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INTRODUCTION

The much-publicized Tax Reform Act of 1986 (hereinafter
referred to as the "Act") 1 has dramatically changed the tax
treatment of virtually every individual and business. Many of
the planning techniques that once were thought to be axiomatic
now are ineffective, or worse, counterproductive. As a result,
all taxpayers are well-advised to reconsider their particular tax
circumstances to determine what steps can be taken to cope
with, and take maximum advantage of, the "new and improved" Internal Revenue Code of 1986 (hereinafter referred
to as the "Code").

2

As discussed below, individuals and businesses involved in
the coal, oil and gas industries certainly will be affected by the
many broad provisions of the Act that impact, without distinction, nearly every industry. Examples of such provisions include
those that reduce the tax rates that repeal the preferential
treatment of capital gains. Moreover, several provisions of the
Act are specifically directed to the coal, oil and gas industries.'
This Article will highlight the impact of several of the most
significant "general" provisions of the Act affecting. all tax-

' Tax Reform Act of 1986, Pub. L. No. 99-514, 100 Stat.- (codified at 26
U.S.C.A. §§ 1-7872 (West Special Pamphlet 1987)).
2 Id. The preamble to 26 U.S.C.A. § I (West Special Pamphlet 1987), provides:
"(a) Redesignation of 1954 Code-The Internal Revenue Title enacted August 16, 1954,
as heretofore, hereby, or hereafter amended, may be cited as the 'Internal Revenue
Code of 1986'."
3 See, e.g., infra notes 133-68.
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provisions that
payers and discuss in fuller detail several of the
4
uniquely affect the natural resource industry.
I.

RATE CHANGES AND CAPITAL GAINS PROVISIONS

The Act has substantially reduced the tax rates for all
taxpayers, 5 while broadening the tax base against which those
rates are applied. The tax base has been broadened through
the elimination or reduction of many deductions 7 and exclusions. 8 In addition, many credits have been eliminated or reduced. 9 As a result, the rate reduction may or may not result
in a net reduction in the tax liability of a particular taxpayer.
The rate changes applicable to individuals will be phased in
for tax years beginning on or after January 1, 1987.10 Slightly
different phase-in rules apply to corporations, with the new
corporate rates effective for tax years beginning on or after
July 1, 1987.1" This mid-year effective date will result in a
"blended" tax rate for 1987 in the case of calendar year corporate taxpayers.1 2 The new rates for all taxpayers will be fully
phased in for tax years beginning on or after January 1, 1988.
The Act also repeals the capital gains deduction for
individuals 3 and the favorable alternative tax on net capital
gains of corporations, 14 effective January 1, 1987. Special tran-

I It should be noted that it is not within the scope of this Article to address all
of the provisions of the Act that may impact individuals and businesses involved in
the coal, oil and gas industries, nor can it exhaustively analyze many of the nuances
of the provisions that are discussed (e.g., certain transitional rules and special exemptions applying to certain taxpayers in particular circumstances).
' 26 U.S.C.A. § 1 (West Special Pamphlet 1987).
6 See, e.g., 26 U.S.C.A. §§ 163(h) & 1202 (West Special Pamphlet
1987) (repealing personal interest and capital gains deductions for individuals).
Id.
See, e.g., 26 U.S.C.A. § 116 (West Special Pamphlet 1987) (repealing dividends received deduction).
' See, e.g., 26 U.S.C.A. § 49(a) (West Special Pamphlet 1987) (eliminating
application of the regular percentage investment tax credit for property placed in
service after December 31, 1985).
1026 U.S.C.A. § 1 (West Special Pamphlet 1987).
26 U.S.C.A. § 11 (West Special Pamphlet 1987).
26 U.S.C.A. § 15 (West Special Pamphlet 1987).
,3 26 U.S.C.A. § 1202 (West Special Pamphlet 1987) (repealing capital gains
deduction).
" 26 U.S.C.A. § 1201(a) (West Special Pamphlet 1987).
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sitional rules, however, cap the maximum rates applicable to
1987 capital gains of individuals and corporations at twentyeight percent and thirty-four percent, respectively. 5
The following chart indicates the top "marginal rate '

16

for

individuals and corporations for calendar years 1986, 1987, and
1988, for both ordinary income and capital gains income.
TOP MARGINAL RATES"
ON ORDINARY INCOME
Calendar
Year
Individuals
Corporations
1986
50%
46%
1987
38.5%
40%
1988
28%
34%

TOP MARGINAL RATESS
ON CAPITAL GAINS
Individuals
20%
28%
28%

Corporations
28%
34%
34%

The chart highlights the fact that, while the top marginal
rates for all taxpayers are being lowered with respect to both
ordinary and capital gains income, the reduction for individuals
is more pronounced than that for corporations. For the first
time in recent history, corporations will be taxed at higher rates
than individuals.

1 26 U.S.C.A. § 1201 (West Special Pamphlet 1987) (providing transitional rules
for corporations) and 26 U.S.C.A. § l(j)(2)(A) (West Special Pamphlet 1987) (providing transition rules for individuals).
,1The "top marginal rate" is the highest rate of tax applicable to a dollar of
taxable income, giving due regard to the income brackets of the taxpayer. The rates
indicated herein do not reflect the phase-out of the graduated rate structure that will
be achieved by a 5076
surtax on certain levels of taxable income. For married individuals, for example, the surtax will be applied to taxable income between $71,900 and
$149,250. 26 U.S.C.A. § 1(g) (West Special Pamphlet 1987). For corporations, the
surtax will apply to taxable income between $100,000 and $335,000. 26 U.S.C.A. §
11(b) (West Special Pamphlet 1987). These sections provide that for taxable income
within these ranges, the top marginal rate will actually be 5% higher than is indicated
in the chart, subject to the applicable transition rules.
11 For individuals these rates are found at I.R.C. § l(a)(3) (1982 & Supp. III
1985) for 1986 and at 26 U.S.C.A. § l(a)-(d) & (h) (West Special Pamphlet 1987) for
1988 and 1987 respectively. For corporations the rates are found at I.R.C. § 11 (1982
& Supp. III 1985) for 1986.
11 For individuals the 1986 rate is found by multiplying the top marginal rate of
50076 by the taxable portion of capital gains. For 1986 the taxable portion is 40%
after the deduction provided at I.R.C. § 1202 (1982), for 1987 & 1988, the rate is
found at 26 U.S.C.A. § 1(j) (West Special Pamphlet 1987). For corporations the 1986
rate is found at I.R.C. § 1201 (1982), while the 1987 and 1988 rates are at 26 U.S.C.A.
§ 1201 (West Special Pamphlet 1987).
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SELECTION OF BUSINESS ENTITY STRUCTURE

The impact of this "reversal" of corporate and individual
tax rates, as well as the repeal of the "General Utilities"
doctrine, discussed below, could warrant a change in the appropriate structure for many businesses that are involved in
coal, oil and gas endeavors. The use of "flow-through entities"' 9
will be much more advantageous under the new tax regime
at
because the income of those entities will be taxed only once
20
the lower individual rates rather than at corporate rates.
While tax considerations may warrant operating a mining
or drilling venture as either a partnership or an S corporation
to obtain the desired "flow-through entity" treatment, a host
of non-tax considerations should also be factored into any
decision regarding the structure of a particular venture. Recognizing that a thorough discussion of all such factors is beyond
the scope of this Article, the following points are among those
that should be carefully considered in selecting the structure of
the business entity that will be used in a drilling or mining
venture.
A.

