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Agenda

• Basis – it all starts with Basis

• What is §1250 property, § 1245 property and 
§1231 property? 

• Is the transaction of the sale capital in nature or 
ordinary income? 

• What parts of the Form 4797 Sale of Business 
Assets need to be filled out? 

• Depreciation Recapture Issues
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Selling an Asset

• § 1001 dictates to simply take the difference between the 
amount realized and the tax basis to determine gain or 
loss

• But, determining the character of the resulting gain or 
loss – that is what is confusing – Congress has made it a 
complex process

• Do we have an ordinarily gain or a capital gain –
Important as that determines how the sale is taxed

• Therefore we must analyze the property that is being 
sold
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Form 4797

• The instructions should be reviewed and will be 
helpful in what parts to be filled out and how to 
determine gain, loss and character

4

Center for Agricultural Law & Taxation

Form 4797 - Purpose of Form

• The sale or exchange of:

• 1. Real property used in a trade or business

• 2. Depreciable and amortizable tangible property used 
in a trade or  business

• Disposition of depreciable property not used in trade or 
business

• §126 property

• The involuntary conversion (from other than 
casualty or theft) of property used in a trade or 
business and capital assets held for more than 1 
year in connection with a trade or business or a 
transaction entered into for profit 5
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Form 4797 - Purpose of Form

• The disposition of noncapital assets (other than 
inventory or property held primarily for sale to 
customers in the ordinary course of a trade or 
business)

• The disposition of capital assets not reported on 
Schedule D

• The gain or loss (including any related recapture) for 
partners and S corporation shareholders from 
certain § 179 property dispositions by partnerships 
(other than electing large partnerships) and S 
corporations

6
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Form 4797 - Purpose of Form

• The computation of recapture amounts under §§ 179 
and 280F(b)(2) when the business use of § 179 or 
listed property decreases to 50% or less

• Gains or losses treated as ordinary gains or losses, if 
the taxpayer is a trader in mark-to-market election 
under § 475(f)
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Other Forms May Be Required Upon 
the Sale
• Form 4684, Casualties and Thefts, to report 

involuntary conversions from casualties and thefts

• Form 6252, Installment Sale Income, to report the 
sale of property under the installment method

• Form 8824, Like-Kind Exchanges, to report 
exchanges of qualifying business or investment 
property for property of a like kind

• For exchanges of property used in a trade or 
business (and other noncapital assets), enter the 
gain or (loss) from Form 8824, if any, on Form 
4797
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Form 4797 - Purpose of Form

• If the taxpayer sold property on which they claimed 
investment credit, review Form 4255, Recapture of 
Investment Credit – the taxpayer may have to  
recapture some or all of the credit

• Form 8949, Sales and Other Dispositions of Capital 
Assets, to report the sale or exchange of capital 
assets not reported on another form or schedule

• Gains from involuntary conversions (other than 
casualty or theft) of capital assets not used in a 
trade or business

• Nonbusiness bad debts 
9
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It All Begins with Basis
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Basis 

• Cost basis

• Adjusted basis

• Basis other than cost

• Gift

• Inherited property

• Property changes to business or personal 
use

12



6/13/2017

5

Center for Agricultural Law & Taxation

Basis

• We will not cover the basis of: 

• Property received for services

• Taxable exchanges

• Nontaxable exchanges

• Property transferred from a spouse

13
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Cost Basis

• The basis of property is usually its cost

• The cost is the amount paid in cash, debt obligations, other property, 
or services

• The cost also includes amounts paid for the following items:

• Sales tax

• Freight

• Installation and testing

• Excise taxes

• Legal and accounting fees (when they must be capitalized).

