinable. Where a "stated maximum selling
price" exists for a contingent payment sale, that price will be treated as the selling price for
computing gain under the installment method. Temp. Reg. § 1 5A.453-1 (c)(2)(i).

a. A stated maximum selling price is determinable if the maximum
amount of the sale proceeds that a taxpayer may receive can be determined under the terms of
the sale agreement as of the end of the taxable year in which the sale occurs. Temp.
Reg. §15A.453-1(c)(2)(i).

b. The stated maximum selling price is determined by assuming that
all contingencies in the agreement are resolved at the earliest possible date and in a manner
which will maximize the selling price. Temp. Reg. § 15A.453-1(c)(2)(i).

c. In the event that the maximum amount is later reduced, the gross
profit ratio will be recomputed for payments received in or after the tax year in which an event
requiring a reduction occurs. Temp. Reg. § 15A.453-1 (c)(2)(i).

2. No Maximum Selling Price, but Payment Period Is Fixed. If there is no
maximum selling price in a sale agreement, but the payment period is fixed, the taxpayer's basis
is allocated ratably over the taxable years in which payments may be received in equal annual
increments. Temp. Reg. § 15A.453-1(c)(3)(i).

3. No Maximum Selling Price, and No Fixed Payment Period. When neither
a maximum selling price nor a fixed period is specified in a sale agreement, the Regulations
question whether a sale has occurred, or whether the payments received are more accurately rent
or royalty income. If, after scrutinizing the pertinent facts (including the nature of the property),
the arrangement is determined to be a sale, the taxpayer's basis, including selling expenses, will
be recovered ratably over 15 years commencing with the date of sale. Temp. Reg. § 1 5A.453-
1 (c)(4). Any basis not recovered at the end of the 15th year will be carried forward to the next
succeeding tax year, and thereafter from year-to-year, until all the basis is recovered or the future
payment obligation becomes worthless.

4. Alternative Methods of Basis Recovery. If a taxpayer demonstrates that
application of the normal basis recovery rules set forth above substantially and inappropriately
defer recovery of basis, the taxpayer may use an alternative method of basis recovery. To
demonstrate that a deferral is inappropriate, the taxpayer must show that (1) the alternative
method is reasonable, and (2) under the alternative method it is reasonable to conclude that, over
time, the taxpayer is likely to recover basis at twice the rate at which basis would have been
recovered under the otherwise applicable rules. Temp. Reg. § 15A.453-1 (c)(7).

J. Recognition Events for Installment Obligations. Any satisfaction at other than
face value, and any distribution, transmission, sale or other disposition of an installment
obligation will trigger the immediate recognition of gain or loss. Sec. 453B, I.R.C.

1. Sale or Exchange. The installment method terminates whenever an
installment obligation is, in fact, sold or exchanged.
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a. Satisfaction at other than face value is treated the same as a sale or
exchange. A common example of this occurs when the buyer of property defaults on a deferred
purchase money obligation, and the seller repossesses the property in satisfaction of that
obligation. See Sees. 453B and 1038, I.R.C.

b. The amount recognized in a sale or exchange is the difference
between the seller's basis in the obligation and the amount realized. Sec. 453B(a)(1), I.R.C.

(1) The seller's basis in the obligation is the unpaid balance of
the obligation in excess of the amount of gain inherent in that unpaid balance. Sec. 453B(b),
I.R.C.

(2) The character of gain or loss is determined by reference to
the asset originally transferred. Sec. 453B(a), I.R.C.

2. Other Dispositions. Nonsale-or-exchange dispositions include
transactions such as gifts, cancellations and distributions.

a. If disposition occurs other than by sale or exchange, the amount of
gain or loss recognized is the difference between the seller's basis in the obligation and the fair
market value of the obligation at the time of disposition. Sec. 453B(a)(2), I.R.C.

b. A common technique for making gifts is contributing installment
obligations to a trust. In this way, a donor can give a partial interest, such as a term-for-years or
a remainder interest, or otherwise condition a gift, especially if the beneficiary will be a minor.
Whether contribution of an installment obligation to a trust is a disposition depends on whether
the grantor is deemed to retain substantial ownership under Secs. 671 through 679, I.R.C.

c. Cancellations are similar to gifts, the distinguishing characteristic
being the identity of the donee as the obligor of the indebtedness. See Frane v. Comm'r,
98 T.C. 341 (1992).

d. For nonindividual, noncorporate taxpayers such as partnerships
and trusts, distributions of installment obligations to owners or beneficiaries may constitute
nonsale-or-exchange distributions in certain circumstances. Most corporate distributions of
installment obligations constitute nonsale-or-exchange dispositions for the corporation.

