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Summary of Proposed Regulations Addressing First-Year Expensing 
Deduction Under Section 168(k) Issued August 8, 2018 

Capitol Tax Partners © 
 
Background. — The 100% first-year depreciation (i.e., expensing) deduction 
provided in sec. 13201 of the Tax Cuts and Jobs Act (“TCJA”) generally follows 
the previous 50% bonus depreciation rules of section 168(k) with a few 
significant modifications.  The principal statutory modifications include: (1) the 
first-year expensing deduction is increased from 50% to 100% for “qualified 
property” acquired and placed in service after September 27, 2017 through 
2026 (2027 for longer production period property or certain aircraft property);1 
(2) the definition of qualified property is expanded to include certain film, 
television and live theatrical productions; and (3) the revised expensing 
provision is not limited to new property, but will also apply to used property 
acquired by purchase (as determined under section 179(d)) by the taxpayer. 

Qualified property. — As under section 168(k)(2)(A)(i) and (k)(5), qualified 
property generally is defined in the proposed regulations as one of the 
following: (1) MACRS property that has a recovery period of 20 years or less; (2) 
computer software; (3) water utility property; (4) a qualified film or television 
production; (5) a qualified live theatrical production; or (6) a specified plant for 
which the taxpayer has made an election to apply section 168(k)(5).  

Because the TCJA amended section 168(e) to eliminate the 15-year MACRS 
property classification for qualified leasehold improvement property, qualified 
restaurant property, and qualified retail improvement property, and amended 
section 168(k) to eliminate qualified improvement property as a specific 
category of qualified property only with respect to property placed in service 
after December 31, 2017, the proposed regulations provide that any such 
property acquired and placed in service after September 27, 2017, and before 
January 1, 2018, also is qualified property.  

For purposes of determining the eligibility of MACRS property as qualified 
property, the recovery period applicable for the MACRS property under section 
168(c) of the general depreciation system (GDS) is used, regardless of any 
election made by the taxpayer to depreciate the class of property under the 
Alternative Depreciation System (ADS). 

A taxpayer may make an election not to use the expensing deduction for any 
class of property that is qualified property placed in service during the taxable 
year. If this election is made, the election applies to all qualified property that is 
in the same class of property and placed in service in the same taxable year, and 
no expensing deduction is allowable for the property placed in service during 
the taxable year in the class of property, except as provided in §1.743-

																																																								
1	The 100% expensing deduction is reduced by 20 percentage points annually for property placed 
in service after December 31, 2022 (December 31, 2023 for longer production period property or 
certain aircraft property).	
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1(j)(4)(i)(B)(1). The regulations define class of property and the manner for 
making the election. 

New property. — The proposed regulations generally retain the original use 
rules in §1.168(k)- 1(b)(3), except the rules applicable to sale-leaseback 
transactions (including a sale-leaseback transaction followed by a syndication 
transaction) are repealed. To meet this requirement, the original use must 
commence with the taxpayer, but the proposed regulations do not provide any 
date by which the original use of the property must commence with the 
taxpayer. Additional capital expenditures incurred by a taxpayer to recondition 
or rebuild property acquired or owned by the taxpayer will satisfy this 
requirement. A taxpayer will be considered the original user if he or she 
acquired new property for personal use or as inventory and subsequently 
converts such property to business use. 

Used property. — The new law allows expensing for used property acquired by 
purchase so long as the taxpayer had not previously used the property. For this 
purpose, a taxpayer had previously used the property if the taxpayer or a 
related party previously had a depreciable interest in the property (i.e., owned), 
whether or not it claimed depreciation deductions.  Thus, a taxpayer that used 
property as a lessee can buy the residual interest and expense it.  Prior to 
release of the regulations, most commentators thought prior use would have 
included the use of property pursuant to a lease.  

If a taxpayer initially acquires a depreciable interest in a portion of the property 
and subsequently acquires an additional depreciable interest in the same 
property, such additional depreciable interest is not treated as being previously 
used by the taxpayer. However, if a taxpayer holds a depreciable interest in a 
portion of the property, sells that portion or a part of that portion, and 
subsequently acquires a depreciable interest in another portion of the same 
property, the taxpayer will be treated as previously having a depreciable interest 
in the property up to the amount of the portion for which the taxpayer held a 
depreciable interest in the property before the sale.  

The Treasury Department and the IRS request comments on whether a safe 
harbor should be provided on how many taxable years a taxpayer or a 
predecessor should have to look back to determine if the taxpayer or the 
predecessor previously had a depreciable interest in the property.  

Section 336(e) election. Because Treasury and the IRS believe that a section 338 
election and a section 336(e) election share many of the same characteristics, 
they believe that current §1.179-4(c)(2) applies, without modification, to the 
deemed acquisition of property by a new target corporation as a result of a 
section 336(e) election, just as it applies as the result of a section 338 election. 
However, to remove any doubt, the proposed regulations modify §1.179-4(c)(2) 
to clearly provide that property deemed to have been acquired by a new target 
corporation as a result of a section 336(e) election will be considered acquired 
by purchase for purposes of section 179. 
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Consolidated groups. The proposed regulations treat a member of a 
consolidated group as previously having a depreciable interest in all property in 
which the consolidated group is treated as previously having a depreciable 
interest. In other words, a consolidated group will be treated as having a 
depreciable interest in property if any current or previous member of the group 
had a depreciable interest in the property while a member of the group.  