Limited Liability

A sole proprietorship subjects an individual to potentially
unlimited liability for actions attributable to the operation of
the business. A general partner of a partnership likewise has
substantial potential exposure to liability. 21 By contrast, the
liability of a shareholder of a regular corporation or an S
corporation is generally limited to the money and property
actually invested by the shareholder. 22 A limited partner's liability likewise is generally confined to his or her investment in
23
the venture.
19For purposes of this Article, the term "flow-through entities" will refer to
partnerships (including publicly-traded "master limited partnerships") and S corporations, which generally pay no tax themselves, but rather serve as "conduit" entities
to the respective partners or shareholders, pursuant to the provisions of Subchapters
K and S of the Code.
See, e.g., I.R.C. § 702(a) (1982 & Supp. III 1985).
Ky. Rev. Stat. Ann. § 362.220 (Michie/Bobbs-Merrill 1972) [hereinafter cited
as KRS with all cites being to Michie/Bobbs-Merrill].
22 KRS § 271A.125 (1981).
23 KRS § 362.470 (Cum. Supp. 1986).
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Eligibility to Elect S Corporation Status

An S election generally provides a corporation with the
"flow-through" attribute that is advantageous under the new
tax regime. However, not every corporation is eligible to make
an S election. Section 1361 of the Code sets out requirements
that must be met, including the following:
(1) The corporation must be a domestic corporation that is
not [i] a member of an affiliated group, [ii] a financial institution, [iii] an insurance company, [iv] a U.S. possession corporation described in Section 936 of the Code, or [vJ a DISC
24
or a former DISC.
(2) The corporation cannot have more than thirty-five
shareholders. 25 (A husband and wife are treated as a single
shareholder for these purposes. )26
(3) All of the shareholders must either be individuals or
certain limited estates and trusts. (Corporations and partner27
ships, among others, cannot be shareholders.)
28
(4) None of the shareholders can be nonresident aliens.
(5) The corporation cannot have more than one class of
stock. 29 (For these purposes, if the only difference between
classes of common stock relates to voting rights, those classes
will not be treated as separate classes of stock.) 0
If a business cannot satisfy all of the above requirements,
S corporation status will be unavailable. 3 Additionally, in cases
where an existing "regular" corporation with accumulated
earnings and profits converts to S status, such earnings and
profits may ultimately force a termination of the S status if
3 2
subsequent passive income exceeds certain limits.
C. Participationin Management
Generally, a sole proprietor, general partner or shareholder
is free to participate in the management of the business entity.
2, I.R.C. § 1361(b)(2) (1982 & Supp. Ill 1985).
, Id. at § 1361(b)(l)(A).
26 Id. at § 1361(c)(1).
27 Id. at § 1361(b)(1)(B),
1361(c)(2) & 1361(d).
21 Id. at § 1361(b)(1)(C).
19 Id. at § 1361(b)(l)(D).
30 I.R.C. § 1361(c)(4).
11Id. at §§ 1361(a) & 1361(b)(1).
32 I.R.C. § 1362(d)(3) (1982 & Supp. III 1985).
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The same is not true for a limited partner, inasmuch as state
law generally imposes a harsh penalty if such person actively
participates in the affairs of the partnership, namely, the loss
33
of limited liability.

D.

Transferability of Interests

A sole proprietor who wants to dispose of his or her interest
in a business must sell the underlying assets of the business. A
corporate shareholder generally has greater flexibility in that
he or she can sell shares of stock. (However, in the case of a
holder of a minority interest in a closely held company, that
flexibility may be illusory if the person expects to receive full
value for his shares because such a minority interest may be
unmarketable.) Generally speaking, transfers of general or limited partnership interests may be more difficult and cumbersome than transfers of corporate stock. 34 Of course,
transferability can be restricted by agreement of the parties in
both the corporate and partnership settings.
E.

Miscellaneous Tax Issues

In addition to the tax rate benefits available to partnerships
and S corporations as flow-through entities, other tax considerations may prove relevant in selecting a structure for a business. Among those considerations are the following:
(1) The ability of partnerships to "specially allocate" certain items of income, deduction, loss and credit among the
various partners may be desirable.35 This flexibility is generally
unavailable to both regular and S corporations.
(2) The new "built-in gain" rules under Section 1374 of the
Code impose an additional corporate-level tax on certain dis36
positions of appreciated assets by an S corporation.

13

KRS § 362.470 (Cum. Supp. 1986).

See, e.g., KRS § 362.590 (1972).
1 I.R.C. § 704(b) (1982 & Supp. III 1985) and Treas. Reg. § 1.704-1(b)(1) (as
amended in 1964).
36 26 U.S.C.A. § 1374 (West Special Pamphlet 1987) provides that a corporate
level tax is imposed if, within ten years of converting from a regular corporation to
an S corporation, the corporation disposes of appreciated assets that it held when it
was a C corporation. The tax is paid by the S corporation itself (even though S
34
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(3) The alternative minimum tax,37 applies to regular corporations as well as their shareholders. While partnerships and

S corporations are not subject to the alternative minimum tax,
their partners and shareholders are subject to the alternative

minimum tax for individuals.
(4) The Act's repeal of the "General Utilities" doctrine3 8
will generally make the sale or liquidation of a regular corporation more costly than the sale or liquidation of a sole proprietorship, partnership or S corporation, each of which
generally avoids 39 tax at the entity level.
(5) The passive loss rules 4° may be relevant if the business
is generating tax losses.
The selection of a structure for a mining or drilling venture
will be influenced by many of these factors. From a tax perspective, the Act has dramatically altered the significance of
many of the relevant considerations. Taxpayers involved in the
natural resource industry (either directly or as investors) are
well advised to review their current operating structure in light

corporations normally pay no tax) on the built-in appreciation in the asset at the time
the corporation converted to S status, the tax being applied as if the S corporation
had sold the asset for its fair market value. The provisions of new Section 1374 do
not apply to: [i] S corporations that made their S election on or prior to December
31, 1986, [ii] S corporations that have maintained their S status at all times since
formation and [iii] S corporations that, at the time of their conversion to S status,
have no appreciated assets. Id.
" See infra notes 41-66 and accompanying text.
3' The "General Utilities" doctrine had its genesis in the Supreme Court's
decision in General Utilities & Operating Co. v. Helvering, 296 U.S. 200 (1935).
Generally stated, the doctrine allowed corporations to distribute appreciated assets
(whether by dividend, redemption or in the course of a liquidation) without recognition
of income at the corporate level. Congress has consistently chipped away at this rule
through a series of amendments to the Code. See, e.g., I.R.C. § 31 l(d) (1982 & Supp.
III 1985). Now, subject to certain transitional rules applicable to certain closely held
corporations and subject to certain other very limited exceptions (e.g., liquidation of
an 80% subsidary into its parent corporation), the "General Utilities" doctrine is
dead. See 26 U.S.C.A. § 311(b) (West Special Pamphlet 1987). The new general rule,
effective January 1, 1987, provides that there will be income recognition to a corporation that distributes appreciated property in a redemption, dividend, in-kind liquidation or a liquidating sale. See, e.g., id.; 26 U.S.C.A. §§ 333 (repealed), 336(a)
(amended); 337(a) (amended) and 338(c) (repealed) (West Special Pamphlet 1987).
39 But see supra note 36 (discussing taxation of dispositions of assets having
built-in appreciation at the time of making the subchapter S election).
40 26 U.S.C.A. § 469 (West Special Pamphlet 1987); see infra at notes 67-107.

19871

IMPACT OF

1986 TAX

REFORM ACT

of this legislation. Whichever entity structure is chosen, the Act

offers a variety of potential tax opportunities and pitfalls.
III.

ALTERNATIVE MINIMUM TAX PROVISIONS

The Act greatly modifies the alternative minimum tax
("AMT") provisions. 4 1 The AMT generally creates a "backstop" to assure that taxpayers will not be able to use certain

tax sheltering techniques to avoid paying at least a minimum
of tax liability.4 2 It is important to note that the AMT is a
totally separate tax-each individual and corporation must
compute both the "regular" tax and the AMT each year.
Whichever tax computation results in the larger liability is the
43
one that is applicable for the year.
While individuals and corporations (other than S corporations) are both subject to the AMT, they arrive at their respective liabilities under that tax via slightly different computations."

In each case, however, the tax is imposed on "alternative
minimum taxable income," which is defined in Section 55(b)(2)
as the "regular"

taxable income of the taxpayer, modified by

certain "preferences" and "adjustments" described in Sections
56, 57 and 58 . 4 The AMT rates for individuals and corpora6
tions are twenty-one percent and twenty percent, respectively.

41

26 U.S.C.A. §§ 55-59 (West Special Pamphlet 1987).

42

Id.