• Revenue stamps

• Recording fees

• Real estate taxes (if assumed for the seller)

• Certain other costs related to buying or producing property 14
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Adjusted Basis

• Before figuring gain or loss on a sale, exchange, or other 
disposition of property or figuring allowable depreciation, 
depletion, or amortization, certain adjustments generally 
must be made to the basis of the property

• The result of these adjustments to the basis is the 
adjusted basis

• Increase the basis of any property by all items properly 
added to a capital account - include the cost of any 
improvements having a useful life of more than 1 year

15
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Decreases in Basis Can Take Many 
Forms
• § 179 deduction

• Nontaxable corporate distributions

• Deductions previously allowed (or allowable) for 
amortization, depreciation, and depletion

• Exclusion of subsidies for energy conservation measures

• Certain vehicle credits

• Residential energy credits

• Postponed gain from sale of home

• Investment credit (part or all) taken

• Bonus depreciation
16
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Decreases in Basis Can Take Many 
Forms
• Casualty and theft losses and insurance 

reimbursement

• Certain canceled debt excluded from income

• Rebates treated as adjustments to the sales price

• Easements

• Gas-guzzler tax

• Adoption tax benefits

• Credit for employer-provided child care
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Basis of a Gift

• To figure out the basis of property received as a 
gift, the taxpayer must know three amounts:

• The adjusted cost basis to the donor just 
before the donor made the gift to the 
taxpayer

• The fair market value (FMV) at the time the 
donor made the gift

• The amount of any gift tax paid on Form 709, 
United States Gift (and Generation-Skipping 
Transfer) Tax Return

18
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Basis of a Gift

• If the FMV of the property at the time of the gift is 
less than the donor's adjusted basis, the adjusted 
basis depends on whether the taxpayer has a gain 
or loss when the taxpayer disposes of the property

• The basis for figuring a gain is the same as the 
donor's adjusted basis, plus or minus any 
required adjustments to basis while the taxpayer  
held the property

• The basis for figuring a loss is the FMV of the 
property when the gift was received, plus or 
minus any required adjustments to basis while 
the taxpayer held the property 19

Center for Agricultural Law & Taxation

Note

• If you use the donor's adjusted basis for figuring 
a gain and get a loss, and then use the FMV for 
figuring a loss and get a gain, the taxpayer has  
neither a gain nor loss on the sale or disposition 
of the property

• If the FMV is equal to or greater than the 
donor's adjusted basis, your basis is the donor's 
adjusted basis at the time the taxpayer received 
the gift 
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Inherited Property

• The basis of property inherited from a decedent is 
generally one of the following

• The FMV of the property at the date of the 
individual's death

• The FMV on the alternate valuation date if the 
personal representative for the estate chooses 
to use alternate valuation
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Property Changes to Business or 
Personal Use
• If the taxpayer holds property for personal use 

and then changes it to business use the 
taxpayer must figure the basis for depreciation

• The basis for depreciation is the lesser of the 
following amounts:

• The FMV of the property on the date of the 
change, or

• The adjusted basis on the date of the change

22

Center for Agricultural Law & Taxation

Types of Property : A Confusing Issue
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It is All About Character

• Determining the character of the resulting gain 
or loss, that's a much more difficult task

• Does the sale of property result in ordinary 
income or capital gain?

• That is where confusion reigns

24
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What is § 1231 Property?

• § 1231 property is an umbrella term for § 1245 
property and § 1250 property, both of which are 
subdivisions of § 1231 property

• § 1231 defines the tax treatment that the gains and 
losses of property fitting the definitions of §§ 1245 
and 1250 property

• Think of § 1245 property and §1250 property as 
property that is “recharacterized” 

• As the property is characterized the sections dictate 
whether gain is taxed at ordinary income rates, 
capital gain rates, or some other rate

25
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§1231 Property

• Best of the Best for Sale of Business Assets

• Net Losses are fully deductible as ordinary 
losses

• Capital Gain Treatment when sold at a Gain

Center for Agricultural Law & Taxation

Benefits of Section 1231 Assets

• To determine the treatment of § 1231 gains and losses, 
the taxpayer must combine all of § 1231 gains and 
losses for the year

• If the taxpayer has a net §1231 loss, it’s an ordinary loss

• The loss could give rise to a net operating loss that 
can be carried back or forward

• If the taxpayer has a net gain, it’s considered ordinary 
income up to the amount of the non-recaptured § 1231 
losses from previous years

• The remainder is long-term capital gain that can offset 
other capital losses from sales of non-§ 1231 property 

27
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Keep it Simple

• The asset will typically be §1231 asset and 
either § 1245 or § 1250

• §1231 is a changeable fellow 

28
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Casualty and Theft Losses

• Gains and losses from involuntary conversions 
must be grouped separately, if a gain occurs it is 
added to other § 1231 gains

