
of any curative allocation of deduction
or loss (other than capital loss) allocated
to the noncontributing partner with re-
spect to the contributed property. The
partners’ shares of depreciation or amor-
tization with respect to property from
which curative allocations of deprecia-
tion or amortization are taken is deter-
mined without regard to those curative
allocations.
(C) The partners’ shares of deprecia-

tion or amortization with respect to
property contributed by a partner must
be adjusted to account for any remedial
allocations. (See § 1.704–3(d) for a de-
scription of the remedial allocation
method). The contributing partner’s
share of depreciation or amortization
with respect to the contributed property
is decreased (but not below zero) by the
amount of any remedial allocation of
ordinary income to the contributing part-
ner with respect to the contributed prop-
erty. A noncontributing partner’s share
of depreciation or amortization with re-
spect to the contributed property is
increased by the amount of any remedial
allocation of depreciation or amortiza-
tion to the noncontributing partner with
respect to the contributed property.
(D) The principles of this paragraph

(e)(2)(iii) apply in determining the effect
of remedial or curative allocations on a
partner’s share of depreciation or amor-
tization with respect to property for
which differences between book value
and adjusted tax basis are created when
a partnership revalues partnership prop-
erty pursuant to § 1.704–1(b)(2)(iv)(f).
(iv) Examples. The application of this

paragraph (e)(2) may be illustrated by
the following examples:
Example 1. Recapture allocations.(i) Facts. A

and B each contribute $5,000 cash to form AB, a
general partnership. The partnership agreement
provides that depreciation deductions will be allo-
cated 90 percent to A and 10 percent to B, and, on
the sale of depreciable property, A will first be
allocated gain to the extent necessary to equalize
A’s and B’s capital accounts. Any remaining gain
will be allocated 50 percent to A and 50 percent to
B. In its first year of operations, AB purchases
depreciable equipment for $5,000. AB depreciates
the equipment over its 5-year recovery period and
elects to use the straight-line method. In its first
year of operations, AB’s operating income equals
its expenses (other than depreciation).
(ii) Year 1. In its first year of operations, AB

has $1,000 of depreciation from the partnership
equipment. (To simplify this example, the partner-
ship’s depreciation deductions are determined
without regard to any first-year depreciation con-
ventions.) In accordance with the partnership
agreement, AB allocates 90 percent ($900) of the
depreciation to A and 10 percent ($100) of the
depreciation to B. At the end of the year, AB sells
the equipment for $5,200, recognizing $1,200 of
gain ($5,200 amount realized less $4,000 adjusted

tax basis). In accordance with the partnership
agreement, the first $800 of gain is allocated to A
to equalize the partners’ capital accounts, and the
remaining $400 of gain is allocated $200 to A and
$200 to B.
(iii) Recapture allocations.$1,000 of the gain

from the sale of the equipment is treated as gain
recognized under section 1245(a)(1). Under para-
graph (e)(2)(i) of this section, each partner’s share
of this section 1245 gain is the lesser of the
partner’s share of total gain recognized on the sale
of the equipment or the partner’s share of total
depreciation with respect to the equipment. Thus,
A’s share of the section 1245 gain is $900 (the
lesser of A’s share of total gain ($1,000) and A’s
share of depreciation ($900)) and B’s share of the
section 1245 gain is $100 (the lesser of B’s share
of total gain ($200) and B’s share of depreciation
($100)). Accordingly, $900 of the $1,000 of total
gain allocated to A will be treated as ordinary
income and $100 of the $200 of total gain
allocated to B will be treated as ordinary income.
Example 2. Recapture allocation limited by

gain share.Assume the same facts as inExample
1, except that the partnership agreement provides
that gains and losses from the sale of depreciable
property will be allocated equally between the
partners. On the sale of the equipment, the
partnership’s total gain of $1,200 is allocated $600
to A and $600 to B. Under paragraph (e)(2)(i) of
this section, A’s share of the section 1245 gain is
limited to $600 (the amount of total gain allocated
to A) even though A’s share of the total deprecia-
tion from the equipment was $900. The remaining
$400 of section 1245 gain must be allocated to B.
Accordingly, all $600 of total gain allocated to A
is treated as ordinary income and $400 of the
$600 of total gain allocated to B is treated as
ordinary income.
Example 3. Determination of partners’ shares of