26 U.S.C.A. § 55(a) (West Special Pamphlet 1987).
Compare § 26 U.S.C.A. 56(b) with 26 U.S.C.A. § 56(c) (West Special Pamphlet 1987).
" 26 U.S.C.A. § 55(b)(2) (West Special Pamphlet 1987) provides that "the term
'alternative minimum taxable income' means the taxable income of the taxpayer for
the taxable year-(A) determined with the adjustments provided in section 56 and
section 58, and (B) increased by the amount of the items of tax preference described
in section 57." 26 U.S.C.A. § 56 (West Special Pamphlet 1987) provides for special
treatment of items such as depreciation and mining exploration and development costs
and provides different computational bases for corporations and other taxpayers. 26
U.S.C.A. § 58 (West Special Pamphlet 1987) disallows certain losses in computing
alternative minimum taxable income. 26 U.S.C.A. § 57 (West Special Pamphlet 1987)
enumerates the tax preference items for purposes of computing alternative minimum
taxable income.
,6 26 U.S.C.A. § 55(b) (West Special Pamphlet 1987) provides:
(b) Tentative Minimum tax. -For purposes of this part
(1) In general - The tentative minimum tax for the taxable year is
43

4
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Several of the "adjustments" and "preferences" that must
be taken into account in computing the AMT for both individuals and corporations include, but are not limited to, the following.
A.

Mining Exploration and Development Costs

The Act provides that, for AMT purposes, costs paid or
incurred after December 31, 1986, that are deductible for regular tax purposes as mining exploration expenses4 7 or as devel(A) 20 percent (21 percent in the case of a taxpayer other than a
corporation) of so much of the alternative minimum taxable income
for the taxable year as exceeds the exemption amount, reduced by
(B) the alternative minimum tax foreign tax credit for the taxable
year.
The exemption amount is defined at 26 U.S.C.A. § 55(d) (amended Oct. 22, 1986)
(West Special Pamphlet 1987) as follows:
(d) Exemption amount. For purposes of this section(1) Exemption amount for taxpayers other than corporations. In the case
of a taxpayer other than a corporation, the term "exemption amount"
means
(A) $40,000 in the case of(i) a joint return, or
(ii) a surviving spouse,
(B) $30,000 in the case of an individual who(i) is not a married individual, and
(ii) is not a surviving spouse, and
(C) $20,000 in the case of(i) a married individual who files a separate return, or
(ii) an estate or trust.
For purposes of this paragraph, the term "surviving spouse" has
the meaning given to such term by Section 2(a), and marital status
shall be determined under Section 7703.
(2) Corporations.-In the case of a corporation, the term "exemption amount"
means $40,000
(3) Phase-out of exemption amount.-The exemption amount of any taxpayer
shall be reduced (but not below zero) by an amount equal to 25 percent of
the amount by which the alternative minimum taxable income of the taxpayer
exceeds
(A) $150,000 in the case of a taxpayer described in paragraph (1)(A)
or (2),
(B) $112,500 in the case of a taxpayer described in paragraph (1)(B),
and
(C) $75,000 in the case of a taxpayer described in paragraph (1)(C).
47 I.R.C. § 617 (1982) (These expenditures are defined as those "paid or incurred
during the taxable year for the purpose of ascertaining the existence, location, extent,
or quality of any deposit of ore or other mineral, and paid or incurred before the
").
beginning of the development stage of the mine ....
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opment expenditures 48 must be amortized ratably over the ten
year period beginning with the taxable year in which the expenditures were made. 49 However, if a loss is sustained with
respect to the mining property (e.g., the mine is abandoned
and treated as worthless for purposes of Section 165) the taxpayer is permitted to deduct (for AMT purposes) the mining
exploration and development costs that have not yet been deducted under the special ten year amortization schedule. 0
B.

Installment Method of Reporting Income

For AMT purposes, installment sales of inventory and certain sales that generate "applicable installment obligations," 1
cannot be accounted for under the installment method of reporting income. Thus, the gain on those installment sales will
2
be fully recognized in the year of sale.1
C. Depreciation
In computing AMT, property must generally be depreciated
under the "alternative depreciation system" provided in Section
168(g) of the Code. 3 Under these rules, nonresidential real
property is deemed to have a forty-year recovery period and
personal property is deemed to have a recovery period designated in Section 168(g)(3), with the period varying depending
upon the specific type of personal property involved.14 With

48 I.R.C. § 616 (1982) (Defines these expenditures as "all
expenditures paid or
incurred during the taxable year for the development of a mine or other natural
deposit (other than an oil or gas well) if paid or incurred after the existence of ores
or minerals in commerically marketable quantities has been disclosed.").
41 26 U.S.C.A. § 56(a)(2)(A) (West Special Pamphlet 1987).
10 26 U.S.C.A. § 56(a)(2)(B) (West Special Pamplet 1987).
5 26 U.S.C.A. § 453C(e) (West Special Pamphlet 1987) defines an "applicable
installment sale" as including obligations attributable to:
[i]
sales of personal property by a person who regularly sells such property on the installment plan, [ii] sales of real property held by the
taxpayer for sale to customers in the ordinary course of business, and
[iiil
sales of certain rental real estate or real estate used in a business,
where the sale proceeds exceed $150,000.
52 26 U.S.C.A. § 56(a)(6) (West Special Pamphlet 1987).
5
26 U.S.C.A. § 56(a)(1) (West Special Pamphlet 1987).
54 26 U.S.C.A. § 168(g) (West Special Pamphlet 1987).
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the exception of certain property described in Section 1250 and
property required by other provisions of the Code to use straight
line depreciation, property generally will be depreciated over
its recovery period by means of a 150% declining balance
method that switches to the straight line method at the optimum
point.15 The net effect of this provision is to create a slower
depreciation write-off for AMT purposes than is utilized for
purposes of computing the "regular tax."
D.

Depletion

The excess of the "regular tax" percentage depletion over
the property's year-end adjusted tax basis (before taking into
account the current year percentage depletion allowance) is a
"preference item" that increases the alternative minimum tax6
able income of the taxpayer.1

E.

Intangible Drilling Costs

With respect to all oil, gas and geothermal properties of
the taxpayer, the amount by which the "excess" intangible
drilling costs exceed sixty-five percent of the net income of the
taxpayer from these properties for the taxable year (with net
income being computed without regard to such "excess" intangible drilling costs) is a "preference" that increases alternative
minimum taxable income.5 7 For these purposes "excess" intangible drilling costs are defined as the excess of [i] the year's
intangible drilling cost deduction for regular tax purposes5 8 [ii]

over the amount that would have been deducted with respect
to those costs if they had been capitalized and amortized ratably
over a 120-month period.5 9
Is 26

U.S.C.A. § 56(a)(l)(ii) (West Special Pamphlet 1987).
26 U.S.C.A. § 57(a)(1) (West Special Pamphlet 1987).
26 U.S.C.A. §§ 57(a)(2)(A) & 57(a)(2)(C) (West Special Pamphlet 1987).
58 26 U.S.C.A. §§ 291(b) & 263(c) (West Special Pamphlet 1987) define these
terms.
,, 26 U.S.C.A. §§ 57(a)(2)(B) & 57(b)(1) (West Special Pamphlet 1987). An
election is also provided by 26 U.S.C.A. § 57(b)(2) (West Special Pamphlet 1987)
whereby the taxpayer may use any method of recovery of the intangible drilling and
development costs that would be permitted for purposes of determining cost depletion
with respect to such well.
56
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While several "adjustments" for AMT purposes apply only
to non-corporate taxpayers, 60 the most significant discrepancy
between the non-corporate and corporate AMT involves an
"adjustment" that applies only to corporations. The Act generally provides that, for taxable years beginning in 1987, 1988
and 1989, there will be an "adjustment" for AMT purposes
linked to the difference between the income (or loss) that a
corporation reports for financial accounting purposes and that
which it reports for AMT purposes. 6' Specifically, the required
"adjustment" (which directly increases the corporation's alternative minimum taxable income) is equal to fifty percent of the
excess of the corporation's "adjusted net book income" over
its alternative minimum taxable income (determined without
regard to this adjustment and the alternative tax net operating
loss deduction). 62 For these purposes, the corporation's "adjusted net book income" is the income (or loss) shown on the
"applicable financial statement" (with certain adjustments) .63
The "applicable financial statement" of the corporation is
deemed to be (in order of priority): [i] an income statement
filed with the Securities and Exchange Commission ("SEC"),
[ii] a certified audited income statement, [iii] any income statement required to be filed with any federal, state or local governmental agency (other than the SEC), or [iv] other income
statements used for credit purposes, shareholder reports or
other nontax purposes. If a corporation has no such statement,
an earnings and profits analysis is used.6
The impact of this "book value adjustment" on corporations involved in mining and drilling ventures could be substantial. Without more, the differences in the tax and financial
accounting treatment of depletion allowances, intangible drill-

