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based upon the taxpayer’s actual expe-
rience, and in the event the taxpayer’s
return is examined, if the balance is
approved by the district director.

(4) No losses in the five preceding tax-
able years. If a taxpayer is in the tax-
payer’s first taxable year of a par-
ticular trade or business, or if the tax-
payer has no losses arising from sec-
tion 166(f)(1)(A) guaranteed debt obliga-
tions in a particular trade or business
for any other reason in the five pre-
ceding taxable years, then the tax-
payer’s opening balance is zero for that
particular trade or business.

() Where reserve method was used be-
fore October 22, 1965. If for a taxable
year ending before October 22, 1965, the
taxpayer maintained a reserve for bad
debts under section 166(c) which in-
cluded guaranteed debt obligations de-
scribed in section 166(f)(1)(A), and if the
taxpayer is allowed a deduction re-
ferred to in paragraph (g)(2) of this sec-
tion on account of those obligations,
the amount of the opening balance of
the reserve for section 166(f)(1)(A) guar-
anteed debt obligations for the tax-
payer’s first taxable year ending after
October 21, 1965, shall be an amount
equal to that portion of the section

(1) Taxable year ............
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166(c) reserve at the close of the last
taxable year which is attributable to
those debt obligations. The amount of
the balance of the section 166(c) reserve
for the taxable year shall be reduced by
the amount of the opening balance of
the reserve for those guaranteed debt
obligations.

(f) Suspense account—(1) Zero opening
balance cases. No suspense account
shall be maintained if the opening bal-
ance of the reserve for section
166(f)(1)(A) guaranteed debt obligations
under section 166(f)(3) is zero

(2) Example. The following example
applies to section 166(f)(4)(B), relating
to adjustments to the suspense ac-
count:

Example. In 1977, A, an individual who oper-
ates an appliance store and uses the calendar
year as the taxable year, adopts the reserve
method of treating section 166(f)(1)(A) guar-
anteed debt obligations. The initial balance
of A’s suspense account is $8,200. At the close
of 1977, 1978, 1979, and 1980, the balance of A’s
reserve for these obligations is $8,400, $8,250,
$8,150, and $8,175, respectively, after making
the addition to the reserve for each year.
The adjustments under section 166(f)(4)(B) to
the suspense account at the close of each of
the years involved are as follows:

1977 1978 1979 1980

(2) Closing reserve account balance ..

(3) Opening suspense account balance ..
(4) Line (2) less line (3) .

(5) Adjustment to suspense account balance ..................
(6) Closing suspense account balance (line 3 plus line 5)

$8,400 | $8,250 | $8,150 | $8,175
8,200 8,200 8,200 8,150
200 50 (50 25

0 0 (50 25
8,200 8,200 8,150 8,175

(g) Effective date—(1) In general. This
section is generally effective for tax-
able years ending after October 21, 1965.

(2) Transitional rule. Section 2(b) of
the Act of November 2, 1966 (Pub. L. 89—
722, 80 Stat. 1151) allows additions to
section 166(c) bad debt reserves in ear-
lier taxable years on account of section
166(f)(1)(A) guaranteed debt obligations
to be deducted for those earlier taxable
years. Paragraphs (c), (d), (e), and (f) of
this section do not apply in deter-
mining whether a deduction is allowed
under section 2(b) of the Act. See Rev.
Rul. 68-313 (1968-1C.B. 75) for rules re-
lating to that deduction.

[T.D. 8071, 51 FR 2479, Jan. 17, 1986; 51 FR
9787, Mar. 21, 1986]

§1.167(a)-1 Depreciation in general.