depreciation with respect to contributed property.
(i) Facts.C and D form partnership CD as equal
partners. C contributes depreciable personal prop-
erty C1 with an adjusted tax basis of $800 and a
fair market value of $2,800. D contributes $2,800
cash. Prior to contributing C1, C claimed $200 of
depreciation from C1. At the time of contribution,
C1 has four years remaining on its 5-year recovery
period and is depreciable under the straight-line
method. At the time CD is formed, it purchases
depreciable personal property D1 for $2,800,
which is depreciable over seven years under the
straight-line method. (To simplify the example, all
depreciation is determined without regard to any
first-year depreciation conventions).
(ii) Traditional method.C and D will each be

allocated $350 of the total of $700 of book
depreciation from C1 in year 1. Under the tradi-
tional method of making section 704(c) alloca-
tions, C will not be allocated any tax depreciation
from C1 and D will be allocated the entire $200
of tax depreciation from C1. C and D will each be
allocated $200 of book and tax depreciation from
D1. As a result, after the first year of partnership
operations, C’s share of depreciation with respect
to C1 is $200 (the depreciation taken by C prior to
contribution) and D’s share of depreciation with
respect to C1 is $200 (the amount of tax deprecia-
tion allocated to D). C and D each have a $200
share of depreciation with respect to D1.
(iii) Effect of curative allocations.If the part-

nership elects to make curative allocations under
§ 1.704–3(c) using depreciation from D1, the
results in year 1 will be the same as under the
traditional method, except that $150 of the $200
of tax depreciation from D1 that would have been
allocated to C under the traditional method will be
allocated to D as additional depreciation with

respect to C1. As a result, after the first year of
partnership operations, C’s share of depreciation
with respect to C1 will be reduced to $50 (the
total depreciation taken by C prior to contribution
($200) decreased by the amount of the curative
allocation to D ($150)). C’s share of depreciation
with respect to D1 will still be $200 and D’s share
of depreciation with respect to C1 will be $350
(the depreciation allocated to D under the tradi-
tional method ($200) increased by the amount of
the curative allocation to D ($150)). D’s share of
depreciation with respect to D1 will still be $200.
(iv) Effect of remedial allocations.If the part-

nership elects the remedial allocation method for
making section 704(c) allocations under § 1.704–
3(d), there will be $600 of total book depreciation
from C1 in year 1. (Under the remedial allocation
method, the amount by which C1’s book basis
($2,800) exceeds its tax basis ($800) is depreci-
ated over a 5-year life, rather than a 4-year life). C
and D will each be allocated one-half ($300) of
the total book depreciation. As under the tradi-
tional method, C will be allocated $0 of tax
depreciation from C1 and D will be allocated $200
of tax depreciation from C1. Because the ceiling
rule would cause a disparity of $100 between D’s
book and tax allocations of depreciation, D will
also receive a $100 remedial allocation of depre-
ciation with respect to C1, and C will receive a
$100 remedial allocation of income with respect to
C1. As a result, after the first year of partnership
operations, D’s share of depreciation with respect
to C1 is $300 (the depreciation allocated to D
under the traditional method ($200) increased by
the amount of the remedial allocation ($100)). C’s
share of depreciation with respect to C1 is $100
(the total depreciation taken by C prior to contri-
bution ($200) decreased by the amount of the
remedial allocation of income ($100)). As under
the traditional method, C and D each have a $200
share of depreciation with respect to D1.

(v) Effective date. This paragraph
(e)(2) is effective for properties acquired
by the partnership on or after the date
the regulations are published as final
regulations in the Federal Register.

* * * * *

Margaret Milner Richardson,
Commissioner of Internal Revenue.

(Filed by the Office of the Federal Register on
December 11, 1996, 8:45 a.m., and published in
the issue of the Federal Register for December 12,
1996, 61 F.R. 65371)

Inadvertent Invalid S Elections and
Late S Elections

Announcement 97–4

This announcement informs taxpayers
of a recently enacted Internal Revenue
Code provision that allows the Internal
Revenue Service (IRS) to treat a late
subchapter S election as timely made
and to waive the defects in an inadvert-
ent invalid S election.
Section 1305 of the Small Business

Job Protection Act, Pub. L. No. 104–
188, 110 Stat. 1755, enacted August 20,
1996, amends §§ 1362(b) and (f) of the
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Internal Revenue Code, effective for
taxable years beginning after December
31, 1982.