• Net losses are treated as ordinary loss and not 
grouped together
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Keep it Simple

• §1231 gains are capital

• §1231 losses ordinary

• Looks simple

• But in order to determine if the taxpayer has a 
net § 1231 gain or loss, first they must identify 
the  "Section 1231 assets" 

30
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§ 1231 Assets

• All depreciable assets that have been held for 
longer than one year are considered §1231 
assets

• All real property -- whether depreciable or not --
that has been held by the business for longer 
than one year is considered § 1231 property

31
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§ 1231 Assets

• Focus on the depreciable/amortizable assets --
machinery, furniture, autos, building, acquired 
goodwill) and the real estate (land)

• A § 1231 asset, does not cease to be a §1231 
asset because §§ 1245 or 1250 apply

• These two provisions take a portion of the gain 
attributable to § 1231 assets and recharacterize 
them as ordinary income or capital gain

32
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§ 1231 Property

33

1245 
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1250 
Property



6/13/2017

12

Center for Agricultural Law & Taxation

What Are § 1231 Assets

• Sale or exchange or real or depreciable business 
property

• Involuntary conversion of business property

• Involuntary conversion of certain capital assets

• Certain farming transactions involving crops and 
livestock

• Transactions involving timber, iron, ore and coal, 
must be long-term property

34
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§ 1231 Assets – More Specific

• § 1231 property is real or depreciable business property held for over 
a year

• § 1231 property includes:

• Buildings

• Machinery

• Land

• Timber and other natural resources – coal/ore

• Unharvested crops

• Cattle

• Livestock and 

• Leaseholds that are at least a year old, but 

• Does not include poultry, trademarks, or inventory
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Bottom Line on Taxation

• If gains on property fitting § 1231's definition are 
more than the adjusted basis and amount of 
depreciation, the income is counted as capital gains, 
and is taxed at a lower rate than ordinary income

• When losses are recorded on § 1231 property, 
however, that loss is classified as an ordinary loss 
and is 100% deductible against income

36
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Polling Question

37
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Sales of Business Assets

• Beware of 1231 Trap

Center for Agricultural Law & Taxation

Sales of Business Assets

• If 1231 losses have been deducted in prior 
years, than capital gain treatment in current 
year is limited and you could have ordinary 
income.

• Capital Gain goes to Schedule D

• Ordinary Income to Part II of Form 4797

• Need Last Five (5) Years of Tax Returns

• Software should track if existing client
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Sales of Business Assets

• EXAMPLE : Kristy sells a 1231 asset in 2016 which results in 
1231 gain of $20,000. However, Kristy had 1231 (losses) and 
gains from preceding 5 years of :

2011 ($5,000.00)

2012 $3,000.00

2013 ($1,000.00)

2014 ($3,000.00)

2015 $1,000.00

Net 1231 ($5,000.00)

2016 Capital Gain to Schedule D $15,000.00 

2016 Ordinary Income to Part II 4797 $  5,000.00

Center for Agricultural Law & Taxation

§1245, §1250, & §1231 Chart 

Property Type Sold @ Gain / Loss Long Term Code 
Section That Applies

Personal Property Loss §1231

Personal Property Gain  > than Depreciation Taken §1245 & §1231

Personal Property Gain  < than Depreciation Taken §1245

Real Property Loss §1231

Real Property Gain  > than Depreciation Taken §1250 (unrecaptured) 
& §1231

Real Property Gain  < than Depreciation Taken §1250 (unrecaptured) 

Land Gain or Loss §1231

Center for Agricultural Law & Taxation

§ 1245 Property

42
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Identify the § 1245 Assets

• The first step is to identify § 1245 assets 

• §1245 assets are § 1231 assets that are 
depreciable personal property

• Amortizable § 197 intangibles are also treated 
as § 1231 assets because they are treated as 
depreciable assets

43
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§ 1245 Property

• A common misconception that §1245 property consists 
only of personal property is simply not correct

• § 1245 property does include all types of personal 
property, but can also include certain types of real 
property

• The key is § 1245 property, must be depreciable or 
amortizable

• It can be personal or real, tangible or intangible

• § 1245 property must be identified properly as part or 
all of the gain on the property’s disposal will be treated 
as ordinary income due to depreciation recapture