K. Nonrecognition Events for Installment Obligations. A number of events are not
treated as dispositions. These include modifications of installment obligations, certain transfers
to and from corporations or partnerships, and transfers incident to death or divorce.

1. Installment Obligation Modification. Modifying an installment obligation
will not constitute a satisfaction or disposition unless the rights of the seller under the installment
sale are substantially changed. See Rev. Rul. 82-122, 1982-1 C.B. 90.
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2. Transfers to and from Corporations.

a. Transfers to corporations are excepted from gain or loss
recognition under Sec. 453B, I.R.C. if the contribution is tax-free under the Code, such as
Secs. 351 and 361, I.R.C. Reg. § 1.453-9(c). This exception will not apply if the corporation
receiving the installment obligation is the obligor. In such cases, the transfer will be deemed to
be a disposition. See Rev. Rul. 73-423, 1973-1 C.B. 161.

b. Transfers from corporations are generally recognition events to
shareholders except where (1) a corporate shareholder received installment obligations in a
complete liquidation, (2) the shareholder received (in exchange for the shareholder's stock) an
installment obligation acquired in a sale or exchange by the corporation during the 12-month
period beginning on the date the plan of complete liquidation is adopted, and (3) the liquidation
is completed during such 12-month period. Sec. 453(h)(1)(A), I.R.C.

(1) Notable limitations exist for this rule.

(2) The exception does not apply to sales of inventory or other
property held primarily for sale to customers in the ordinary course of the corporation's trade or
business, unless the sale is made in bulk. Sec. 453(h)(1)(B), I.R.C. The exception does not
apply to the extent the obligation is attributable to the disposition of depreciable property, if the
obligor and the shareholder are married to each other or are related persons. Sec. 453(h)(1)(C),
I.R.C.

3. Transfers to and from Partnerships.

a. Contributions of property to a partnership in exchange for interests
in the partnership do not trigger recognition of gain or loss. Sec. 721(a), I.R.C.

b. No gain or loss is generally recognized when distributions of
installment obligations are made to partners. Sec. 731 (a), I.R.C.

(1) When unrealized receivables or inventory are distributed to
a partner, the Code construes a sale or exchange to the extent the distribution exceeds the
partner's share in such property. A partner may be taxed as having sold or exchanged an
installment obligation if the installment obligation constitutes "unrealized receivables".
Sec. 751 (b), I.R.C.

(2) When a partnership liquidates a retiring or deceased
partner's interest, the partner must recognize gain or loss to the extent that the payment is deemed
received in exchange for a share of the partnership's unrealized receivables. Therefore,
liquidating distributions to retiring or deceased partners may also constitute sales or exchanges of
installment obligations, where the obligations are unrealized receivables to the partnership.
Sec. 736(a), I.R.C.

DC3\160421vl



4. Transfers Incident to Death or Divorce.

a. Transmission at death is not a disposition. Therefore, no gain or
loss is triggered merely on account of the decedent's death. Sec. 4531B(c), I.R.C. This means the
decedent's estate and heirs will not benefit from the tax-free step-up in basis to fair market value
that normally accompanies death. The step-up in basis rule is terminated under Sec. 1014(f),
I.R.C. for the estates of decedents dying after December 31, 2009. The unreported gain is
"income in respect of the decedent" and remains taxable to whomever is entitled to receive it.
Sec. 691(a)(1), I.R.C., and Reg. §1.691(a)-5(a).

b. A transfer of an installment obligation to which Sec. 1041 applies,
and other than a transfer in trust, is not a disposition, and the same tax treatment applies to the
transferee as would have applied to the transferor. Sec. 453B(g), I.R.C.

