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balance, or $9,600, he treats as medical ex-
penses for purposes of section 213. The allow-
able deduction under section 213 for the ex-
penses is limited to the excess of the balance
of $9,600 over $540 (3 percent of the taxpayer’s
adjusted gross income of $18,000), or $9,060.
(Secs. 44A(g) and 7805 of the Internal Reve-
nue Code of 1954 (90 Stat. 1565, 26 U.S.C.
44A(g); 68A Stat. 917, 26 U.S.C. 7805))

[T.D. 7643, 44 FR 50335, Aug. 28, 1979, as
amended by T.D. 7951, 49 FR 18092, Apr. 27,
1984]

§ 1.44B–1 Credit for employment of
certain new employees.

(a) In general—(1) Targeted jobs credit.
Under section 44B a taxpayer may elect
to claim a credit for wages (as defined
in section 51(c) paid or incurred to
members of a targeted group (as de-
fined in section 51(d)). Generally, to
qualify for the credit, the wages must
be paid or incurred to members of a
targeted group first hired after Sep-
tember 26, 1978. However, wages paid of
incurred to a vocational rehabilitation
referral (as defined in section 51(d)(2))
hired before September 27, 1978, may
qualify for the credit if a credit under
section 44B (as in effect prior to enact-
ment of the Revenue Act of 1978) was
claimed for the individual by the tax-
payer for a taxable year beginning be-
fore January 1, 1979. The amount of the
credit shall be determined under sec-
tion 51. Section 280C(b) (relating to the
requirement that the deduction for
wages be reduced by the amount of the
credit) and the regulations thereunder
will not apply to taxpayers who do not
elect to claim the credit.

(2) New jobs credit. Under section 44B
(as in effect prior to enactment of the
Revenue Act of 1978) a taxpayer may
elect to claim as a credit the amount
determined under sections 51, 52, and 53
(as in effect prior to enactment of the
Revenue Act of 1978). Section 280C(b)
(relating to the requirement that the
deduction for wages be reduced by the
amount of the credit) and the regula-
tions thereunder will not apply to tax-
payers who do not elect to claim the
credit.

(b) Time and manner of making elec-
tion. The election to claim the targeted
jobs credit and the new jobs credit is
made by claiming the credit on an
original return, or on an amended re-
turn, at any time before the expiration

of the 3-year period beginning on the
last date prescribed by law for filing
the return for the taxable year (deter-
mined without regard to extensions).
The election may be revoked within
the above-described 3-year period by
filing an amended return on which the
credit is not claimed.

(c) Election by partnership, electing
small business corporation, and members
of a controlled group. In the case of a
partnership, the election shall be made
by the partnership. In the case of an
electing small business corporation (as
defined in section 1371(a)), the election
shall be made by the corporation. In
the case of a controlled group of cor-
porations (within the meaning of sec-
tion 52(a) and the regulations issued
thereunder) not filing a consolidlated
return under section 1501, the election
shall be made by each member of the
group. In the case of an affiliated group
filing a consolidated return under sec-
tion 1501, the election shall be made by
the group.

(Secs. 44B, 381, and 7805 of the Internal Reve-
nue Code of 1954 (92 Stat. 2834, 26 U.S.C. 44B;
91 Stat. 148, 26 U.S.C. 381(c)(26); 68A Stat. 917,
26 U.S.C. 7805)

[T.D. 7921, 48 FR 52904, Nov. 23, 1983]

RULES FOR COMPUTING CREDIT FOR IN-
VESTMENT IN CERTAIN DEPRECIABLE
PROPERTY

§ 1.46–1 Determination of amount.
(a) Effective dates—(1) In general. This

section is effective for taxable years
beginning after December 31, 1975. How-
ever, transitional rules under para-
graph (g) of this section are effective
for certain earlier taxable years.

(2) Acts covered. This section reflects
changes made by the following Acts of
Congress:

Act and Section

Tax Reduction Act of 1975, section 301.
Tax Reform Act of 1976, sections 802, 1701,

1703.
Revenue Act of 1978, sections 311, 312, 315.
Energy Tax Act of 1978, section 301.
Economic Recovery Tax Act of 1981, section

212.
Technical Corrections Act of 1982, section

102(f).
Tax Reform Act of 1986, section 251.

