
(d)(2) of this section.  After the citrus grove has be-
come productive in marketable quantities, the citrus
grove is destroyed by a casualty within the meaning
of paragraph (e)(1) of this section.  

(ii)  Farmer A must capitalize the preproductive
period costs incurred before the close of the fourth
taxable year beginning with the year in which the
trees were permanently planted.  As a result of the
election not to have section 263Aapply to prepro-
ductive period costs, Farmer A may deduct the pre-
productive period costs incurred in the fifth year.
The costs of replanting, cultivating, maintaining, and
developing the trees destroyed by a casualty are ex-
empted from capitalization under this paragraph (e).

(f)  Effective date and transition rule.
In the case of property that is not inven-
tory in the hands of the taxpayer, this sec-
tion is generally effective for costs in-
curred on or after August 22, 1997, in
taxable years ending after such date.  In
the case of inventory property, this sec-
tion is generally effective for taxable
years beginning after August 22, 1997.
However, taxpayers in compliance with
§1.263A–4Tin effect prior to August 22,
1997 (See 26 CFR part 1 edition revised
as of April 1, 1997.), and other adminis-
trative guidance, that continue to comply
with §1.263A–4Tin effect prior to August
22, 1997 (See 26 CFR part 1 edition re-
vised as of April 1, 1997.), and other ad-
ministrative guidance, will not be re-
quired to apply these new temporary rules
until final regulations are published in the
Federal Register.

§1.471–6 [Amended]

Par. 7.  Section 1.471–6 is amended as
follows: 

1.  Adding two sentences to the end of
paragraph (c).  

2.  Removing the second sentence in
paragraph (d) and adding two sentences in
its place.

3.  Revising the last three sentences of
paragraph (f).

The additions and revision read as fol-
lows:

§1.471–6 Inventories of livestock raisers
and other farmers.

*  *  *  *  *

(c) * * * In addition, these inventory
methods may be used to account for the
costs of property produced in a farming
business that are required to be capital-
ized under section 263Aregardless of
whether the property being produced is
otherwise treated as inventory by the tax-
payer, and regardless of whether the tax-

payer is otherwise using the cash or an ac-
crual method of accounting.  Thus, for ex-
ample, the unit livestock method may be
utilized by a taxpayer in accounting under
section 263Afor the costs of raising ani-
mals that will be used for draft, breeding,
or dairy purposes.

(d) * * * If this method of valuation is
used, it  generally must be applied to all
property produced by the taxpayer in the
trade or business of farming, except as to
livestock accounted for, at the taxpayer’s
election, under the unit livestock method
of accounting.  However, see §1.263A–
4T(c)(3) for an exception to this rule. * * * 

*  *  *  *  *

(f) * * * Except as otherwise provided
in this paragraph, once established, the
unit prices and classifications selected by
the taxpayer must be consistently applied
in all subsequent taxable years.  For tax-
able years beginning after August 22,
1997, a taxpayer using the unit livestock
method must, however, annually reevalu-
ate the unit livestock prices and must ad-
just the prices upward to reflect increases
in the costs of raising livestock.  The con-
sent of the Commissioner is not required
to make such upward adjustments.  No
other changes in the classification of ani-
mals or unit prices shall be made without
the consent of the Commissioner.  See
§1.263A–4Tfor rules regarding the com-
putation of costs for purposes of the unit
livestock method.  

*  *  *  *  *

Michael P. Dolan,
Acting Commissioner of 

Internal Revenue.

Approved July 28, 1997.

Donald C. Lubick,
Acting Assistant Secretary of 

the Treasury.

(Filed by the Office of the Federal Register on Au-
gust 21, 1997, 8:45 a.m., and published in the issue
of the Federal Register for August 22, 1997, 62 F.R.
44542)

Section 704.—Partner’s
Distributive Share
26 CFR 1.704–1:  Determination of partner’s dis-
tributive share.
(Also § 752; 1.752–2.)

Calculation of a partner ’s limited
deficit restoration obligation. This rul-

ing holds that the amount of a partner’s
limited deficit restoration obligation is the
amount of money that the partner would
be required to contribute to the partner-
ship to satisfy partnership liabilities if all
partnership property were sold for the
amount of the partnership’s book basis in
the property.