(a) Reasonable allowance. Section
167(a) provides that a reasonable allow-
ance for the exhaustion, wear and tear,
and obsolescence of property used in
the trade or business or of property
held by the taxpayer for the production
of income shall be allowed as a depre-
ciation deduction. The allowance is
that amount which should be set aside
for the taxable year in accordance with
a reasonably consistent plan (not nec-
essarily at a uniform rate), so that the
aggregate of the amounts set aside,
plus the salvage value, will, at the end
of the estimated useful life of the de-
preciable property, equal the cost or
other basis of the property as provided
in section 167(g) and §1.167(g)-1. An
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asset shall not be depreciated below a
reasonable salvage value under any
method of computing depreciation.
However, see section 167(f) and
§1.167(f)-1 for rules which permit a re-
duction in the amount of salvage value
to be taken into account for certain
personal property acquired after Octo-
ber 16, 1962. See also paragraph (c) of
this section for definition of salvage.
The allowance shall not reflect
amounts representing a mere reduction
in market value. See section 179 and
§1.179-1 for a further description of the
term ‘‘reasonable allowance.”

(b) Useful life. For the purpose of sec-
tion 167 the estimated useful life of an
asset is not necessarily the useful life
inherent in the asset but is the period
over which the asset may reasonably
be expected to be useful to the tax-
payer in his trade or business or in the
production of his income. This period
shall be determined by reference to his
experience with similar property tak-
ing into account present conditions
and probable future developments.
Some of the factors to be considered in
determining this period are (1) wear
and tear and decay or decline from nat-
ural causes, (2) the normal progress of
the art, economic changes, inventions,
and current developments within the
industry and the taxpayer’s trade or
business, (3) the climatic and other
local conditions peculiar to the tax-
payer’s trade or business, and (4) the
taxpayer’s policy as to repairs, renew-
als, and replacements. Salvage value is
not a factor for the purpose of deter-
mining useful life. If the taxpayer’s ex-
perience is inadequate, the general ex-
perience in the industry may be used
until such time as the taxpayer’s own
experience forms an adequate basis for
making the determination. The esti-
mated remaining useful life may be
subject to modification by reason of
conditions known to exist at the end of
the taxable year and shall be redeter-
mined when necessary regardless of the
method of computing depreciation.
However, estimated remaining useful
life shall be redetermined only when
the change in the useful life is signifi-
cant and there is a clear and con-
vincing basis for the redetermination.
For rules covering agreements with re-
spect to useful life, see section 167(d)

§1.167(a)-1

and §1.167(d)-1. If a taxpayer claims an
investment credit with respect to an
asset for a taxable year preceding the
taxable year in which the asset is con-
sidered as placed in service under
§1.167(a)-10(b) or §1.167(a)-11(e), the
useful life of the asset under this para-
graph shall be the same useful life as-
signed to the asset under §1.46-3(e).

(c) Salvage. (1) Salvage value is the
amount (determined at the time of ac-
quisition) which is estimated will be
realizable upon sale or other disposi-
tion of an asset when it is no longer
useful in the taxpayer’s trade or busi-
ness or in the production of his income
and is to be retired from service by the
taxpayer. Salvage value shall not be
changed at any time after the deter-
mination made at the time of acquisi-
tion merely because of changes in price
levels. However, if there is a redeter-
mination of useful life under the rules
of paragraph (b) of this section, salvage
value may be redetermined based upon
facts known at the time of such rede-
termination of useful life. Salvage,
when reduced by the cost of removal, is
referred to as net salvage. The time at
which an asset is retired from service
may vary according to the policy of the
taxpayer. If the taxpayer’s policy is to
dispose of assets which are still in good
operating condition, the salvage value
may represent a relatively large pro-
portion of the original basis of the
asset. However, if the taxpayer custom-
arily uses an asset until its inherent
useful life has been substantially ex-
hausted, salvage value may represent
no more than junk value.Salvage value
must be taken into account in deter-
mining the depreciation deduction ei-
ther by a reduction of the amount sub-
ject to depreciation or by a reduction
in the rate of depreciation, but in no
event shall an asset (or an account) be
depreciated below a reasonable salvage
value. See, however, paragraph (a) of
§1.167(b)-2 for the treatment of salvage
under the declining balance method,
and §1.179-1 for the treatment of sal-
vage in computing the additional first-
year depreciation allowance. The tax-
payer may use either salvage or net
salvage in determining depreciation al-
lowances but such practice must be
consistently followed and the treat-
ment of the costs of removal must be
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consistent with the practice adopted.
For specific treatment of salvage
value, see §§1.167(b)-1, 1.167(b)-2, and
1.167(b)-3. When an asset is retired or
disposed of, appropriate adjustments
shall be made in the asset and depre-
ciation reserve accounts. For example,
the amount of the salvage adjusted for
the costs of removal may be credited to
the depreciation reserve.