(3) Prior regulations. For taxable years
beginning before January 1, 1976, see 26
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CFR 1.46–1 (Rev. as of April 1, 1979).
Those regulatons do not reflect
changes made by Pub. L. 89–384, Pub. L.
89–389, and Pub. L. 91–172.

(b) General rule. The amount of in-
vestment credit (credit) allowed by sec-
tion 38 for the taxable year is the por-
tion of credit available under section
46(a)(1) that does not exceed the limita-
tion based on tax under section 46(a)(3).

(c) Credit available. The credit avail-
able for the taxable year is the sum
of—

(1) Unused credit carried over from
prior taxable years under section 46(b)
(carryovers).

(2) Amount of credit determined
under section 46(a)(2) for the taxable
year (credit earned), and

(3) Unused credit carried back from
succeeding taxable years under section
46(b) (carrybacks).

(d) Credit earned. The credit earned
for the taxable year is the sum of the
following percentages of qualified in-
vestment (as determined under section
46 (c) and (d))—

(1) The regular percentage (as deter-
mined under section 46),

(2) For energy property, the energy
percentage (as determined under sec-
tion 46), and

(3) For the portion of the basis of a
qualified rehabilitated building (as de-
fined in § 1.48–12(b)) that is attributable
to qualified rehabilitation expenditures
(as defined in § 1.48–12(c)), the rehabili-
tation percentage (as determined under
section 46(b)(4)).

(e) Designation of credits. The credit
available for the taxable year is des-
ignated as follows:

(1) The credit attributable to the reg-
ular percentage is the ‘‘regular credit’’.

(2) The credit attributable to the
ESOP percentage is the ‘‘ESOP credit’’.

(3) The credit attributable to the en-
ergy percentage for energy property
other than solar or wind is the ‘‘non-
refundable energy credit’’.

(4) The credit attributable to the en-
ergy percentage for solar or wind en-
ergy property is the ‘‘refundable en-
ergy credit’’.

(5) The credit attributable to the re-
habilitation percentage for qualified
rehabilitation expenditures is the reha-
bilitation investment credit.

(f) Special rules for certain energy prop-
erty. Energy property is defined in sec-
tion 48(l). Under section 46(a)(2)(D), en-
ergy property that is section 38 prop-
erty solely by reason of section 48(l)(1)
qualifies only for the energy credit.
Other energy property qualifies for
both the regular credit (and, if applica-
ble, the ESOP credit) and the energy
credit. For limitation on the energy
percentage for property financed by in-
dustrial development bonds, see section
48(l)(11).

(g) Transitional rule for regular and
ESOP credit—(1) In general. Although
section 46(a)(2) was amended by section
301(a)(1) of the Energy Tax Act of 1977
to eliminate the transitional rules
under section 46(a)(2)(D), those rules
still apply in certain instances. Section
46(a)(2)(D) was added by section 301(a)
of the Tax Reduction Act of 1975 and
amended by section 802(a) of the Tax
Reform Act of 1976.

(2) Regular credit. Under section
46(a)(2)(D), the regular credit is 10 per-
cent and applies for the following prop-
erty:

(i) Property to which section 46 (d)
does not apply, the construction, re-
construction, or erection of which is
completed by the taxpayer after Janu-
ary 21, 1975, but only to the extent of
basis attributable to construction, re-
construction, or erection after that
date.

(ii) Property to which section 46(d)
does not apply, acquired by the tax-
payer after January 21, 1975.

(iii) Qualified progress expenditures
(as defined in section 46(d)) made after
January 21, 1975.

(3) ESOP credit. See section 48(m) for
transitional rules limiting the period
for which the ESOP percentage under
section 46(a)(2)(E) applies. For prior
statutes, see section 46(a)(2) (B) and
(D), as added by section 301 of the Tax
Reduction Act of 1975 and amended by
section 802 of the Tax Reform Act of
1976.