44
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§ 1245 Property

• § 1245 property cannot include buildings or 
structural components unless the structure is 
designed specifically to handle the stresses and 
demands of a specific use and 

• The building cannot be used for any other use, in 
which case it can be considered closely related to 
the property it houses – think single purpose

• A building, while depreciable, is not "personal 
property," it is "real property," thus, it is not a § 1245 
asset unless it meets the above requirements

45
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§ 1245 Property

• The other depreciable properties (machinery, 
auto, furniture) are personal property, and as a 
result, are § 1245 property

• Similarly, the acquired goodwill, a § 197 
intangible, is treated as a §1245 property even 
though it is not "tangible," by virtue of its 
inclusion as a depreciable asset by §197(f)(7)
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Common Sense

• § 1245 assets were depreciated or amortized and the 
taxpayer took an ordinary deduction for either the 
depreciation or amortization expense

• Ordinary deductions are worth far more than capital 
losses, because ordinary deductions offset ordinary 
income 

• Capital losses only offset capital gains

• Since the taxpayer benefited from ordinary depreciation 
and amortization deductions, if the taxpayer sells the 
asset and generates a gain, some portion of that gain 
should be treated as ordinary income
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Analyze the Sale

• § 1245 requires the taxpayer to review the sale 
of any § 1231/§ 1245 asset and recharacterize 
a portion of the resulting gain as ordinary 
income before the gain is lumped into the §1231 
netting mentioned earlier

48
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The Calculation

• Upon the sale, the taxpayer must take the lesser of:

• The taxpayer's original cost for the asset  -
disregarding any adjustments for depreciation, 
§179 or bonus or 

• The sales price 

• Then, subtract from the lesser of these two 
numbers the adjusted tax basis (after 
depreciation) of the property

• If this calculation produces a gain, the amount of 
that gain is recharacterized as ordinary income
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The Calculation

• Then we must determine how much gain must be 
recharacterized as ordinary income

• Each determination cannot be made on a aggregate 
basis; each § 1245 asset must be addressed 
separately

• There is one exception to this rule

• If the taxpayer disposes of more than one §197 
intangible, the taxpayer can aggregate all of the 
§197 intangibles sold in the transaction

50
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Examples

51
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Storage Facility

• A §1245 "storage facility" differs from a non-§ 1245 
building in that the non - § 1245 may contain a work area 
in addition to its storage function and may reasonably be 
adapted to other uses

• Qualifying § 1245 structures cannot contain work areas 
except as necessary to care for the livestock, plants or 
their produce or to maintain the structure and equipment

• For example, having a cash register inside a greenhouse 
for handling sales to the public would disqualify the 
greenhouse as a § 1245 single purpose structure
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Integral Part

• To be considered an "integral part" of an 
activity, the property must be used directly in the 
activity and be an essential part of the activity

• A parking lot for a trucking business would 
qualify as § 1245 property because it is an 
integral part of the business, the lot is needed to 
park trucks when not in use

• But, a parking lot for a company employee is not 
§ 1245 property as it is not an essential part of 
the activity of the business

53
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§ 1245 Real Property 

• Tangible real property (except for buildings and 
their structural components) used as:

• A single-purpose agricultural or horticultural 
structure

• A storage facility (not including a building or 
its structural components) used in connection 
with the distribution of petroleum or any 
primary product of petroleum

• A railroad grading or tunnel bore (§168(e)(4)

54
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More Examples

• Qualified long term property includes: 

• Personal property

• Certain tangible real property, such as a patent or 
license, that is subject to amortization

• Commercial property depreciated under ACRS

• Furniture and equipment, that is subject to depreciation

• Qualified timber property (a lot located in the U.S. 
containing trees in significant quantities and which is 
intended for planting, cultivating, caring for and cutting 
of trees for sale or use in the commercial production of 
timber products) §194(c)(1)

55
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Examples

• This does not include buildings that are included as 
storage for equipment, but would include a facility 
that stored temporarily goods before they were 
packaged and moved

• Single purpose structures built for the sole purpose 
of agricultural or horticultural use - this does not 
include a barn but would include silos or grain 
storage bins

• Facilities used to store and distribute petroleum or 
primary products of petroleum with the exception of 
buildings and those buildings structural components

56
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What About Farming Activities?