(2) For taxable years beginning after
December 31, 1961, and ending after Oc-
tober 16, 1962, see section 167(f) and
§1.167(f)-1 for rules applicable to the re-
duction of salvage value taken into ac-
count for certain personal property ac-
quired after October 16, 1962.

[T.D. 6500, 26 FR 11402, Nov. 26, 1960, as
amended by T.D. 6712, 29 FR 36563, Mar. 24,
1964; T.D. 7203, 37 FR 17133, Aug. 25, 1972]

§1.167(a)-2 Tangible property.

The depreciation allowance in the
case of tangible property applies only
to that part of the property which is
subject to wear and tear, to decay or
decline from natural causes, to exhaus-
tion, and to obsolescence. The allow-
ance does not apply to inventories or
stock in trade, or to land apart from
the improvements or physical develop-
ment added to it. The allowance does
not apply to natural resources which
are subject to the allowance for deple-
tion provided in section 611. No deduc-
tion for depreciation shall be allowed
on automobiles or other vehicles used
solely for pleasure, on a building used
by the taxpayer solely as his residence,
or on furniture or furnishings therein,
personal effects, or clothing; but prop-
erties and costumes used exclusively in
a business, such as a theatrical busi-
ness, may be depreciated.

§1.167(a)-3 Intangibles.

If an intangible asset is known from
experience or other factors to be of use
in the business or in the production of
income for only a limited period, the
length of which can be estimated with
reasonable accuracy, such an intan-
gible asset may be the subject of a de-
preciation allowance. Examples are
patents and copyrights. An intangible
asset, the useful life of which is not
limited, is not subject to the allowance
for depreciation. No allowance will be
permitted merely because, in the un-
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supported opinion of the taxpayer, the
intangible asset has a limited useful
life. No deduction for depreciation is
allowable with respect to goodwill. For
rules with respect to organizational ex-
penditures, see section 248 and the reg-
ulations thereunder. For rules with re-
spect to trademark and trade name ex-
penditures, see section 177 and the reg-
ulations thereunder. See sections 197
and 167(f) and, to the extent applicable,
§§1.197-2 and 1.167(a)-14 for amortiza-
tion of goodwill and certain other in-
tangibles acquired after August 10,
1993, or after July 25, 1991, if a valid
retroactive election under §1.197-1T
has been made.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR
14021, Dec. 21, 1960, as amended by T.D. 8867,
65 FR 3825, Jan. 25, 2000]

§1.167(a)-4 Leased property.

Capital expenditures made by a les-
see for the erection of buildings or the
construction of other permanent im-
provements on leased property are re-
coverable through allowances for de-
preciation or amortization. If the use-
ful life of such improvements in the
hands of the taxpayer is equal to or
shorter than the remaining period of
the lease, the allowances shall take the
form of depreciation under section 167.
See §§1.167(b)-0, 1.167(b)-1, 1.167(b)-2,
1.167(b)-3, and 1.167(b)-4 for methods of
computing such depreciation allow-
ances. If, on the other hand, the esti-
mated useful life of such property in
the hands of the taxpayer, determined
without regard to the terms of the
lease, would be longer than the remain-
ing period of such lease, the allowances
shall take the form of annual deduc-
tions from gross income in an amount
equal to the unrecovered cost of such
capital expenditures divided by the
number of years remaining of the term
of the lease. Such deductions shall be
in lieu of allowances for depreciation.
See section 162 and the regulations
thereunder. See section 178 and the reg-
ulations thereunder for rules governing
the effect to be given renewal options
in determining whether the useful life
of the improvement exceeds the re-
maining term of the lease where a les-
see begins improvements on leased
property after July 28, 1958, other than
improvements which on such date and
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