Rev. Rul. 97–38
ISSUE

If a partner is treated as having a lim-
ited deficit restoration obligation under 
§ 1.704–1(b)(2)(ii)(c) of the Income Tax
Regulations by reason of the partner’s lia-
bility to the partnership’s creditors, how is
the amount of that obligation calculated?

FACTS

In year 1, GP and LP, general partner
and limited partner, each contribute $100x
to form limited partnership LPRS.  In gen-
eral, GP and LP share LPRS’s income and
loss 50 percent each.  However, LPRSal-
locates to GP all depreciation deductions
and gain from the sale of depreciable as-
sets up to the amount of those deductions.
LPRSmaintains capital accounts accord-
ing to the rules set forth in § 1.704– 1(b)-
(2)(iv), and the partners agree to liquidate
according to positive capital account bal-
ances under the rules of§ 1.704–1(b)(2)-
(ii)(b)(2).

Under applicable state law, GP is liable
to creditors for all partnership recourse li-
abilities, but LP has no personal liability.
GP and LP do not agree to unconditional
deficit restoration obligations as de-
scribed in § 1.704–1(b)(2)(ii)(b)(3) (in
general, a deficit restoration obligation re-
quires a partner to restore any deficit cap-
ital account balance following the liquida-
tion of the partner’ s interest in the
partnership); GP is obligated to restore a
deficit capital account only to the extent
necessary to pay creditors.  Thus, if LPRS
were to liquidate after paying all creditors
and LP had a positive capital account bal-
ance, GP would not be required to restore
GP’s deficit capital account to permit a
liquidating distribution to LP.  In addi-
tion, GP and LP agree to a qualified in-
come offset, thus satisfying the require-
ments of the alternate test for economic
effect of § 1.704–1(b)(2)(ii)(d).  GP and
LP also agree that no allocation will be
made that causes or increases a deficit
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partnership); GP is obligated to restore a
deficit capital account only to the extent
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balance in any partner’s capital account in
excess of the partner’s obligation to re-
store the deficit.

LPRSpurchases depreciable property
for $1,000x from an unrelated seller, pay-
ing $200x in cash and borrowing the
$800x balance from an unrelated bank that
is not the seller of the property.  The note
is recourse to LPRS.  The principal of the
loan is due in 6 years; interest is payable
semi-annually at the applicable federal
rate.  GP bears the entire economic risk of
loss for LPRS’s recourse liability, and
GP’s basis in LPRS(outside basis) is in-
creased by $800x.  See§ 1.752–2.

In each of years 1 through 5, the prop-
erty generates $200x of depreciation.  All
other partnership deductions and losses
exactly equal income, so that in each of
years 1 through 5 LPRShas a net loss of
$200x.

LAW AND ANALYSIS

Under § 704(b) of the Internal Revenue
Code and the regulations thereunder, a
partnership’s allocations of income, gain,
loss, deduction, or credit set forth in the
partnership agreement are respected if
they have substantial economic effect.  If
allocations under the partnership agree-
ment would not have substantial eco-
nomic effect, the partnership’s allocations
are determined according to the partners’
interests in the partnership.  The funda-
mental principles for establishing eco-
nomic effect require an allocation to be
consistent with the partners’underlying
economic arrangement.  A partner allo-
cated a share of income should enjoy any
corresponding economic benefit, and a
partner allocated a share of losses or de-
ductions should bear any corresponding
economic burden.  See§ 1.704–1(b)-
(2)(ii)(a).  

To come within the safe harbor for es-
tablishing economic effect in § 1.704–
1(b)(2)(ii), partners must agree to main-
tain capital accounts under the rules of 
§ 1.704–1(b)(2)(iv), liquidate according to
positive capital account balances, and
agree to an unconditional deficit restora-
tion obligation for any partner with a
deficit in that partner’s capital account, as
described in § 1.704–1(b)(2)(ii)(b)(3).
Alternatively, the partnership may satisfy
the requirements of the alternate test for

economic effect provided in § 1.704–
1(b)(2)(ii)(d).  LPRS’s partnership agree-
ment complies with the alternate test for
economic effect.