• The IRS treats farming as a production activity 
and includes the following as § 1245 real 
property:

• Fencing for the confinement of livestock

• Drain tiles for irrigating cultivated fields or to 
improve drainage of a pasture

• Wells for providing water for livestock and 
poultry and

• Fruit trees held for the production of income

57
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What About Farming Activities?

• A structure that is used for a special purpose is not 
considered a building and may qualify as § 1245 real 
property

• To qualify, the structure has to essentially be a piece 
of machinery or equipment, or an enclosure that is so 
closely joined with the machinery or equipment that it 
houses, it must be replaced or retired at the same 
time as the machinery or equipment

• The structure is depreciated over the same recovery 
period as the machinery or equipment

• Examples of special purpose structures are: blast 
furnace, brick kiln and silo 58
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Tax Treatment on § 1245 Property 
Gains
• If the sale of § 1245 property is less than the 

depreciation or amortization on the property, or

• If the gains on the disposition of the property is 
less than the original cost 

• The gains are recorded as ordinary income and 
are taxed as such

• If the gain on the disposition of the § 1245 
property is greater than that original cost then 
those gains are taxed as capital gains

59
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Tax Treatment on § 1245 Property 
Gains
• § 1245 requires taxpayers to recapture gain to 

the extent of depreciation claimed or the gain on 
the sale of the property, whichever is less 
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Tax Treatment on § 1245 Property 
Gains
• If the § 1245 property was acquired through a like-

kind exchange

• The amounts claimed on the property used in 
the exchange is included in the depreciation or 
amortization amount

61
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Real World Example of §1245 
Property
• An asset was purchased in 2011 for $30,000 for 

use in a business 

• The depreciation claimed was $ 22,000

• Adjusted basis is $8,000

• The taxpayer sold the asset for $20,000

• The character of the $12,000 gain is ordinary 
income

62
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Real World Example of §1245 
Property – One more example
• If the asset had sold for $42,000

• The § 1245 gain is ($30,000 – $22,000 =$8,000 -
$42,000 sale price) $ 34,000

• $22,000 of the gain (the depreciation that is 
recaptured) would be ordinary income 

• The balance of $12,000 would be a §1231 gain and 
treated as capital gain

63
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§ 1245 Property Example

• The taxpayer files their returns on a calendar year  
basis

• In  February  2014,  the taxpayer bought and placed 
in service for 100% use in the business  a  light duty  
truck (5year  property) that cost  $10,000

• The taxpayer used the  half-year  convention and 
the MACRS deductions for the truck were: 

• $2,000 in 2014 and 

• $3,200 in 2015

64
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§ 1245 Property Example

• No § 179  deduction was taken

• The truck is sold in May  2016 for $7,000

• The MACRS deduction in 2016, the year of sale, 
is $960 (1/2  of $1,920)

• Figure the gain treated as ordinary income as 
follows

65
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§ 1245 Property Example

Amount Realized $7,000

Cost $10,000

Depreciation Allowed $6,160 ($2,000+$3,200+$960)

Adjusted Basis $3,840 ( Amt Realized – Adj. Basis)

Gain Realized $3,160

Gain treated as Ordinary Income $3,160
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§ 1250 Property

67
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§ 1250 Property

• § 1245 property, excludes real property, even if it is 
depreciable

• This is because real property is covered by § 1250

• § 1250 works almost EXACTLY like §1245, and 
§1250 RARELY applies

• Both section’s requires recharacterization of prior 
depreciation as ordinary income, but -- § 1250 only 
requires recapture of prior depreciation in excess of 
what straight-line depreciation would have been 

68
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§ 1250 Property

• With the Tax Reform of 1986, real property is 
depreciated under the MACRS rules

• Real property is generally depreciated straight line 
over 27.5 or 39 years, depending on whether the 
property is residential or nonresidential

• Most real property is depreciated straight line, and 
it would follow that when an asset is sold, none of 
the depreciation taken was in excess of straight 
line, and thus no ordinary income recapture would 
result – sounds simple right?
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§ 1250 Property

• Any depreciable real property held for long term 
and is not classified as § 1245 property

• § 1250 property does not include real property 
other than a building and it structural 
components

• When used as an integral part of: 

• Manufacturing, production or extraction

• Furnishing transportation, communication, 
electricity, gas, water or sewage disposal 
units