I. LATE SUBCHAPTER S
ELECTIONS

A small business corporation must
elect to be an S corporation no later
than the 15th day of the third month of
the taxable year for which the election
is effective. Under prior law, the IRS
did not have the authority to validate a
late election.
New § 1362(b)(5) of the Code allows

the Secretary to treat an election to be
an S corporation as timely filed if either
the election is made after the date
prescribed or no such election was
made, provided the Secretary determines
there was reasonable cause for the fail-
ure to timely fil e the Selection.
Generally, in order to obtain relief

under § 1362(b)(5) of the Code, a tax-
payer must receive aprivate letter ruling
from the IRS. The procedural require-
ments for requesting a ruling are de-
scribed in Revenue Procedure 97–1,
1997–1 I.R.B.
However, a special transition rule for

seeking relief under § 1362(b)(5) is pro-
vided for untimely S corporation elec-
tions made for a taxable year beginning
in 1996. Under this rule, taxpayers who
did not fil e an S corporation election in
a timely fashion for the 1996 taxable
year may seek relief under § 1362(b)(5)
of the Code by submitting on or before
February 15, 1997, an S corporation
election to the applicable service center
as well as a letter explaining the reason-
able cause for the untimely S corpora-
tion election.
Any taxpayer who is not eligible for

the relief under the special transition
rule described above may request relief
by applying for a private letter ruling.

II . INADVERTENT INVALID S
CORPORATION ELECTIONS

Under prior law, if the IRS deter-
mined that a corporation’s subchapter S
election was inadvertently terminated,
the IRS could waive the effect of the
terminating event for any period if the
corporation timely corrected the event
and if the shareholders agreed to be
treated as if the election had been in
effect for that period. Such waivers
generally are obtained through the issu-
ance of a private letter ruling. Prior law
did not grant the IRS the ability to
waive the effect of an inadvertent in-
valid subchapter S election.

New § 1362(f) of the Code applies
the inadvertent termination relief rules
in situations where an election by a
corporation to be treated as a small
business corporation was invalid due to
a failure to meet the requirements of an
S corporation found in § 1361(b) or to
obtain all of the shareholder consents.
Generally, in order to obtain relief for

inadvertent invalid elections, the corpo-
ration must request a private letter rul-
ing from the IRS. Sections 1.1362–4(c)
through (f) of the Income Tax Regula-
tions provide rules for corporations re-
questing inadvertent termination relief
under § 1362(f). These rules wil l also
apply to corporations requesting inad-
vertent invalid election relief.
In situations where taxpayers fail to

obtain all of the necessary shareholder
consents on Form 2553, section 1.1362–
6(b)(3)(iii) provides rules for obtaining
§ 1362(f) relief from the district direc-
tor or director of the service center with
which the corporation files its income
tax return.

III . PAPERWORK REDUCTION ACT

The collection of information con-
tained in this announcement has been
reviewed and approved by the Office of
Management and Budget in accordance
with the Paperwork Reduction Act (44
U.S.C. 3507) under control number
1545–1524.
An agency may not conduct or spon-

sor, and a person is not required to
respond to, a collection of information
unless the collection of information dis-
plays avalid control number.
The collection of information in this

announcement is in part I. LATE
SUBCHAPTER S ELECTIONS. This
information is required to be submitted
to the applicable service center in order
to obtain late S corporation election
relief. This information wil l be used to
determine if the reasonable cause re-
quirement in § 1362(b)(5) has been met.
The collection of information is required
to obtain a benefit. The likely respon-
dents are business or other for-profit
institutions.
The estimated total annual reporting

burden is 800 hours.
The estimated annual burden per re-

spondent is 1 hour. The estimated num-
ber of respondents is 800.
This announcement provides for a

single response that must be completed
by February 15, 1997.
Books or records relating to a collec-

tion of information must be retained as
long as their contents may become ma-
terial in the administration of any inter-
nal revenue law. Generally tax returns
and tax return information are confiden-
tial, as required by 26 U.S.C. 6103.
The principal author of this announce-

ment is Mark D. Harris of the Office of
Assistant Chief Counsel (Passthroughs
and Special Industries). For further in-
formation regarding this announcement
contact Mr. Harris at (202) 622–3050
(not a toll-free call).

World¬ Wide¬ Web¬ (http://www.irs.
ustreas.gov) or by modem directly to
703–321–8020 (not a toll-free number).
You may also order Form 8832 by
calling 1–800–TAX–FORM (1–800–
829–3676).
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