The first year expensing deduction also is not allowed when, in a series of 
related transactions, one or more members of a consolidated group acquire 
both the stock of a corporation that previously had a depreciable interest in the 
property and the property itself.  

Related transactions. According to the preamble, Treasury and the IRS do not 
believe that the ordering of steps, or the use of an unrelated intermediary, 
should control in a series of related transactions. Thus, in the case of a series of 
related transactions, the proposed regulations treat the transfer of the property 
as directly between the original transferor and the ultimate transferee, and the 
relation between the original transferor and the ultimate transferee is tested 
immediately after the last transaction in the series.  

Partnership basis adjustments.  In several partnership transactions involving 
qualifying property, a partner or the partnership may get a step up in the basis 
of the property as a result of the transaction.  Because the TCJA amended 
section 168(k) to allow expensing for certain used property in addition to new 
property, the proposed regulations reexamine and address whether a taxpayer 
is allowed to expense this increase in basis.  Generally at issue is whether the 
taxpayer in question previously used the property.  Following are summaries of 
the partnership rules under the proposed regulations: 

— Under the remedial allocation method of §1.704-3(d)(2), a partnership may 
recover the amount of the book basis of contributed property in excess of 
adjusted basis using any recovery method available to the partnership.  The 
proposed regulations do not allow expensing for this purpose because the 
partnership has already had a depreciable interest in the contributed property at 
the time the remedial allocation is made. The same denial applies for reverse 
section 704(c) allocations. Also, expensing is not allowed with respect to zero 
basis property under §1.704-1(b)(2)(iv)(g)(3) because, with the expensing 
deduction, “the partners have the potential to shift built-in gain among 
partners.” 

— Under section 732, the basis of property distributed to a partner may be 
adjusted to reflect the partner’s interest in the partnership.  This adjustment 
may not be expensed because the property distributed by the partnership fails 
to satisfy the original use requirement since the partnership used the property 
prior to the distribution.  

— Under section 734(b), a partnership may adjust the basis of partnership 
property to the extent of gain recognized by a partner on a property 
distribution.  The proposed regulations do not allow the basis adjustment 
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provided under section 734(b) to be expensed because a section 734(b) basis 
adjustment is made to the basis of partnership property (i.e., non-partner 
specific basis) and the partnership used the property before the basis 
adjustment. 

— Under sections 743(b) and 754, a taxpayer acquiring an interest in a 
partnership from another partner may increase his or her share of the allocable 
basis in partnership property to reflect the excess of the new partner’s basis in 
the partnership interest over the basis of his or her allocable share of 
partnership property.  The proposed regulations allow this increase in basis to 
be expensed, assuming the partner (or a predecessor of such partner) otherwise 
has not previously used the property. According to the preamble, “this 
treatment is appropriate notwithstanding the fact that the transferee partner 
may have an existing interest in the underlying partnership property, because 
the transferee’s existing interest in the underlying partnership property is 
distinct from the interest being transferred.” Elections whether to expense with 
respect to such partnership adjustments are separate from other partnership 
elections with respect to other qualified property in the same class of property. 

Syndication transactions. Property obtained in certain syndication transactions 
may meet the original use requirement, provided the lessee remains the same as 
when the property was originally placed in service by the original lessor and the 
property is acquired by the purchaser within three months of the date it was 
originally placed in service by the original lessor.  Special rules apply in the case 
of multiple units subject to the same lease. Similar rules apply to determine 
whether the placed in service tests are met. 

Placed in Service/Acquisition of property. — To qualify for expensing, the 
new law generally requires the taxpayer to acquire and place in service property 
after September 27, 2017, and the property must be placed in service before 
January 1, 2027 ( January 1, 2028 for longer production period property or 
certain aircraft property2). For this purpose, property will generally be treated as 
acquired on the date the taxpayer enters a written binding contract to acquire 
the property.3  

Placed-in-service date. The placed-in-service date rules in regulation 
§1.168(k)-1(b)(5) are generally retained. However, the rules regarding sale-
leaseback transactions are removed because they were removed by the TCJA.  

																																																								
2 Such longer production period property or aircraft property must still be acquired by 
the taxpayer before January 1, 2027, or acquired by the taxpayer pursuant to a written 
binding contract entered into before January 1, 2027.  

3 The proposed regulations retain the rules in §1.168(k)-1(b)(4)(ii) defining a binding 
contract. Additionally, the proposed regulations provide that a letter of intent or an 
option for an acquisition is not a binding contract.  
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The proposed regulations also provide that a qualified film or television 
production is treated as placed in service at the time of initial release or 
broadcast as defined under § 1.181-1(a)(7), and a qualified live theatrical 
production is treated as placed in service at the time of the initial live staged 
performance. The proposed regulations also provide that the initial live staged 
performance of a qualified live theatrical production is the first commercial 
exhibition of a production to an audience. 