70
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§ 1250 Depreciation Recapture  

• Generally only § 1250 property using depreciation 
under ACRS is subject to recapture

• Any recapture amount is limited to the excess 
depreciation over straight line

• Under MACRS there is no recapture as it uses 
the straight line method

• But as with any tax provision there are some 
exceptions 

71
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Exception

• The amount of basis reduction due to discharge of 
indebtedness is treated as depreciation taken on the 
property

• The lesser of the gain on the sale or the debt that was 
discharged is treated as § 1245 property subject to 
recapture

• It makes no difference as to whether the property is 
considered § 1245 property at the time of the discharge 
or sale

• § 1245 rules the lesser of the gain on the sale or the 
amount of debt that was discharged is taxed as ordinary 
income 72
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Examples

• § 1250 property - depreciable real property, 
including leaseholds if they are subject to 
depreciation

• The most common examples of §1250 property 
are:

• Buildings 

• Deck, shingles, vapor barrier, skylights, 
trusses, girders, and gutters

• The cost of construction of the building and 
depreciated over the life of the building

73
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But there is an Additional Step that Must 
be Performed when a Sale Occurs

• The step requires a taxpayer with § 1250 
property to pay a special 25% tax -- rather than 
the typical top rate on capital gains of 20% -- on 
so-called "unrecaptured § 1250 gain”

• This step is required after the taxpayer 
determines that none of the prior depreciation is 
subject to ordinary income recapture due to the 
use of straight-line method

74

Center for Agricultural Law & Taxation

Unrecaptured § 1250 Gain 

• Unrecaptured § 1250 gain is the amount of the 
depreciation taken on the property -- limited to 
the actual gain on the sale -- that is not 
recaptured as ordinary income under §1250

75
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Unrecaptured § 1250 Gain

• Gain due to straight-line depreciation when the 
property is sold

• Generally gain on the sale of an asset is taxed 
as a capital gain and gain due to § 1245 
recapture is taxed as ordinary income

• The unrecaptured § 1250 gain is a type of 
depreciation-recapture income that is realized 
on the sale of depreciable real estate
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Unrecaptured § 1250 Gain

• Unrecaptured § 1250 income is taxed at a 25% 
maximum capital-gains rate, or less in some 
cases

• Unrecaptured § 1250 gains are only realized 
when there is a net §1231 gain that is not 
subject to recapture as ordinary income

• Let’s convert that to English please
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Unrecaptured § 1250 Gain

• Unrecaptured § 1250 gains and losses are not 
reported on Schedule D, but on worksheets 
within the Schedule D instructions, and are 
carried to the 1040

• A § 1250 gain is recaptured upon the sale of 
depreciated real estate, just as with any other 
asset

• The only difference is the rate at which it is 
taxed
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Unrecaptured § 1250 Gain

• The gain is used to offset previously used 
depreciation allowances

• While the gains attributed to depreciation are 
taxed at the ordinary income tax rate, any 
remaining gains are only subject to the long-
term capital gains rate maximum 20%

• Assets that do not qualify under § 1250 are 
taxed at a different rate
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Unrecaptured § 1250 Gain

• Since the unrecaptured § 1250 gains are 
considered a form of capital gains, they can be 
offset by capital losses

• The capital losses must be reported through 
Form 8949 and Schedule D, and the value of 
the loss may vary depending on if it is 
determined to be short-term or long-term in 
nature

• In order for a capital loss to offset a capital gain, 
they must both be determined to be short-term 
or long-term
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Unrecaptured § 1250 Gain

• A short-term loss cannot offset a long-term gain, and vice 
versa

• There will always be an "unrecaptured § 1250 gain" 
calculated on a disposition of § 1250 property

• The unrecaptured § 1250 gain will either be the depreciation 
allowed or allowable OR if there happens to be an amount on 
Form 4797, Page 2, Line 26g, then this amount must be 
subtracted from the depreciation allowed or allowable, 
resulting in the unrecaptured § 1250 gain

• Like forms, worksheets can assist in determining the tax 
treatment of a particular item
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§1250 Property Unrecapture Example

• Since most real property is depreciated straight line 
under MACRS, none of the depreciation taken was / 
will be in excess of straight line and thus no ordinary 
income recapture would result