(4) Cross reference. (i) The principles
of § 1.48–2 (b) and (c) apply in determin-
ing the portion of basis attributable to
construction, reconstruction, or erec-
tion after January 21, 1975, and in de-
termining the time when property is
acquired.
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(ii) Section 311 of the Revenue Act of
1978 made the 10 percent regular credit
permanent.

(5) Seven percent credit. To the extent
that, under paragraph (g)(1) of this sec-
tion, the 10 percent does not apply, the
regular credit, in general, is 7 percent.
For a special limitation on qualified
investment for public utility property
(other than energy property), see sec-
tion 46(c)(3)(A).

(6) Qualified progress expenditures. For
progress expenditure property that is
constructed, reconstructed, or erected
by the taxpayer within the meaning of
§ 1.48–2(b), the ten-percent credit ap-
plies in the year the property is placed
in service to the portion of the quali-
fied investment that remains after re-
duction for qualified progress expendi-
tures under section 46(c)(4), but only to
the extent that the remaining qualified
investment is attributable to construc-
tion, reconstruction, or erection after
January 21, 1975. For progress expendi-
ture property that is acquired by the
taxpayer (within the meaning of § 1.48–
2(b)) after January 21, 1975, and placed
in service after that date, the ten-per-
cent credit applies in the year the
property is placed in service to the en-
tire portion of qualified investment
that remains after reduction for quali-
fied progress expenditures.

(h) Tax liability limitation—(1) In gen-
eral. Section 46(a)(3) provides a tax li-
ability limitation on the amount of
credit allowed by section 38 (other than
the refundable energy credit) for any
taxable year. See section 46(a)(10)(C)(i).
Tax liability is defined in paragraph (j)
of this section. The excess of available
credit over the applicable tax liability
limitation for the year is an unused
credit which may be carried forward or
carried back under section 46(b).

(2) Regular and ESOP tax liability limi-
tation. In general, the tax liability lim-
itation for the regular and ESOP cred-
its is the portion of tax liability that
does not exceed $25,000 plus a percent-
age of the excess, as determined under
section 46(a)(3)(B).

(3) Nonrefundable energy credit tax li-
ability limitation. (i) For nonrefundable
energy credit carrybacks to a taxable
year ending before October 1, 1978, the
tax liability limitation is the portion

of tax liability that does not exceed
$25,000 plus a percentage of the excess,
as determined under section 46(a)(3)(B).

(ii) For a taxable year ending after
September 30, 1978, the tax liability
limitation for available nonrefundable
energy credit is 100 percent of the
year’s tax liability.

(4) Alternative limitations. Alternative
limitations apply for certain utilities,
railroads, and airlines in determining
the regular tax liability limitation
and, for nonrefundable energy credit
carrybacks to taxable years ending be-
fore October 1, 1978, the nonrefundable
energy credit tax liability limitation.
These alternative limitations do not
apply in determining the energy tax li-
ability limitation for a taxable year
ending after October 1, 1978. The provi-
sions listed below set forth the alter-
native limitations:

Code
section Type Years applicable

46(a)(6) 1 Utilities Taxable years ending
in 1975–1978

46(a)(7) 2 Utilities Taxable year ending in
1979

46(a)(8) Railroads and Airlines Taxable year ending in
1979 or 1980

46(a)(8) 3 Railroads Taxable years ending
in 1977 or 1978

46(a)(9) 3 Airlines Taxable years ending
in 1977 or 1978

1 Section 46(a)(6) was added by section 301(b)(2) of the
Tax Reduction Act of 1975 and redesignated as section
46(a)(7) by section 302(a)(1) of the Tax Reform Act of 1976.