- 26 U.S.C.A. § 56(b) (West Special Pamphlet 1987).
" 26 U.S.C.A. §§ 56(c) & 56(f) (West Special Pamphlet 1987). Section 56(c)(1)(B)
indicates that for tax years beginning after 1989 this "adjustment" will be linked to
differences between income reported for AMT purposes and a modified earnings and
profits calculation-as provided in Section 56(g). To state it generously, this earnings
and profits analysis will impose a nightmarish bookkeeping and logistical burden on
tax preparers and corporate planners.
62 26 U.S.C.A. § 56(f)(1) (West Special Pamphlet 1987).
63 26 U.S.C.A. § 56(f)(2)(A) (West Special Pamphlet 1987).
- 26 U.S.C.A. § 56(f)(3) (West Special Pamphlet 1987).
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ing costs, and depreciation will provide the potential for a
significant AMT "adjustment" for many companies. The magnitude of the potential problem may be illustrated by the fol65
lowing example:
Corporation X is a coal mining company that uses percentage
depletion and takes maximum advantage of accelerated deductions for depreciation and mining exploration and development costs. In 1987, the company shows income of $4
million in its report to shareholders. For tax purposes, it
reports a $2 million loss. The book value adjustment for
AMT purposes is fifty percent of the difference between the
$4 million book income and the $2 million tax loss (that is,
5007o x $6 million, or $3 million.) At the twenty percent AMT
rate for corporations, this $3 million adjustment will cause
Corporation X to pay an additional $600,000 in AMT.
The dilemma corporations now face is whether to make tax
elections and take accounting positions that tend to maximize
book income and reduce taxable income for regular tax purposes-and thus incur the brunt of the AMT "book value
adjustment"-or instead to try to narrow the "gap" between
book and tax income. Undoubtedly, the chief executive officer
and the tax manager will disagree as to the priorities that should
be set. The new AMT provisions create many planning opportunities (and potential pitfalls) for taxpayers. 66 Without question, the significance of the AMT has been greatly magnified
by the passage of the Act.

65 The assumptions and calculations indicated have been simplified for ease of
illustration. For example, adjustments for depreciation, depletion and mining exploration and development costs have been ignored for purposes of this example. The
specific calculations that must be made are described at 26 U.S.C.A. § 56(f) (West
Special Pamphlet 1987).
See, e.g., 26 U.S.C.A. § 59(e) (West Special Pamphlet 1987) which gives the
taxpayer the opportunity to elect to defer over a ten-year period (for both regular tax
and AMT purposes) certain expenses such as intangible drilling and development
expenses, and mining exploration and development costs that would otherwise be fully
deductible in the year incurred. Such an election would reduce the spread between
book and tax income. This section also provides that, in the case of partnerships and
S corporations, the election is to be made by the individual partners and shareholders.
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LIMITATIONS ON LOSSES FROM PASSIVE ACTIVITIES

Perhaps the most revolutionary feature of the Act is embodied in the provisions that limit the current deductibility of
losses from so-called "passive activities. ' 67 These rules are
applicable to individuals (or more particularly, interests held
by individuals in sole proprietorships, partnerships, S corporations), and, in slightly altered form, personal service corporations and closely-held corporations. 68 The rules have the effect
of relegating losses derived from "passive" activities to an
inferior category of losses by generally denying their deductibility against income from sources other than passive activities. 69 In most instances, the passive loss rules will make taxsheltered investments much less attractive. In addition, they
will likely have the unintended effect of inhibiting investment
in activities that, though motivated by a profit objective, carry
a high degree of risk.
Under the Act, a taxpayer's passive activities are, for tax
accounting purposes, segregated from the rest of his activities.
The net income and net losses from each of the taxpayer's
passive activities are then netted against each other, on an
annual basis, to determine whether the taxpayer had an overall
net gain or an overall net loss from such activities during the
taxable year. 70 If the taxpayer has net income from his passive
activities, such income is generally included in his gross income
without regard to its passive character. 7 ' A net passive loss, on
the other hand, is not deductible for the current taxable year,
but must be carried over to subsequent years and once again
72
subjected to the netting process.

A. Definition of a Passive Activity
A passive activity is defined as any activity that involves
the conduct of any trade or business in which the taxpayer
26 U.S.C.A. § 469 (West Special Pamphlet 1987).
26 U.S.C.A. § 469(a)(2) (West Special Pamphlet 1987).
6.926 U.S.C.A. § 469(a) & (d) (West Special Pamphlet 1987).
V

70

Id.

71If a taxpayer has net income from passive activities during the taxable year,
such income might be offset by net losses carried over from prior years.
n 26 U.S.C.A. § 469(b) (West Special Pamphlet 1987).
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does not "materially participate." 7 3 Specifically excepted from
the requirement of material participation to avoid passive activity status, is any working interest in an oil or gas property
that the taxpayer holds directly or through an entity that does
not limit the liability of the taxpayer with respect to such
interest.7 4 An interest in a limited partnership or an S corporation that holds such property would not qualify for this
favorable treatment, absent material participation, due to the
limitation on personal liability afforded by those entities. 75 A
limited partner's interest in a limited partnership is conclusively
presumed to be an interest with respect to which the taxpayer
76
does not materially participate.
An individual will be considered to have materially participated in an activity only if he is involved in the operations of
77
the activity on a regular, continuous and substantial basis.
This standard will be satisfied if the taxpayer does everything
that is required to conduct the activity, even though his actions
might not be substantial in relation to other activities and even
though they might not be continuous.7 8 A taxpayer most likely
will be considered to participate materially in an activity when
the activity is his principal business.19 Participation in management on a regular basis involving a genuine exercise of independent discretion may amount to material participation, though
it should not be relied upon unduly, since the "genuineness
and substantiality of the management role are difficult to ver80o
ify.
Rental activity generally will be treated as a passive activity
regardless of the level of the taxpayer's active participation.
For these purposes, a rental activity is defined to include any

73 26 U.S.C.A. §§ 469(c)(1) & (2) (West Special Pamphlet 1987) (The term is also
defined to include any rental activity.).
74 26 U.S.C.A. § 469(c)(3)(A) (West Special Pamphlet 1987).
11 See supra notes 22-23.
7- 26 U.S.C.A. § 469(h)(2) (West Special Pamphlet 1987).
77 26 U.S.C.A. § 469(h)(1) (West Special Pamphlet 1987).
11 H.R. CONF. REP. No. -,
99th Cong., 2d Sess. -,
(reprinted in U.S.C.A.
UNITED STATES CODE CONG. & ADMIN. NEWS, Special Tax Pamphlet, No. 9B (West
1987)) 11-1, _.
[hereinafter Conf. Rep.] (Page references are not cited because the
official version of the conference report has not yet been published.).
79 Id.
This fact, however, will-not be conclusive.
90 Id.
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activity that produces income consisting of payments principally
for the use of real or personal tangible property, rather than
8
for the performance of substantial services. '
B. Mechanics of the Passive Loss Limitations
As previously noted, net losses from passive activities gen82
erally may not be used to offset or shelter nonpassive income.
Suspended losses (and credits) are carried forward indefinitely
(but not carried back) and treated as losses (and credits) from
passive activities in subsequent taxable years.83 In order to
determine whether a taxpayer's passive activities generate a net
loss, deductions attributable to the activity must be netted
against income from the activity.8 4 The net gain or loss from
such activity is then subjected to the netting process previously
described.8 5 For purposes of this netting process, losses from
other passive activities include any passive loss carryforwards
86
from prior years.

