
 
 
 
 

Modification of Application of Income Forecast 
Method of Depreciation 

 
Present Law 
The modified Accelerated Cost Recovery System ("MACRS") does not apply to certain 
property, including any motion picture film, video tape, or sound recording, or to any 
other property if the taxpayer elects to exclude such property from MACRS and the 
taxpayer properly applies a unit-of-production method or other method of depreciation 
not expressed in a term of years. Section 197 does not apply to certain intangible 
property, including property produced by the taxpayer or any interest in a film, sound 
recording, video tape, book or similar property not acquired in a transaction (or a series 
of related transactions) involving the acquisition of assets constituting a trade or business 
or substantial portion thereof.  
 
Thus, the recovery of the cost of a film, video tape, or similar property that is produced 
by the taxpayer or is acquired on a "standalone" basis by the taxpayer may not be 
determined under either the MACRS depreciation provisions or under the section 197 
amortization provisions. The cost recovery of such property may be determined under 
section 167, which allows a depreciation deduction for the reasonable allowance for the 
exhaustion, wear and tear, or obsolescence of the property. A taxpayer is allowed to 
recover, through annual depreciation deductions, the cost of certain property used in a 
trade or business or for the production of income. Section 167(g) provides that the cost of 
motion picture films, sound recordings, copyrights, books, and patents are eligible to be 
recovered using the income forecast method of depreciation. 
 
Income Forecast Method of Depreciation 
Under the income forecast method, a property’s depreciation deduction for a taxable year 
is determined by multiplying the adjusted basis of the property by a fraction, the 
numerator of which is the income generated by the property during the year and the 
denominator of which is the total forecasted or estimated income expected to be 
generated prior to the close of the tenth taxable year after the year the property was 
placed in service. Any costs that are not recovered by the end of the tenth taxable year 
after the property was placed in service may be taken into account as depreciation in such 
year.  The adjusted basis of property that may be taken into account under the income 
forecast method only includes amounts that satisfy the economic performance standard of 
section 461(h). 
 
In addition, taxpayers that claim depreciation deductions under the income forecast 
method are required to pay (or receive) interest based on a recalculation of depreciation 
under a "look-back" method.  The "look-back" method is applied in any "recomputation 
year" by (1) comparing depreciation deductions that had been claimed in prior periods to 
depreciation deductions that would have been claimed had the taxpayer used actual, 
rather than estimated, total income from the property; (2) determining the hypothetical 



overpayment or underpayment of tax based on this recalculated depreciation; and (3) 
applying the overpayment rate of section 6621 of the Code. 
 
Except as provided in Treasury regulations, a "recomputation year" is the third and tenth 
taxable year after the taxable year the property was placed in service, unless the actual 
income from the property for each taxable year ending with or before the close of such 
years was within 10 percent of the estimated income from the property for such years. 
 
Description of Proposal 
The proposal would clarify that, solely for purposes of computing the allowable 
deduction for property under the income forecast method of depreciation, participations 
and residuals may be included in the adjusted basis of the property beginning in the year 
such property is placed in service, but only if such participations and residuals relate to 
income to be derived from the property before the close of the tenth taxable year 
following the year the property is placed in service (as defined in section 167(g)(1)(A)). 
For purposes of the provision, participations and residuals are defined as costs the amount 
of which, by contract, varies with the amount of income earned in connection with such 
property.  
 
The proposal also would clarify that the income from the property to be taken into 
account under the income forecast method is the gross income from such property.  The 
proposal also would grant authority to the Treasury Department to prescribe appropriate 
adjustments to the basis of property (and the look-back method) to reflect the treatment of 
participations and residuals under the provision.   
 
In addition, the proposal would clarify that, in the case of property eligible for the income 
forecast method that the holding in the Associated Patentees decision will continue to 
constitute a valid method. Thus, rather than accounting for participations and residuals as 
a cost of the property under the income forecast method of depreciation, the taxpayer 
may deduct those payments as they are paid as under the Associated Patentees decision.  
 
This may be done on a property-by-property basis and shall be applied consistently with 
respect to a given property thereafter. The provision also clarifies that distribution costs 
are not taken into account for purposes of determining the taxpayer’s current and total 
forecasted income with respect to a property. 
 
Effective Date 
The proposal would apply to property placed in service after date of enactment. No 
inference is intended as to the appropriate treatment under present law. It is intended that 
the Treasury Department and the IRS expedite the resolution of open cases. In resolving 
these cases in an expedited and balanced manner, the Treasury Department and IRS are 
encouraged to take into account the principles of the provision. 
 
Prior Action 
Same as Senate amendment. 