2 Section 46(a)(7) was amended by section 312(b)(1) of the
Revenue Act of 1978.

3 These provisions were repealed by section 312(b)(2) of
the Revenue Act of 1978.

(i) [Reserved]
(j) Tax liability—(1) In general. ‘‘Tax

liability’’ for purposes of the regular
and ESOP credit and carrybacks of
nonrefundable energy credit to a tax-
able year ending before October 1, 1978,
means the liability for tax as defined
in section 46(a)(4). For ordering of regu-
lar, ESOP, and nonrefundable energy
credits, see paragraph (m) of this sec-
tion. In addition to taxes excluded
under section 46(a)(4), tax liability does
not include tax resulting from recap-
ture of credit under section 47 and the
alternative minimum tax imposed by
section 55. See sections 47(c) and
55(c)(1).
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(2) Certain nonrefundable energy credit.
For a taxable year ending after Sep-
tember 30, 1978, ‘‘tax liability’’ for pur-
poses of the nonrefundable energy cred-
it is liability for tax, as defined in sec-
tion 46(a)(4) and paragraph (j)(1) of this
section, reduced by the regular and
ESOP credit allowed for the taxable
year. Thus, carrybacks of regular or
ESOP credit to a taxable year may dis-
place nonrefundable energy carryovers
or credit earned taken into account in
that year. However, carrybacks of reg-
ular, ESOP, or nonrefundable energy
credit do not affect refundable energy
credit which is treated as an overpay-
ment of tax under section 6401(b). See
paragraph (k) of this section.

(k) Special rule for refundable energy
credit. The amount of the refundable
energy credit is determined under the
rules of section 46 (other than section
46(a)(3)). However, to permit the re-
fund, the refundable energy credit for
purposes of the Internal Revenue Code
(other than section 38, part IVB, and
chapter 63 of the Code) is treated as al-
lowed by section 39 and not by section
38. The refundable credit is not applied
against tax liability for purposes of de-
termining the tax liability limitation
for other investment credits. Rather, it
is treated as an overpayment of tax
under section 6401(b).

(l) FIFO rule. If the credit available
for a taxable year is not allowed in full
because of the tax liability limitation,
special rules determine the order in
which credits are applied. Under the
first-in-first-out rule of section 46(a)(1)
(FIFO), carryovers are applied against
the tax liability limitation first. To
the extent the tax liability limitation
exceeds carryovers, credit earned, and
carrybacks are then applied.

(m) Special ordering rule—(1) In gen-
eral. Under section 46(a)(10)(A), the
FIFO rule applies separately—

(i) First, with respect to regular and
ESOP credits, and

(ii) Second, with respect to non-
refundable energy credit.

(2) Regular and ESOP credit. Under
§ 1.46–8(c)(9)(ii), regular and ESOP cred-
its available are applied in the follow-
ing order:

(i) Regular carryovers;
(ii) ESOP carryovers;
(iii) Regular credit earned;

(iv) ESOP credit earned;
(v) Regular carrybacks; and
(vi) ESOP carrybacks.
(3) Example. For an example of the

order of application of regular and
ESOP credits, see § 1.46–8(c)(9)(iii).

(n) Examples. The following examples
illustrate paragraphs (a) through (m) of
this section.

Example 1. (a) Corporation M’s regular
credit available for its taxable year ending
December 31, 1979 is as follows:

Regular carryovers ................................................. $5,000
Regular credit earned ............................................ 10,000
Regular carrybacks ................................................ 15,000

Credit available ........................................... 30,000

(b) M’s ‘‘tax liability’’ for 1979 is $30,000.
M’s tax liability limitation for 1979 for the
regular credit is $28,000, consisting of $25,000
plus 60 percent of the $5,000 of ‘‘tax liability’’
in excess of $25,000.

(c) The regular carryovers and credit
earned are allowed in full. However, only
$13,000 of the regular carryback is allowed
for 1979. The remaining $2,000 must be car-
ried to the next year to which it may be car-
ried under section 46(b).

Example 2. (a) For its taxable year ending
December 31, 1980, corporation N has $30,000
regular credit earned and $9,000 nonrefund-
able energy credit earned. N has no
carryovers to 1980 and no ‘‘tax liability’’ for
pre-1980 years.

(b) N’s ‘‘tax liability’’ for 1980 for the regu-
lar credit is $35,000. N’s tax liability limita-
tion for 1980 for the regular credit is $32,000,
consisting of $25,000 plus 70 percent of the
$10,000 of ‘‘tax liability’’ in excess of $25,000.

(c) The entire regular credit is allowed in
1980.

(d) N’s ‘‘tax liability’’ for 1980 for the non-
refundable energy credit is $5,000, consisting
of $35,000 less $30,000 regular credit allowed
for 1980. N’s tax liability limitation for 1980
for the nonrefundable energy credit is 100
percent of $5,000.