L. Dispositions to Related Persons. Taxpayers making installment sales to related
persons may generally defer gain recognition under the installment method. However, there are
certain anti-abuse provisions.

1. Sales of Depreciable Property. When a taxpayer sells depreciable
property to a related person, the taxpayer may not use the installment method to report gain.
Sec. 453(g)(1)(a), I.R.C.

a. "Related person" in this case means: (1) a person and all entities
which are "controlled entities" with respect to that person; (2) a taxpayer and any trust in which
the taxpayer (or his spouse) is a beneficiary [unless such beneficiary's interest in the trust is a
remote contingent interest (see Sec. 318(a)(3)(B)(i), I.R.C.)]; and (3) two or more partnerships in
which the same persons own, directly or indirectly, more than 50 percent of the capital interests
or profits interests. Sec. 453(g)(3), I.R.C.

b. This provision does not apply if the taxpayer establishes that the
disposition did not have the avoidance of Federal income tax as one of its principal purposes.
Sec. 453(g)(2), I.R.C.

2. Second Dispositions by Related Persons. If the installment method is used
for a sale of property to a related person, and if the related person disposes of the property before
making all payments and within 2 years of its purchase, the original seller will be treated as if it
received all remaining payments at the time of the second disposition. Sec. 453(e)(1), I.R.C.

a. For this purpose, the term "related person" means: (1) a person
whose stock would be attributed to the original seller under Sec. 318(a), I.R.C. ("Constructive
Ownership of Stock, General Rule") [(other than paragraph (4) thereof, which addresses stock
options)], or (2) a person who bears a relationship to the original seller described in Sec. 267(b),
I.R.C. ("Losses, Expenses, and Interest with Respect to Transactions Between Related
Taxpayers, Relationships"). Sec. 453(f)(1), I.R.C.
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b. The running of the two-year period after the disposition to the
related person is suspended for any period during which the related person's risk of loss with
respect to the property is substantially diminished. Sec. 453(e)(2)(B), I.R.C.

c. Certain dispositions are excepted from this provision., as follows:

(1) Reacquisitions of stock by issuing corporations are not
treated as first dispositions. Sec. 453(e)(6)(A), I.R.C.

(2) An involuntary conversion (within the meaning of
Sec. 1033) and any transfer thereafter will not be treated as a second disposition if the first
disposition occurred before the "threat or imminence" of the conversion. Sec. 453(e)(6)(B),
I.R.C.

(3) Any transfer after the earlier of the death of the original
seller or the related buyer, and any transfer thereafter, will not be treated as a second
dispositions. Sec. 453(e)(6)(C), I.R.C.

M. Interest Charges on Deferred Taxes for Certain Dealers and Nondealers. The
installment sale rules require dealers in timeshares and residential lots and nondealers with
installment obligations with aggregate face amounts in excess of $5 million to pay interest to the
Service.

1. Dealers in Timeshares and Residential Lots. Dealers in timeshares and
residential lots are permitted to utilize the benefits of Sec. 453, I.R.C., provided they pay interest
on tax attributable to payments received during each taxable year. Sec. 453(l)(2), I.R.C.

2. Nondealers with Sec. 453A Obligations with an Aggregate Face Amount
Over $5 Million. If the conditions are satisfied, the taxpayer is required to pay interest on the
"applicable percentage of the deferred tax liability" for each obligation. Sec. 453A(b)(2), I.R.C.

(a) The applicable percentage is determined by dividing (1) the
amount by which the aggregate face amount of the obligations outstanding as of the close of the
taxable year exceeds $5 million, by (2) the aggregate face amount of these obligations.
Sec. 453A(c)(4), I.R.C.

(b) This percentage will not change as payments are made (or deemed
made under the pledge rule) in subsequent taxable years. H.R. Conf. Rep. 495, 100th Cong., 1st
Sess. 929 (1987).

(c) The "deferred tax liability" for the obligation is the amount of gain
which has not been recognized as of the close of the taxable year multiplied by the maximum tax
rate in effect under Sec. 1 or 11, I.R.C., whichever is appropriate. Sec. 453A(c)(3), I.R.C.
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