11 Id. Interpreting 26 U.S.C.A. § 469(h) (West Special Pamphlet 1987). In the
case of rental real estate activities in which an individual "actively participates," up
to $25,000 in losses from all such activities may be taken each year against the nonpassive income of the taxpayer. This amount is phased out ratably if the individuals
adjusted gross income exceeds $100,000 (and is completely phased out at $150,000).
26 U.S.C.A. § 469(i)(3) (West Special Pamphlet 1987). "Active participation" is a
less onerous standard than material participation; however, the individual claiming
eligibility for the real estate exemption must own at least 10 percent of the activity.
26 U.S.C.A. § 469(i)(6) (West Special Pamphlet 1987).
"ZSee supra note 71 and accompanying text; cf. 26 U.S.C.A. § 469(e)(2) (West
Special Pamphlet 1987) which allows a closely held corporation to offset passive losses
against net active income, but not against net portfolio income.
See 26 U.S.C.A. § 469(b) (West Special Pamphlet 1987).
, See 26 U.S.C.A. § 469(d)(1) (West Special Pamphlet 1987).
81 See generally S. RE'. No. 313, 99th Cong., 2d Sess. 723 (1986):
The determination of whether a loss is suspended under the passive loss
rule is made after the application of the at-risk rules and the interest
deduction limitation, as well as other provisions relating to the measurement of taxable income. A loss that would not be allowed for the year
because the taxpayer is not at risk with respect to it is suspended under
the at-risk provision, not the passive loss rule. Similarly, if an interest
deduction is disallowed under the interest deduction limitation, it is not
disallowed again under the passive loss rule.
86 See 26 U.S.C.A. § 469(d) (West Special Pamphlet 1987) (passive activity loss
means the amount by which "the aggregate losses from all passive activities for the
taxable year, exceed . . . the aggregate income from all passive activities for such
year.").
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Certain passive investment income, as well as interest and
other expenses that are clearly and directly allocable to such
income, are not taken into account for purposes of calculating
a taxpayer's passive income or loss. This income, called "portfolio income" (which is reduced by "portfolio expenses") generally includes interest, dividends, royalties, gain or loss
attributable to a disposition of property that is held for investment (but does not constitute an interest in a passive activity),
and property that normally produces interest, dividends or
royalty income.8 7 This segregation is required even if such income is earned within the trade or business generating the
passive loss. Portfolio income, however, generally does not
include amounts that arise in the ordinary course of business,
such as interest earned by a commercial lender,8 8 but does
include all income earned from the investment of working
capital.89

The exclusion of portfolio income from the definition of
passive activity income has the effect of making the passive
loss rules even more restrictive, for it establishes another category of income against which passive losses cannot be offset. 90
The damage might not be so great if portfolio losses were as
common as portfolio income, but losses from property that
normally produces interest, dividends or royalty income are
rare. To the extent a taxpayer sustains such losses, he usually
will be subject to the capital loss deduction limitations imposed
by Section 1211 of the Code. 9'
To illustrate how the portfolio income rules work to the
disadvantage of a taxpayer, assume a taxpayer holds a ten
percent interest in an S corporation that owns coal properties.
As part of the corporation's activities, it receives portfolio
income in the amount of $50,000 but loses $50,000 from its

17

See CONF. REP., supra note 78, at 11-146.

88

See S. REP. No. 313, 99th Cong., 2d Sess. 729 (1986).

See 26 U.S.C.A. § 469(e)(l)(B) (West Special Pamphlet 1987).
This rule in part was necessary to prevent taxpayers from funding otherwise
passive activities with investment income in order to circumvent the passive loss
limitations by obtaining the benefit of passive losses prior to the netting process.
'- See 26 U.S.C.A. § 469(g)(1)(C) (West Special Pamphlet 1987) (This section
coordinates the passive loss rules with the capital loss rules and provides that the
capital loss rules shall be applied first.).
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other activities. The taxpayer will be allocated $5,000 in portfolio income and $5,000 in passive losses. Accordingly, even
though the taxpayer has essentially broken even from his investment during the taxable year, his taxable income will be
increased by $5,000 as a result of such investment unless he
has other passive income against which he can offset his passive
loss.
C. Dispositions of Interests in Passive Activities
There is one instance in which passive losses can be deducted against nonpassive forms of income. If a taxpayer
disposes of his entire interest in a passive activity in a fully
taxable disposition, any suspended losses will be deductible
without regard to the amount of passive income from other
sources. 92 The suspended losses will first be used to reduce any
gain from the disposition of the passive activity and then will
be used to offset any other passive income earned by the
taxpayers during the taxable year, and finally may be deducted
against income from any source. 93
A qualifying disposition will generally include an armslength sale of the activity to a third party. 94 The disposition
must be fully taxable and must completely terminate the taxpayer's interest. 95 Accordingly, any disposition that is fully or
partially tax-free will not receive the favored treatment. 96 Similarly, if the taxpayer disposes of all but a portion of his interest
in the activity, he will be denied accelerated deductibility with
respect to the disposed of portion. 97 There are special' rules
pertaining to transfers at death, 9 transfers by gift, 99 and in-

912See
93

26 U.S.C.A. § 469(g)(1)(A) (West Special Pamphlet 1987).

Id.

- See 26 U.S.C.A. § 469(g)(1)(B) (West Special Pamphlet 1987) (If the disposition is to a related party as defined in section 267(b), then the losses are suspended
until the interest is acquired by an unrelated party).
95
96

Id.
See CONF. REP., supra note 78, at 11-143.

" See generally id. (As an example, if a limited partner in a limited partnership
is also a general partner, the benefits of this provision will not be available if he only
disposes of his limited partner interest.).
See 26 U.S.C.A. § 469(g)(2) (West Special Pamphlet 1987).
See 26 U.S.C.A. § 4690)(6) (West Special Pamphlet 1987).
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stallment sales. °° Taxable sales to related parties generally do
not trigger suspended losses until the related party disposes of
his entire interest purchased from the taxpayer. 'o
D.

Effective Dates

The passive loss rules generally apply to losses incurred in
taxable years beginning after December 31, 1986.102 Special
phase-in rules are provided for interests in passive activities
held by a taxpayer on the date of enactment of the Act and at
all times thereafter. 103 Under the phase-in rules, losses and
credits attributable to pre-1987 interests will be converted to
passive losses in accordance with the following table: 1°4
Percentage

E.

Taxable year

Converted

1987
1988
1989
1990
1991 and thereafter

35%
60%
80%
90%
100%

Considerations

The passive loss limitations represent a major victory in
Congress' assault on tax sheltered investments. Together with
the "at-risk rules," as expanded under the Act, many of the
tax benefits formerly available to investors in mineral activities
have been eliminated. 0 5 The new passive loss limitations put a

- See 26 U.S.C.A. § 469(g)(2) (West Special Pamphlet 1987).
See supra note 94.
See 26 U.S.C.A. § 469()(1) (West Special Pamphlet 1987).
103See 26 U.S.C.A. § 469(/)(3)(B)(i) (West Special Pamphlet 1987) (such interests
are called pre-enactment interests).
1- See 26 U.S.C.A. § 469()(2) (West Special Pamphlet 1987).
101See generally 26 U.S.C.A. § 465 (West Special Pamphlet 1987) (Essentially,
the "at-risk rules" deny losses to taxpayers to the extent such losses are attributable
to an investment with respect to which the taxpayer has no personal risk. Accordingly,
limited partners in a coal tax shelter can no longer take losses with respect to certain
nonrecourse indebtedness, but are limited to the amount of their cash investment or
recourse indebtedness. Even if taxpayers are successful in avoiding these rules, such
as in the case of Melvin v. Commissioner, 88 T.C. No. 5 (1986), they still will be
subject to the passive loss limitations.).
101
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premium on passive investments that generate income, since
such income will enable taxpayers to utilize losses from passive
activities. On the other hand, tax-sheltered investments have
lost a great deal of their allure, and generally will be unmarketable if they are primarily tax-driven. Investors who entered
into tax-sheltered investments prior to the law change, as well
as investors whose passive activities have unexpectedly turned
out to be unsuccessful, will be in the market for passive incomeproducing investments. Accordingly, demand should increase
for income funds that invest in properties that will generate a
reliable stream of income. On the other hand, reduced demand
can be expected in the case of riskier activities. The rules might
discourage investment in businesses engaged in exploration and
0 6
in other activities where a steady return is not assured.
There does not appear to be anything in the Act that
prevents a taxpayer from triggering his passive losses on a
regular basis by constantly disposing of his tax-sheltered investments. There is also no rule that prohibits a passive activity
from utilizing normal tax benefits available to it in computing
passive income (with the exception of the portfolio income
rules). Thus, income can be shielded within the passive activity
by deductible business expenses incurred by the activity in
generating such income. Finally, where the activity involves a
limited number of investors, some of whom will materially
participate in the business, but who also wish to avoid personal
liability, the new passive loss limitations clearly favor S corporation status since there is no absolute presumption that an
S corporation shareholder is not a material participant in the

activity

107

V.