The alternate test for economic effect
requires the partners to agree to a quali-
fied income offset in lieu of an uncondi-
tional deficit restoration obligation.  If the
partners so agree, allocations will have
economic effect to the extent that they do
not create a deficit capital account for any
partner (in excess of any limited deficit
restoration obligation of that partner) as
of the end of the partnership taxable year
to which the allocation relates.  Section
1.704–1(b)(2)(ii)(d)(3) (flush language).  

A partner is treated as having a limited
deficit restoration obligation to the extent
of: (1) the outstanding principal balance
of any promissory note contributed to the
partnership by the partner, and (2) the
amount of any unconditional obligation of
the partner (whether imposed by the part-
nership agreement or by state or local
law) to make subsequent contributions to
the partnership.  Section 1.704–1(b)(2)-
(ii)(c).  

LP has no obligation under the partner-
ship agreement or state or local law to
make additional contributions to the part-
nership and, therefore, has no deficit
restoration obligation.  Under applicable
state law, GP may have to make addi-
tional contributions to the partnership to
pay creditors.  However, GP’s obligation
only arises to the extent that the amount
of LPRS’s liabilities exceeds the value of
LPRS’s assets available to satisfy the lia-
bilities.  Thus, the amount of GP’s limited
deficit restoration obligation each year is
equal to the difference between the
amount of the partnership’s recourse lia-
bilities at the end of the year and the value
of the partnership’s assets available to sat-
isfy the liabilities at the end of the year.  

To ensure consistency with the other
requirements of the regulations under 
§ 704(b), where a partner’s obligation to
make additional contributions to the part-
nership is dependent on the value of the
partnership’s assets, the partner’s deficit
restoration obligation must be computed
by reference to the rules for determining
the value of partnership property con-
tained in the regulations under § 704(b).
Consequently, in computing GP’s limited
deficit restoration obligation, the value of

the partnership’s assets is conclusively
presumed to equal the book basis of those
assets under the capital account mainte-
nance rules of § 1.704–1(b)(2)(iv).  See
§ 1.704–1(b)(2)(ii)(d)(value equals basis
presumption applies for purposes of de-
termining expected allocations and distri-
butions under the alternate test for eco-
nomic effect); § 1.704–1(b)(2)(iii)(value
equals basis presumption applies for pur-
poses of the substantiality test); § 1.704–
1(b)(3)(iii) (value equals basis presump-
tion applies for purposes of the partner’s
interest in the partnership test); § 1.704–
2(d) (value equals basis presumption ap-
plies in computing partnership minimum
gain).

The LPRSagreement allocates all de-
preciation deductions and gain on the sale
of depreciable property to the extent of
those deductions to GP.  Because LPRS’s
partnership agreement satisfies the alter-
nate test for economic effect, the alloca-
tions of depreciation deductions to GP
will have economic effect to the extent
that they do not create a deficit capital ac-
count for GP in excess of GP’s obligation
to restore the deficit balance.  At the end
of year 1, the basis of the depreciable
property has been reduced to $800x.  If
LPRSliquidated at the beginning of year
2, selling its depreciable property for its
basis of $800x, the proceeds would be
used to repay the $800x principal on
LPRS’s recourse liability.  All of LPRS’s
creditors would be satisfied and GP
would have no obligation to contribute to
pay them.  Thus, at the end of year 1, GP
has no obligation to restore a deficit in its
capital account.  

Because GP has no obligation to re-
store a deficit balance in its capital ac-
count at the end of year 1, an allocation
that reduces GP’s capital account below
$0 is not permitted under the partnership
agreement and would not satisfy the alter-
nate test for economic effect.  An alloca-
tion of $200x of depreciation deductions
to GP would reduce GP’s capital account
to negative $100x.  Because the allocation
would result in a deficit capital account
balance in excess of GP’s obligation to re-
store, the allocation is not permitted under
the partnership agreement, and would not
satisfy the safe harbor under the alternate
test for economic effect.  Therefore, the
deductions for year 1 must be allocated
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$100x each to GP and LP (which is in ac-
cordance with their interests in the part-
nership).

