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February 10, 2023

By electronic mail

Melody Braswell

Treasury PRA Clearance Officer
www.reginfo.gov

Re: Comments on Form 3115, Application for Change in Accounting Method;
ICR Reference Number 202207-1545-005

Dear Ms. Braswell:

Thank you for the opportunity to provide comments regarding Form 3115, Application
for Change in Accounting Method. We write presently to offer our perspectives on a
particular question concerning applications for change in accounting method by
partnerships and by partners.

Clarification is needed in the Form 3115 instructions to identify the proper taxpayer that
should request a change in method of accounting, for situations when the method
involves depreciation, depletion, amortization, and gain or loss with respect to section
743(b) adjustments to the adjusted tax basis of partnership property by a partnership
that has a section 754 election in effect.

Background

Treas. Reg. section 1.446-1(e)(2)(ii)(a) provides that a change in accounting method
includes a change in the overall plan of accounting for gross income or deductions, or a
change in the treatment of any material item used in such overall plan. A “material
item” includes “any item that involves the proper time for the inclusion of the item in
income or the taking of a deduction.” /d. If a change leaves a taxpayer's lifetime taxable
income constant but affects when it is recognized, the change concerns an “item that
involves the proper time for the inclusion of [an] item in income or the taking of a
deduction” and implicates a change in method of accounting. /d.



The Court has applied these concepts in the context of section 481 adjustments by
focusing on whether a taxpayer's accounting practice permanently distorts the
taxpayer's lifetime income. Where a taxpayer's accounting practice permanently avoids
reporting of income and accordingly distorts its lifetime income, the practice is not a
method of accounting and section 481(a) is inapplicable to a change of the accounting
practice. Schuster's Express, Inc. v. Commissioner, 66 T.C. 588 (1976), aff'd without
published opinion, 562 F.2d 39 (2d Cir. 1977). On the other hand, when an accounting
practice merely postpones the reporting of income, rather than permanently avoiding
the reporting of income over the taxpayer's lifetime, it involves the proper time for
reporting income. Rev. Proc. 2002-18, 2002-1 C.B. 678, section 2.01(1), Rev. Proc. 91-31,
1991-1 C.B. 566, section 3.02; Wayne Bolt & Nut Co. v. Commissioner, 93 T.C. 500, 510
(1989); Copy Data, Inc. v. Commissioner, 91 T.C. 26, 30 (1988); Primo Pants Co.
Commissioner, 78 T.C. 705, 723 (1982); Schuster's Express, Inc., 66 T.C. 588, 597 (1976).

Section 743(b) provides that in the case of a transfer of an interest in a partnership by
sale or exchange, a partnership with a section 754 election in effect (1) shall increase
the adjusted basis of the partnership property by the excess of the basis to the
transferee partner of the transferred interest in the partnership over the transferee
partner's proportionate share of the adjusted basis of partnership property, or (2) shall
decrease the adjusted basis of partnership property by the excess of the transferee
partner's proportionate share of the adjusted basis of the partnership property over the
basis of the transferee partner's partnership interest.

Treas. Reg. section 1.704-1(b)(2)(iv)(m)(2) provides, in relevant part, that in the case of a
transfer of all or a part of an interest in a partnership that has a section 754 election in
effect for the partnership taxable year in which the transfer occurs, adjustments to the
adjusted tax basis of partnership property under section 743 shall not be reflected in the
capital account of the transferee partner or on the books of the partnership, and
subsequent capital account adjustments for distributions and for depreciation,
depletion, amortization, and gain or loss with respect to such property will disregard the
effect of such basis adjustment.

Treas. Reg. section 1.743-1(j)(1) provides that the basis adjustment constitutes an
adjustment to the basis of partnership property with respect to the transferee only. No
adjustment is made to the common basis of partnership property. See, e.g., PLR
202215001; PLR 202135007; 201934002; 8931006. Thus, for purposes of calculating
income, deduction, gain, and loss, the transferee will have a special basis for those
partnership properties the bases of which are adjusted under section 743(b) and the
regulations. The adjustment to the basis of partnership property under section 743(b)
has no effect on the partnership’s computation of any item under section 703. CCA
201726012.

For purposes of section 446 within a partnership setting, lifetime taxable income is
analyzed with respect to the item(s) at issue solely at the partnership level. See, e.g.,
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Treas. Reg. section 1.481-2(c)(5)(i); CCA 201521012. An election under section 754 does
not affect the total income recognized by all the partners over the life of the partnership
(i.e., 754 adjustments pertain to a method of accounting because they do not affect the
lifetime taxable income recognized by the partners). CCA 201521012.

Analysis

A method of accounting that involves depreciation, depletion, amortization, and gain or
loss with respect to section 743(b) adjustments to the adjusted tax basis of partnership
property does not impact the common basis of partnership property, and it has no
effect on the partnership’s computation of any item under section 703. Because the
transferee partner alone will have the special basis adjustment for those partnership
properties that are adjusted under section 743(b), the method of accounting involving
depreciation, depletion, amortization, and gain or loss for the section 743(b) adjustment
likewise is associated with the transferee partner alone. While the partnership must
calculate and disclose certain information on Schedule K-1 pertaining to depreciation,
depletion, amortization, and gain or loss with respect to section 743(b) adjustments, the
special basis adjustments under section 743(b) nevertheless belong to the transferee
alone.

When an occasion arises (such as a situation involving a cost segregation study on
partnership property) that involves an impermissible method of determining
depreciation, depletion, amortization, and gain or loss for section 743(b) adjustments,
an impermissible method of accounting is implicated because section 754 adjustments
do not affect the lifetime taxable income recognized by partners in a partnership.

The partnership determines whether it experiences a change in method of accounting
solely with respect to items at the partnership level. In this situation, there are no items
at the partnership level. Instead, it appears that the transferee alone has the capacity to
request a change in method of accounting with respect to such items, because the
section 743(b) basis adjustment constitutes an adjustment to the basis of partnership
property with respect to the transferee alone.

On the other hand, there are circumstances when the partnership acts in some respect
as an agent for the partner when selecting the form of cost recovery with respect to
section 743(b) adjustments. For example, an election under section 168(k)(7) not to
deduct additional first year depreciation for an increase in the basis of qualified
property under section 743(b) is made by the partnership, not the partner. Treas. Reg.
section 1.743-1(j)(4)(i)(B)(1); Treas. Reg. section 1.168(k)-2(f)(1)(iii)(B). From an
administrative perspective, the transferee partner does not have the discretion to make
such an election, despite the fact that the transferee partner alone “owns” the special
basis adjustment under section 743(b). By analogy, it could also be reasoned that it is
the partnership in its capacity as an agent, and not the partner, that must request a
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change in method of accounting for depreciation, depletion, amortization, and gain or
loss with respect to section 743(b) basis adjustments.

Conclusion

The better argument appears to be that the partner, and not the partnership, should
request a change in method of accounting that involves depreciation, depletion,
amortization, and gain or loss with respect to section 743(b) basis adjustments. But a
persuasive argument could also be made in support of the partnership’s obligation to
request the change. Therefore, the Form 3115 instructions should be clarified to specify
the appropriate party that should request a change in method of accounting with
respect to section 743(b) basis adjustments.

We thank you in advance for your time and consideration in this matter and welcome
any feedback or questions that you may have.

Best regards,
CBIZ MHM, LLC

Stephen C. Henley, CPA

Senior Managing Director and National Tax Practice Leader
shenley@cbiz.com

770.858.4443

Nathan T. Smith, CPA

Director, CBIZ MHM National Tax Office
nate.smith@cbiz.com

727.572.1400
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