(e) $5,000 of the nonrefundable energy cred-
it is allowed for 1980. The remaining $4,000
energy credit is an unused nonrefundable en-
ergy credit which must be carried to the
next year to which it may be carried under
section 46(b).

Example 3. (a) Assume the same facts as in
Example 2 except that in its taxable year end-
ing December 31, 1981, N earns a regular cred-
it of which it may carry back $2,000 to 1980.

(b) The $30,000 regular credit earned and
$2,000 of the regular carryback is allowed for
1980. N’s ‘‘tax liability’’ for 1980 for the non-
refundable energy credit is reduced to $3,000,
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consisting of $35,000 less $32,000 regular cred-
it allowed for 1980. The nonrefundable energy
credit allowed for 1980 is reduced to $3,000.
The remaining $6,000 is an unused nonrefund-
able energy credit which must be carried to
the next year to which it may be carried
under section 46(b).

Example 4. (a) For its taxable year ending
December 31, 1980, corporation P’s regular
credit earned is $20,000. P also has a $9,000 re-
fundable energy credit for 1980. There are no
carryovers or carrybacks to 1980.

(b) P’s ‘‘tax liability’’ for 1980 for the regu-
lar credit is $25,000 which is also the tax li-
ability limitation for the regular credit.

(c) The entire $20,000 regular credit is al-
lowed for 1980. The entire $9,000 refundable
energy credit is treated as an overpayment
of tax under section 6401(b), even though
‘‘tax liability’’ remains.

Example 5. Assume the same facts as in Ex-
ample 4, except that in the following year P
earns a regular credit, $5,000 of which it may
carry back to 1980. The $5,000 carryback is al-
lowed in full in 1980.

Example 6. (i) Corporation X, a calendar
year taxpayer, constructs a ship on which it
begins construction on January 1, 1973, and
which, when placed in service on December
31, 1980, has a basis of $450,000. Of that
amount, $100,000 is attributable to construc-
tion before January 22, 1975. X makes an
election under section 46(d) (qualified
progress expenditures) for taxable years
after 1975.

(ii) For 1976, 1977, 1978, and 1979, qualified
progress expenditures total $200,000. The ten-
percent credit applies to those expenditures.

(iii) For 1980, qualified investment for the
ship is $450,000. Under section 46(c)(4), X must
reduce this amount by $200,000, the amount
of qualified progress expenditures taken into
account. The ten-percent credit applies to
the portion of the remaining qualified in-
vestment attributable to construction after
January 21, 1975 ($150,000). The seven-percent
credit applies to the portion of qualified in-
vestment attributable to construction before
January 22, 1975 ($100,000).

Example 7. (i) Corporation Y agrees to build
a ship for Corporation X, which uses the cal-
endar year. In 1973, Y begins construction of
the ship which X acquires and places in serv-
ice on December 31, 1980. X makes an elec-
tion under section 46(d) for taxable years
after 1974. The contract price is $400,000.

(ii) For 1975, 1976, 1977, 1978, and 1979, quali-
fied progress expenditures total $250,000. The
ten-percent credit applies to those expendi-
tures.

(iii) For 1980, qualified investment for the
ship is $400,000, which is the contract price. X
must reduce qualified investment by $250,000,
the amount of qualified progress expendi-
tures. The ten-percent credit applies to the

$150,000 of qualified investment that remains
after reduction for qualified progress expend-
itures.

(o) Married individuals. If a separate
return is filed by a husband or wife, the
tax liability limitation is computed by
substituting a $12,500 amount for the
$25,000 amount that applies under sec-
tion 46(a)(3). However, this reduction of
the $25,000 amount to $12,500 applies
only if the taxpayer’s spouse is entitled
to a credit under section 38 for the tax-
able year of such spouse which ends
with, or within, the taxpayer’s taxable
year. The taxpayer’s spouse is entitled
to a credit under section 38 either be-
cause of investment made in qualified
property for such taxable year of the
spouse (whether directly made by such
spouse or whether apportioned to such
spouse, for example, from an electing
small business corporation, as defined
in section 1371(b)), or because of an in-
vestment credit carryback or carryover
to such taxable year. The determina-
tion of whether an individual is mar-
ried shall be made under the principles
of section 143 and the regulations
thereunder.