With respect to an election to apply section 168(k)(5) for a specified plant, the 
proposed regulations provide that the specified plant must be planted before 
January 1, 2027, or grafted before January 1, 2027 to a plant that has already 
been planted by the taxpayer in the ordinary course of the taxpayer’s farming 
business. The same rule applies for determining when a specified plant is 
acquired. 

Acquisition date. The acquisition rules are generally similar to those that applied 
under bonus depreciation.  As under prior regulations, property can be acquired 
pursuant to a binding written contract or be self-constructed.  As under prior 
regulations, contracted property is acquired when the contract is entered into; 
self-constructed property is acquired when manufacture, construction or 
production begins (i.e., “when physical work of a significant nature begins”).4    

The new proposed regulations significantly modify the definition of self-
constructed property if produced for the taxpayer by another person pursuant 
to a contract.  Under prior regulations, property that was manufactured, 
constructed or produced by another person for the taxpayer pursuant to a 
binding written contract entered into before the manufacture, construction or 
production was treated as property that was manufactured, constructed or 
produced by the taxpayer (see §1.168(k)-1(b)(4)(iii)).  Under the proposed 
regulations, such property will be treated as acquired pursuant to the binding 
contract (see, prop. reg. §1.168(k)-2(b)(5)(ii)).  This will tend to accelerate the 
acquisition date because contracts must be executed before construction or 
production begins, thus disqualifying from full expensing contracts signed 
before September 28, 2017.  Treasury explains in its preamble that this change 
is necessary to reflect the language in section 13201(h)(1) of HR 1 that provides: 
“For purposes of the preceding sentence [the general effective date], property 
shall not be treated acquired after the date on which a written binding contract 
is entered into for such acquisition.” 

																																																								

4  This is generally a facts and circumstances determination. However, under a safe 
harbor election, “physical work of a significant nature will be considered to begin at the 
time the taxpayer incurs (in the case of an accrual basis taxpayer) or pays (in the case of 
a cash basis taxpayer) more than 10 percent of the total cost of the property (excluding 
the cost of any land and preliminary activities such as planning or designing, securing 
financing, exploring, or researching).”  
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The proposed regulations provide that a qualified film or television production 
is treated as acquired on the date principal photography commences, and a 
qualified live theatrical production is treated as acquired on the date when all of 
the necessary elements for producing the live theatrical production are secured. 
“These elements may include a script, financing, actors, set, scenic and costume 
designs, advertising agents, music, and lighting.”  

Computation of first year expensing deduction. — The allowable expensing 
deduction for qualified property is equal to the “applicable percentage” (as 
defined in section 168(k)(6)) of the unadjusted depreciable basis of the 
property. For qualified property described in section 168(k)(2)(B), the 
unadjusted depreciable basis generally is limited to the property’s basis 
attributable to manufacture, construction, or production of the property before 
January 1, 2027.  

The expensing deduction is allowed for both regular tax and alternative 
minimum tax (AMT) purposes. However, for AMT purposes, the amount of the 
additional first year depreciation deduction is based on the unadjusted 
depreciable basis of the property for AMT purposes.  

The proposed regulations provide rules similar to those in §1.168(k)-1(d)(2) for 
determining the amount of depreciation otherwise allowable for qualified 
property. The proposed regulations require the taxpayer to first reduce the 
unadjusted depreciable basis of the property by the amount of the allowed or 
allowable expensing deduction, whichever is greater. Then, the remaining 
adjusted depreciable basis is depreciated using the applicable depreciation 
provisions of the Code for the property.  

Election for 2017 taxable year. — Section 168(k)(10) allows taxpayers to elect 
to deduct 50 percent, instead of 100 percent, for qualified property acquired 
after September 27, 2017, and placed in service (or planted or grafted) by the 
taxpayer during its taxable year that includes September 28, 2017. The 
proposed regulations provide that the election under section 168(k)(10) applies 
to all qualified property, because section 168(k)(10) does not state that the 
election may be made “with respect to any class of property” as stated in section 
168(k)(7).  

Special rules. — The proposed regulations provide rules: (i) addressing 
subsequent redeterminations of basis; (ii) clarifying that depreciation recapture 
applies to expensing; (iii) addressing like-kind exchanges and involuntary 
conversions; and (iv) addressing changes in use by the taxpayer. 

Proposed effective date/Comment period. — These regulations are proposed 
to apply to qualified property placed in service or planted or grafted, as 
applicable, by the taxpayer during or after the taxpayer’s taxable year that 
includes the date of publication of final regulations in the Federal Register. 
Pending the issuance of the final regulations, a taxpayer may elect to apply 
these proposed regulations to qualified property acquired and placed in service 
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or planted or grafted, as applicable, after September 27, 2017, by the taxpayer 
during taxable years ending on or after September 28, 2017.  

Comments on the proposed regulations and requests for a public hearing are 
due by October 9, 2018.  

 