LIMITATIONS ON INTEREST DEDUCTIONS

The Act imposes new restrictions on interest deductions for
''personal interest" 08 and "investment interest."1°9 While these
106

But cf., 26 U.S.C.A. § 469(c)(3) (West Special Pamphlet 1987) (The passive

loss limitations do not apply to a working interest in oil and gas property "which the
taxpayer holds directly or through an entity which does not limit the liability of the
taxpayer with respect to such interest.").
101 Cf. 26 U.S.C.A. § 469(h)(2) (West Special Pamphlet 1987) ("[n]o interest in

a limited partnership as a limited partner shall be treated as an interest with respect
to which a taxpayer materially participates.").
"I' See generally 26 U.S.C.A. § 163(h)(1) (West Special Pamphlet 1987) (The
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restrictions do not affect the deductibility of interest incurred

in the course of the active conduct of a mining or drilling
operation," l0 it could significantly impact the investors in a
drilling or mining operation who borrow funds to purchase
their interests in the venture.
"Personal interest" is completely nondeductible."' For these
purposes, "personal interest" is defined as any interest other
than: [i] interest incurred in the conduct of a trade or business,'12 [ii] "investment interest" (as defined in Section 163(d)),113
[iii] interest that is treated as a "passive" activity expense for
purposes of Section 469," 4 [iv] "qualified residence interest""' 5
(i.e., generally, interest on a principal or secondary residence
mortgage), or [v] certain interest paid with respect to estate tax

liabilities.'

16

"Investment interest" is generally defined as interest "incurred or continued to purchase or carry property held for
investment,'"1 7 which is not "qualified residence interest"" 8 or
interest taken into account under Section 469 in computing
income or loss from a "passive activity." 119 The Act provides
that "investment interest" will be deductible only to the extent

general rule in "the case of a taxpayer other than a corporation [is] no deduction
shall be allowed . . . for personal interest paid or accrued during the taxable year.").
,09See generally 26 U.S.C.A. § 163 (d)(l) (West Special Pamphlet 1987) (The
general rule in "the case of a taxpayer other than a corporation, [is] the amount
allowed as a deduction . . . for investment interest for any taxable year shall not
exceed the net investment income of the taxpayer for the taxable year.").
11 See 26 U.S.C.A. § 163(h)(2)(A) (West Special Pamphlet 1987) (which excludes
from the definition of personal interest "interest paid or accrued on indebtedness
incurred or continued in connection with the conduct of trade or business.").
" Cf. 26 U.S.C.A. § 163 (h)(6) (West Special Pamphlet 1987) (The nondeductibility of personal interest is phased in during the years 1987 through 1990. The
amount disallowed under section 163(h)(6) is 35 percent in 1987, 60 percent in 1988,
80 percent in 1989, and 90 percent in 1990.).
2 See 26 U.S.C.A. § 163(h)(2) (West Special Pamphlet 1987).
113

Id.

114

Id.

115 Id.
16

Id

26 U.S.C.A. § 163(d)(3)(A) (West Special Pamphlet 1987).
"I See 26 U.S.C.A. § 163(d)(3)(B) (West Special Pamphlet 1987).
.7

119 Id.
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of the taxpayer's net "investment income" for the year, 2 0 with
1 21
disallowed deductions carried forward indefinitely.
If a mining or drilling investment is a "passive activity" of
the investor, the rules under Section 469 will govern the deductibility of interest paid on any debt incurred to buy into the
venture. 2 2 If, in contrast, the interest is treated as "investment
interest," the limitations of Section 163(d), as described above,
will apply.2 3 Interest which is neither "passive interest" nor
"investment interest," and which is not incurred in the trade
or business of the taxpayer, likely will be "personal interest,"
and thus totally nondeductible. In any event, these new interest
deduction provisions will be a significant factor to be considered by any prospective investor in a mining or drilling venture.

VI.

ACCOUNTING PROVISIONS

In an effort to prevent certain entities from deferring income in a manner that it perceived as abusive, Congress enacted
a measure that requires such entities to compute their taxable
income using the accrual method of accounting. 2 4 The cash
method of accounting has long been exploited by taxpayers
who manipulate items of income and deduction to defer the
former and accelerate the latter. This practice is usually a
matter of year-end planning. The potential for such manipulation has long been an inherent and generally accepted defect
in the cash method. However, as part of its attack on certain
types of investments, Congress has severely tightened up the
accounting rules in the case of "tax shelters."
For purposes of these rules, a "tax shelter' '1 25 is defined as
[i] "any enterprise (other than a C corporation) if at any time
interests in such enterprise have been offered for sale in any
offering required to be registered with any federal or state

20 See 26 U.S.C.A. § 163(d)(1) (West Special Pamphlet 1987).
,23 See 26 U.S.C.A. § 163(d)(2) (West Special Pamphlet 1987).

See 26 U.S.C.A. § 163(h)(2)(C) (West Special Pamphlet 1987).
See supra notes 108-20 and accompanying text.
,24 See 26 U.S.C.A. § 448(a) (West Special Pamphlet 1987) (This section prohibits
the use of the cash method of accounting for certain entities. In most cases the only
alternative to the cash method is the accrual method.).
,25 26 U.S.C.A. § 461(i)(3) (West Special Pamphlet 1987).
22

23
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agency having the authority to regulate the offering of securities
for sale;' ' ' 26 [ii] "any partnership or other entity (other than a
corporation which is not an S corporation) if more than thirtyfive percent of the losses of such entity are allocable to limited
partners or limited entrepreneurs;"' ' 27 or [iii] any entity, plan
or arrangement, "if the principal purpose of such partnership,

entity, plan or arrangement is the avoidance or evasion of
Federal income tax.'1 2 8 Accordingly, most limited partnerships
will be subject the requirement that income must be reported
on the accrual basis, even though they do not actually fall

within the classic definition of a tax shelter.'