• IRC §1(h)(1)(E) requires taxpayers with §1250 
property to take an additional step

• §1 requires a taxpayer to pay a special 25% tax 
rather than the typical preferential capital gain rates

• §1 also limits this 25% special tax to the amount of 
“net capital gain” = sum of LT & ST capital gain

Center for Agricultural Law & Taxation

§1250 Property Unrecapture Example

• Practical Example

• Sales Price $350,000
• Cost $250,000
• S/L A/D $  50,000
• Gain $150,000

• IRC §1250 UnRecapture is limited to A/D of 
$50,000 and remaining $100,000 receives 
preferential capital gains rates
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§1250 Ordinary Income Recapture

• Example using Accelerated Depreciation

• Sales Price $42,000 $42,000

• Original Cost $50,000 $50,000

• Accelerated A/D $28,000 S/L $22,000

• Gain $20,000 $14,000

• Taxable Gain with be $20,000 ($42,000 - $22,000)

• 1250 Recapture will be $6,000 ($28,000 - $22,000)

• 1250 Unrecaptured 1250 gain $14,000

Center for Agricultural Law & Taxation

Example

• There will always be an "unrecaptured § 1250 gain" 
calculated on a disposition of § 1250 property

• The taxpayer purchased rental property in 2006

• The purchase price was $225,000 ( home $175,ooo, 
and Land $50,000)

• In 2016 the taxpayer sells the rental house for 
$300,000, with the home valued at $240,000

• The sale gives results in a $75,000 profit on the 
original purchase, which is subject to capital gains 
tax
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Example – Cont’d

• However, over 10 years, the taxpayer claimed 
roughly $63,636 in depreciation

• Since the property sold for more than the 
depreciated value of $111,364, the entire 
amount of depreciation you claimed -- $63,636 -
- is an unrecaptured 1250 gain

• And, at 25 percent tax, gives the taxpayer an 
additional $15,909 in tax liability
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Example 2

• Andrew sells a building used in his trade or business

• He purchased the building for $1,000,000 and was 
previously depreciated under the straight-line 
method to the tune of $200,000

• He sells the building for $1,300,000, resulting in a 
$500,000 § 1231 gain

• §1250 (like § 1245) trumps § 1231, however, and 
requires any prior accelerated depreciation in 
excess of straight-line to be recaptured as ordinary 
income
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Example 2 – Cont’d

• Because Andrew depreciated on a straight-line basis, 
there is no excess depreciation and thus no ordinary 
income recapture

• To the extent of the prior straight-line depreciation, 
requires Andrew to tax the gain on the sale of the 
building at 25%, rather than  the maximum rate of 20%

• Thus, the $500,000 gain resulting from the sale of the 
building is divided and tax differently

• $200,000 of the gain is taxed at 25%, with the remaining 
$300,000 taxed as § 1231 gain eligible for a 20% rate
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Polling Question
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Real Life Example with Forms

91
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Example Problem

• Joe Sample purchased a rental property on 
January 1st, 2001 in the amount of $120,000

• Per the county assessor report, land was valued 
at $24,000

• See attached current depreciation schedule for 
improvements made throughout the years

• Joe Sample sold this rental property on 
September 13th, 2016 in the amount of 
$197,600

• Real estate Taxes were up to date and sales 
expenses were $15,800

Center for Agricultural Law & Taxation

Example Problem

• Breakdown of Sales Price of $197,600

• Dwelling $123,006.  {62.25%}

• Land $  30,747.  {15.56%}

• Carpet/Flooring $  11,145.  {  5.64%}

• Fences $  15,768.  {  7.98%}

• Roof $  16,934.  {  8.57%}

[Percentages were calculated using cost/total cost]
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Example Problem

• Breakdown of Sales Expenses of $15,800.