The allocation of depreciation of $200x
to GP in year 2 has economic effect.  Al-
though the allocation reduces GP’s capital
account to negative $200x, while LP’s
capital account remains $0, the allocation
to GP does not create a deficit capital a
count in excess of GP’s limited deficit
restoration obligation.  If LPRS liquidated
at the beginning of year 3, selling the d
preciable property for its basis of $600x,
the proceeds would be applied toward 
$800x LPRS liability.  Because GP is ob-
ligated to restore a deficit capital accou
to the extent necessary to pay credito
GP would be required to contribute $20x
to LPRS to satisfy the outstanding liabi
ity.  Thus, at the end of year 2, GP has a
deficit restoration obligation of $200x,
and the allocation of depreciation to GP
does not reduce GP’s capital accoun
below its obligation to restore a defic
capital account.

This analysis also applies to the allo
tion of $200x of depreciation to GP in
years 3 through 5.  At the beginning of yea
6, when the property is fully depreciate
the $800x principal amount of the partne
ship liability is due.  The partners’ capital
accounts at the beginning of year 6 w
equal negative $800x and $0, respectively,
for GP and LP.  Because value is concl
sively presumed to equal basis, the dep
ciable property would be worthless a
could not be used to satisfy LPRS’s $800x
liability.  As a result, GP is deemed to b
required to contribute $800x to LPRS.  A
contribution by GP to satisfy this limited
deficit restoration obligation would in
crease GP’s capital account balance to $

HOLDING

When a partner is treated as havin
limited deficit restoration obligation b
reason of the partner’s liability to the part-
nership’s creditors, the amount of th
obligation is the amount of money that t
partner would be required to contribute
the partnership to satisfy partnership l
bilities if all partnership property wer
sold for the amount of the partnership’s
book basis in the property.

DRAFTING INFORMATION

The principal author of this revenu
ruling is Robert Honigman of the Office

of Assistant Chief Counsel (Passthroughs
and Special Industries).  For further infor-
mation regarding this revenue ruling, con-
tact Robert Honigman on (202) 622-3050
(not a toll-free call).

Revenue Code requires taxpayers to re-
characterize as ordinary income some or
all of the gain on the disposition of certain
types of business properties.  The amount
recharacterized as ordinary income (de-
preciation recapture) is the lesser of (1)
the gain realized on the disposition, or (2)
the total deductions allowed or allowable
for depreciation or amortization from the
property.    

On December 12, 1996, the IRS pub-
c-
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lished in the Federal Register (61 F.R.
65371) a notice of proposed rulemaking
(REG–209762–95) to provide guidance
on partnership allocations of depreciation
recapture.  Although a public hearing was
scheduled for March 27, 1997, the IRS
cancelled the hearing because it received
no requests to speak. 

Explanation of Provisions

I. General Background

The regulations provide guidance on
allocating depreciation recapture among
partners, including depreciation recapture
attributable to contributed property.  

The regulations provide that a partner’s
share of depreciation recapture is equal to
the lesser of (1) the partner’s share of total
gain arising from the disposition of the
property (gain limitation) or (2) the part-
ner’s share of depreciation or amortiza-
tion from the property (as defined in para-
graph (e)(2)(ii) of the regulations).  This
rule seeks to insure, to the extent possible,
that a partner recognizes recapture on the
disposition of property in an amount
equal to the depreciation or amortization
deductions from the property previously
taken by the partner.  Any depreciation re-
capture that is not allocated to a partner
due to the gain limitation is allocated
among those partners whose shares of
total gain on the disposition of the prop-
erty exceed their shares of depreciation or
amortization from the property.  This un-
allocated depreciation recapture is allo-
cated among those partners in proportion
to their relative shares of the total gain on
the disposition of the property.

The regulations provide special rules
for determining a partner’s share of depre-
ciation or amortization from contributed
property subject to section 704(c).  Under
the regulations, a contributing partner’s
share of depreciation or amortization in-
cludes depreciation or amortization al-
lowed or allowable prior to contribution.