29

The other leg of this accounting rule was enacted as part
of the Deficit Reduction Act of 1984. Under this provision, the
''all events test," which must be satisfied prior to reporting an

item under the accrual method of accounting, cannot be met
until "economic performance" occurs with respect to such
item. 3 0 Accordingly, accrual method taxpayers generally are no
longer able to take deductions for prepaid expenses. This accounting provision is highly relevant with respect to intangible
drilling and development costs as well as other expenditures in

the mineral industry that are customarily prepaid.' Because
the accrual method is now mandatory for many entities, as
described above, the scope of this provision of the 1984 Act
has been significantly broadened.
The Act also has tightened the accounting rules to prevent
deferral of income through the use of a partnership having a
12626 U.S.C.A. § 461(i)(3)(A) (West Special Pamphlet 1987).
27 26 U.S.C.A. § 1256(e)(3)(B) (West Special Pamphlet 1987).
,28 26 U.S.C.A. § 6661(b)(2)(C)(ii) (West Special Pamphlet 1987).
2,9 It is not clear whether a private offering under the securities laws that is
required to file for an exemption from regulation is automatically a tax shelter on the
basis that it is required to file for such exemption with a federal or state agency. It
is at least arguable that such exemption filing requirements should not cause the
enterprise to be considered a "tax shelter" in and of itself. However, because it is
likely that such enterprise will also fall within the second category of tax shelters (i.e.,
an entity where thirty-five percent of the entity's losses are allocable to limited
entrepreneuers) the "tax shelter" accounting rules will likely apply.
13 I.R.C. § 461(h) (1982 & Supp. 111 1985).
"I Id.; see also Note, Taxation of Expenditures Required By the Surface Mining
Control and Reclamation Act of 1977 (SMCRA), 2 J. MiN. L. & PoL'Y 161 (1986-87)
(for a detailed analysis of how sections 461(h) and 468 affect surface mine reclamation).
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taxable year different than its partners. Prior to the Act, a
limited partnership could freely choose a fiscal year ending, for
instance, on January 31. If so, all income earned by the partnership for the last eleven months of the calendar year would
not be reportable in each partner's income until the end of the
partnership fiscal year, that is, in the next calendar year. The
Act virtually eliminated this deferral device. Now, a partnership
must adopt, in order of priority, [i]
the taxable year of one or
more of its partners who have an aggregate interest in partnership profits and capital greater than fifty percent, or [ii] the
taxable year of all the principal partners of the partnership, or
[iii] the calendar year. 3 2 This rule will require most partnerships
to report their income on a calendar year basis, and will thereby
eliminate the deferral technique described above.
VII.

MINE EXPLORATION AND DEVELOPMENT COSTS

All expenditures paid or incurred for the development of a
mine are generally deductible after the existence of ores or
minerals in commercially marketable quantities has been confirmed.' 33 In addition, mining exploration expenditures "paid
or incurred before the beginning of the development stage of
a mine shall be allowed as a deduction in computing taxable
income.' 1 4 Prior to the passage of the Act, the deductions
otherwise available under these two provisions were reduced by
twenty percent in the case of corporations.' 35 Under the Act,
the amount of mine exploration and development costs that
must be capitalized by corporations is increased from twenty
percent to thirty percent. 3 6 The new law also requires that the
"ISee 26 U.S.C.A. § 706(b)(1)(B) (West Special Pamphlet 1987); see also 26
U.S.C.A. § 706(b)(!)(C) (West Special Pamphlet 1987) (A partnership may use another
taxable year, "if it establishes, to the satisfaction of the Secretary, a business purpose
therefore.").
133
I.R.C. § 616(c) (1982); see also Note, Taxation of Expenditures Required By
the Surface Mining Control and Reclamation Act of 1977 (SMCRA), 2 J. MIN. L. &
POL'Y 161 (1986-87) (for a detailed analysis of what constitutes a mine development
expenditure).
'1' I.R.C. § 617(a)(1)(1982); see also Note, supra note 133 (for a detailed analysis
of what constitutes a mine exploration expenditure).
"I See I.R.C. § 291(b)(1) (1982 & Supp. III 1985) (this section was amended by
the Tax Reform Act of 1986).
16 26 U.S.C.A. § 291(b)(1) (West Special Pamphlet 1987).
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amounts disallowed under this provision must instead be deducted "ratably over the 60-month period beginning with the
month in which the costs are paid or incurred."'1 7 This is

opposed to a shorter amortization period allowed under prior
law. Any costs that are capitalized pursuant to these corporate
limitations must nevertheless be excluded from the property's
depletable basis. 3 8 These provisions are in furtherance of a
general Congressional objective in the Act to raise corporate
taxes.
VIII.

INTANGIBLE DRILLING AND DEVELOPMENT COSTS

Rules almost identical to those applicable to mine exploration and development costs have been enacted with respect to
intangible drilling and development costs in the case of oil and
gas wells and geothermal wells. Accordingly, the amount otherwise deductible pursuant to Section 263(c) as intangible drilling costs must be reduced by thirty percent, in the case of
integrated oil companies,3 9 as opposed to twenty percent under
prior law.

40

producer . .
ducer.'

An integrated oil company is defined as "any

of crude oil other than an independent pro-

' 4

' Generally speaking, "independent

producers"

are

persons who do not own or control retail outlets for the sale
of oil, natural gas and the products produced therefrom, and
do not engage in the business of refining crude oil with runs
of more than 50,000 barrels a day. 42 Similarly, the amounts
disallowed under this provision must be deducted ratably over
a sixty-month period. 143 Intangible drilling and development
expenses disallowed under the predecessor to Section 291(b)(1)
of the Code were deductible ratably over a thirty-six month
period beginning with the month in which the costs were paid
or incurred. 44 Just as with mine exploration and development

137

26 U.S.C.A. § 291(b)(2) (West Special Pamphlet 1987).

"I See 26 U.S.C.A. § 291(b)(5) (West Special Pamphlet 1987).
9 See supra note 136.
14GSee supra note 135.
M 26 U.S.C.A. § 291(b)(4) (West Special Pamphlet 1987).
.42 See I.R.C. §§ 613A(c)(l), (d)(2), (d)(4) (1982 & Supp. III 1985).
143 See supra note 137.
I- See I.R.C. § 291(b)(2) (1982 & Supp. III 1985).
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costs, the portion of the property's adjusted basis attributable
to such capitalized intangible drilling costs is not includible in
the property's depletable basis.145
A shareholder of an S corporation may elect to deduct
intangible drilling and development costs ratably over a tenyear period, beginning with the taxable year in which such
expenditure was incurred.' 46 The election, which may be made
with respect to any portion of the S corporation's intangible
drilling costs, and which is not precluded by the corporation's
election to expense such costs, may be made separately by each
shareholder with respect to his pro rata share of the intangible
drilling costs.

47

Any portion of such costs subject to such

election shall not be treated as an item of tax preference to the
electing shareholder.
IX.

BoNUsEs AND ADVANCE ROYALTIES

Prior to the Act, percentage depletion could be taken with
respect to oil and gas lease bonuses and advance royalty payments.' 48 The Act reversed this position. Now the Code denies
percentage depletion for lease bonuses, advance royalties or
other payments made without regard to actual production from
an oil, gas

49

or geothermal property.'5 0

X.

PERCENTAGE DEPLETION

Under prior law, the percentage depletion deduction allowable to a corporation in the case of iron ore and coal (including
lignite) was reduced by fifteen percent of the excess (if any) of
the amount of the percentage depletion deduction otherwise
allowable for the taxable year over the "adjusted basis of the
property at the close of the taxable year (determined without
regard to the depletion deduction for the taxable year).""' The

141

See supra note 138.

146 26 U.S.C.A.

§§

59(e)(1), (2) (West Special Pamphlet 1987).

26 U.S.C.A. §§ 59(e)(4)(A), (C) (West Special Pamphlet 1987).
141See Commissioner v. Engle, 464 U.S. 206 (1984).
.4126 U.S.C.A. § 613A(d)(5) (West Special Pamphlet 1987).
SO 26 U.S.C.A. § 613(e)(4) (West Special Pamphlet 1987).
"
I.R.C. § 291(a)(2)(B) (1982 & Supp. III 1985).
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new law raises the amount of "excess" percentage depletion
disallowed under this provision from fifteen percent to twenty
52

percent. 1

Prior to the act, "the disposal of coal (including lignite),
or iron ore mined in the United States, held for more than six
months before such disposal, by the owner [of] . . . an economic interest in such coal or iron ore," qualified for favorable
If such treatment was available, the
capital gain treatment.'
owner of the coal or iron ore was not entitled to an allowance
54
for percentage depletion with respect to such property.
The Act attempts to compensate for the changes in the rate
structure that eliminate most of the characterization benefit
available under prior law. Under the new provision, capital
gain treatment is still available to the owner of an economic
interest in coal or iron ore. If for the taxable year of such gain
or loss, however, the maximum rate of tax imposed on any net
capital gain is not less than the maximum rate for ordinary
income, the owner of such economic interest will not be denied
his entitlement to the allowance for percentage depletion with
respect to such coal or iron ore. " ' Accordingly, if, due to the
tax rate unification, the seller receives no benefit from capital
gain characterization under Section 631(c), the "cost" of utilizing that provision, that is, the elimination of the percentage
depletion deduction, will no longer be exacted.
XI.