• Dwelling $  9,836.  {62.25%}

• Land $  2,458.  {15.56%}

• Carpet/Flooring $     891.  {  5.64%}

• Fences $  1,261.  {  7.98%}

• Roof $  1,354.  {  8.57%}

[Percentages were calculated using cost/total cost]
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Depreciation Schedule Summary
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Example Problem

SEE ATTACHED FORMS AND SCHEDULES 
FOR RESULTS OF THIS PROBLEM THAT WE 
WILL DISCUSS IN DETAIL
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Joe Sample Tax Return
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Joe Sample Tax Return
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Joe Sample Tax Return
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Joe Sample Tax Return
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Joe Sample Tax Return – Schedule D
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Joe Sample Tax Return – Schedule D
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Joe Sample Tax Return – Schedule D
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Joe Sample Tax Return
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Joe Sample Tax Return
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Joe Sample Tax Return – Form 4797
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Joe Sample Tax Return – Form 4797
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Joe Sample Tax Return – Form 4797
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Joe Sample Tax Return – Form 4797
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Joe Sample Tax Return – Form 8959
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Joe Sample Tax Return – Form 8959
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Joe Sample Tax Return – Form 8960
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Joe Sample Tax Return – Form 8960
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Joe Sample Tax Return - Worksheets
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Other Issues 

• §n 1245 recapture for installment sales (Form 6252) 
in the year of sale

• Sale of Partnership Interest 

• HOT ASSETS

• Information on 1065 & 1120S K-1’s

• Sale of §179 Assets 

• Listed Separately 

Center for Agricultural Law & Taxation

§ 1231 Assets Let’s Review
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§ 1231 Assets

• The sale may result in the type of gain that may 
either be divided between capital gain and 
ordinary income (under § 1245) or 

• Divided between capital gain and "unrecaptured 
§ 1250 gain" 

• With any capital gain in both cases one must 
address the netting process under §1231 to all 
other gains and losses from § 1231 property 
before the true character of the capital gain may 
be identified
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Remember the Umbrella

• There are three types of property

• The § 1231 asset and is that asset

• A §1245 asset or 

• A § 1250 asset
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Other Types of Property

124
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§ 1252 Property

• §1252 property, which is farmland held less than 10 
years, on which soil, water, or land-clearing 
expenses were deducted
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§ 1254 Property

• §1254 property, including intangible drilling and 
development costs, exploration costs, and costs 
for developing mining operations 
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§ 1255 Property

• § 1255 property, which is cost-sharing payment 
property described in §126 of the Internal 
Revenue Code

127

Center for Agricultural Law & Taxation

128

Center for Agricultural Law & Taxation

The Scoop – Upcoming Dates 

• June 21

• July 5

• July 19

• August 2

• August16

• August 30

• September 13

• October 4

• October 18

• Held at 8:00 am and 12:00 pm Central time
129
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Up Coming Webinars
http://www.calt.iastate.edu/calendar-node-field-seminar-
date/month

• Part 2 - Form 3115 {Correcting Depreciation §481(a) Adjustment} June 
15

• My Client Dies, What’s Next?, June 20

• Webinar: The Fundamentals of Trusts - June 22

• Payment of Wages with Commodities and Gifting Grain - June 27

• Handling Tax Returns for Religious Groups – Amish and Mennonite

• June 29

• Net Operating Loss Basics July 6 and 7th

• Form 1099 Preparation July 13

• Reconstructing Records for Tax Compliance August 17

• Uber/Lyft Drivers and Tax Issues August 22
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Iowa Taxpayer Advocate

• Online Free Webinar: 4th Annual Taxpayer 
Advocate Town Hall Meeting - June 28, 2017
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Upcoming Seminars – Mark Your 
Calendar – Final Dates

• S Corporation – July 20-21, 2017, Live and Webinar

• September 21, 2017 Ag Law Seminar, Live and Webinar

• September 22, 2017 Farm and Estate Tax Review, Live 
and Webinar

• Retirement and Social Security Issues(Webinar) = October 
10-11, 2017
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The Schedule is Finalized for the 44th 
Annual Federal Income Tax Schools

• November 2-3, 2017 – Maquoketa, Iowa – Centerstone Inn and Suites

• November 6-7, 2017 – Le Mars, Iowa – Le Mars Convention Center

• November 8-9, 2017 – Atlantic, Iowa – Cass County Community Center

• November 9-10, 2017 – Mason City, Iowa – North Iowa Area 
Community College

• November 16-17, 2017 – Ottumwa, Iowa – Indian Hills Community 
College

• November 20-21, 2017 – Waterloo, Iowa – Hawkeye Community 
College

• December 11-12, 2017 – Ames, Iowa and Live Webinar – Quality Inn 
and Suites
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