RECAPTURE PROVISIONS

Prior to the enactment of the Act, intangible drilling and
development costs were recaptured as ordinary income upon
5 6
the disposal of an interest in oil, gas or geothermal property.
The recapture amount was limited, of course, by the amount
of gain realized by such taxpayer upon the disposition of such
interest.5 7 Under the Act, the recapture provisions have been
greatly expanded to cover a variety of areas untouched by prior
26 U.S.C.A. § 291(a)(2) (West Special Pamphlet 1987).
I.R.C. § 631(c) (1982 & Supp. III 1985).
154 Id.

-1526 U.S.C.A. § 631(c) (West Special Pamphlet 1987).
56 I.R.C. § 1254(a)(1) (1982).
15' Id.
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law. These provisions apply to dispositions of interests in mining property as well as dispositions of interests in oil, gas or
geothermal property.
If a taxpayer disposes of an interest in oil, gas, or geothermal property, he is required to recapture the amount of
intangible drilling costs that were deducted (rather than capitalized) pursuant to Section 263(c), plus any deductions for
58
depletion that reduced the adjusted basis of such property.
This recpature amount is limited by the amount of gain realized
upon such dispostion. 5 9
If, in the case of dispositions of mining property, mine
exploration and development expenditures were previously deducted rather than included in the basis of the property, such
deductions will be recaptured as ordinary income. 60 Additionally, as with oil and gas property, depletion deductions that
reduce the basis of the property will also be recaptured.'61
When a taxpayer disposes of only a portion of his recapture
property (other than an undivided interest), the entire amount
of recapture items inherent in the property will be treated as
allocable to such portion to the extent of any gain realized by
that taxpayer. 162 Accordingly, in the disposal of a portion of
an interest in mineral property (other than an undivided portion), the recapture amount will be the maximum amount available limited by the total gain realized on the sale of such
portion. 63 Where the disposition is of an undivided interest in
such property, only a proportionate part of the recapture items
will be allocated to such undivided interest in determining the
amount recaptured.' 64 However, in both instances, recapture
can be avoided if the taxpayer can establish to the satisfaction
of the Internal Revenue Service that the expenditures in ques65
tion do not relate to the portion of the disposed property.

26 U.S.C.A. §
,59 26 U.S.C.A. §
,6 See supra note
161 Id.
162 26 U.S.C.A. §
163 See id.
Is

1254(a)(1)(A) (West Special Pamphlet 1987).
1254(a)(1)(B) (West Special Pamphlet 1987).
158.
1254(a)(2)(A) (West Special Pamphlet 1987).

1- 26 U.S.C.A. § 1254(a)(2)(B) (West Special Pamphlet 1987).
.65 26 U.S.C.A. § 1254(a)(2) (West Special Pamphlet 1987).
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To a large extent, the impact of these broadened recapture
66
rules is softened by the unification of the rate structure.1
Assuming no intervening change in the law, the rates for capital
gains and ordinary income will be identical by 1988.167 Accordingly, these recapture provisions generally will be relevant only
insofar as they require accelerated recognition of realized income.

68

XII.

DEPRECIATION AND INVESTMENT TAX CREDIT

The Act completely revamps the ACRS system of depreciation that has been in use since the enactment of the Economic
Recovery Tax Act of 1981. Under the newly revised system,
which is generally applicable to property placed in service on
or after January 1, 1987, nonresidential real property must be
depreciated over a 31-1/2 year period using the straight line
method. 69 Personal property must be depreciated over a life of
3, 5, 7, 10, 15, or 20 years, depending upon the classification
of the particular property. 170 For property in the 3, 5, 7, and
10-year classes, the depreciation is computed on the basis of
the 200%

double-declining

balance method shifting to the

straight line method at the optimum point for maximizing the
deduction.' 7" Personal property in the 15 and 20-year classes
uses the 150 0 0 declining balance method, shifting to the straight
line method to maximize the depreciation taken.' 72
6
.67

See supra notes 10-18 and accompanying text.
See 26 U.S.C.A. § 1202 (West Special Pamphlet 1987) (This provision, which

granted a sixty percent deduction of net capital gains from gross income for noncorporate taxpayers, was repealed by the Tax Reform Act of 1986.).
168 Section 1254 provides that recapture items that are realized will be recognized
notwithstanding any other provision. Accordingly, nonrecognition provisions generally
will not be applicable to such provisions, (although gifts, transfers at death, and
certain tax-free transactions are not considered recapture-triggering dispositions for
these purposes). For instance, if an interest in mineral property was sold on the
installment basis, any recapture items would not be eligible for deferred income
recognition due to the precedence of Section 1254. It should also be noted that the
rate structure differential will still be relevant during 1987. See supra notes 5-18 and
accompanying text. In addition, there are many who believe that the rate differential
will be revived under future legislation.
.69 26 U.S.C.A.
§ 168(c) (West Special Pamphlet 1987).
170 Id.
I'- See 26 U.S.C.A. § 168(b) (West Special Pamphlet 1987).
172 Id.
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The following chart summarizes the new system:
CAPITALIZATION
CLASS

PROPERTY INCLUDED

METHOD

3 year
property

Property with asset depreciation range ("ADR") midpoints of 4 years or less,
excluding autos and light general prpose trucks, including
horses in the present-law three
year class

200% declining
balance shifting
to straight line

5 year
property

Property with ADR mid-points
of 4.5 to 9.5 years or less, including automobiles and light
trucks

200% declining
balance shifting
to straight line

7 year
property

Property with ADR mid-points
of 10-15.5 years or less and all
property with no assigned
ADR midpoint and which is not
specifically classified elsewhere

20007o declining
balance shifting
to straight line

10 year
property

Property with ADR midpoints
of 16 to 19.5 years

20007o declining
balance shifting
to straight line

15 year
property

Utility property with ADR
midpoints of 20-24.5 years

150o
declining
balance shifting
to straight line

20 year
property

Property with ADR midpoints
of 25 years and more, other
than real property with an
ADR midpoint of 27.5 years
or more

150%
declining
balance shifting
to straight line
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Residential rental property

straight line

Nonresidential real property
(i.e., real property which is not
residential rental property and
which has no ADR midpoint
or a midpoint of 27.5 years or
more)

straight line

class

31.5 year
class

The Act also increases the available annual expensing limitation under Section 179 from $5,000 to $10,000, effective for
property placed in service after December 31, 1986.17 However,
this election will not be available to taxpayers whose aggregate
cost of qualifying property, placed in service during the taxable
year, exceeds $210,000.174 Where such aggregate cost exceeds
$200,000, the limitation is reduced dollar-for-dollar. 75 The
amount eligible to be expensed is limited to the taxable income
176
derived from any active trade or business.
The Act retroactively repeals the investment tax credit
("ITC"), effective for property placed in service after December 31, 1985.177 Limited transitional rules are provided. ITC
carryovers to taxable years beginning after December 31, 1986,
and investment tax credits allowed under the transitional rules
will, as a general rule, be reduced by thirty-five percent. 78 For
ITC allowed under the transitional rules, a full basis adjustment
79
(i.e., reduction) will be required.
CONCLUSION

The sweeping revisions made in the Code in 1986 warrant
a thorough reassessment of the way a taxpayer (whether an
individual investor, partnership, S corporation or corporation)

26 U.S.C.A. § 179(b)(1) (West Special Pamphlet 1987).
174See 26 U.S.C.A. § 179(b)(2) (West Special Pamphlet 1987).
,75 See id.
176 26 U.S.C.A. § 179(b)(3)(A) (West Special Pamphlet
1987).
17
26 U.S.C.A. § 49(a) (West Special Pamphlet 1987).
1 26 U.S.C.A. § 49(c) (West Special Pamphlet 1987).
M 26 U.S.C.A. § 49(d) (West Special Pamphlet 1987).
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participates in ventures in the natural resource industry.

293
The

tax "slate" has been wiped clean and previous conventional
wisdom must be reevaluated. The changes will offer opportunities for those who are well-advised and will present major

potential pitfalls for those who blindly assume that business
should be continued as usual.