(p) Apportionment of $25,000 amount
among component members of a controlled
group—(1) In general. In determining
the tax liability limitation under sec-
tion 46(a)(3) for corporations that are
component members of a controlled
group on December 31, only one $25,000
amount is available to those compo-
nent members for their taxable years
that include that December 31. See sub-
paragraph (2) of this paragraph for ap-
portionment of such amount among
such component members. See subpara-
graph (3) of this paragraph for defini-
tion of ‘‘component member’’.

(2) Manner of apportionment. (i) In the
case of corporations which are compo-
nent members of a controlled group on
a particular December 31, the $25,000
amount may be apportioned among
such members for their taxable years
that include such December 31 in any
manner the component members may
select, provided that each such member
less than 100 percent of whose stock is
owned, in the aggregate, by the other
component members of the group on
such December 31 consents to an appor-
tionment plan. The consent of a com-
ponent member to an apportionment
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plan with respect to a particular De-
cember 31 shall be made by means of a
statement, signed by a person duly au-
thorized to act on behalf of the con-
senting member, stating that such
member consents to the apportionment
plan with respect to such December 31.
The statement shall set forth the
name, address, employer identification
number, and taxable year of each com-
ponent member of the group on such
December 31, the amount apportioned
to each such member under the plan,
and the location of the Service Center
where the statement is to be filed. The
consent of more than one component
member may be incorporated in a sin-
gle statement. The statement shall be
timely filed with the Service Center
where the component member having
the taxable year first ending on or
after such December 31 files its return
for such taxable year and shall be ir-
revocable after such filing. If two or
more component members have the
same such taxable year, a statement of
consent may be filed by any one of
such members. However, if the due date
(including any extensions of time) of
the return of such member is on or be-
fore December 15, 1971, the required
statement shall be considered as time-
ly filed if filed on or before March 15,
1972. Each component member of the
group on such December 31 shall keep
as a part of its records a copy of the
statement containing all the required
consents.

(ii) An apportionment plan adopted
by a controlled group with respect to a
particular December 31 shall be valid
only for the taxable year of each mem-
ber of the group which includes such
December 31. Thus, a controlled group
must file a separate consent to an ap-
portionment plan with respect to each
taxable year which includes a Decem-
ber 31 as to which an apportionment
plan is desired.

(iii) If the apportionment plan is not
timely filed, the $25,000 amount speci-
fied in section 46(a)(3) shall be reduced
for each component member of the con-
trolled group, for its taxable year
which includes a December 31, to an
amount equal to $25,000 divided by the
number of component members of such
group on such December 31.

(iv) If a component member of the
controlled group makes its income tax
return on the basis of a 52–53-week tax-
able year, the principles of section
441(f)(2)(A)(ii) and paragraph (b)(1) of
§ 1.441–2 apply in determining the last
day of such taxable year.

(3) Definitions of controlled group of
corporations and component member of
controlled group. For the purpose of this
paragraph, the terms ‘‘controlled group
of corporations’’ and ‘‘component
member’’ of a controlled group of cor-
porations shall have the same meaning
assigned to those terms in section 1563
(a) and (b). For purposes of applying
§ 1.1563–1(b)(2)(ii)(c), an electing small
business corporation shall be treated as
an excluded member whether or not it
is subject to the tax imposed by section
1378.

(4) Members of a controlled group filing
a consolidated return. If some compo-
nent members of a controlled group
join in filing a consolidated return pur-
suant to § 1.1502–3(a)(3), and other com-
ponent members do not join, then, un-
less a consent is timely filed apportion-
ing the $25,000 amount among the
group filing the consolidated return
and the other component members of
the controlled group, each component
member of the controlled group (in-
cluding each component member which
joins in filing the consolidated return)
shall be treated as a separate corpora-
tion for purposes of equally apportion-
ing the $25,000 amount under subpara-
graph (2)(iii) of this paragraph. In that
case, the tax liability limitation for
the group filing the consolidated re-
turn is computed by substituting for
the $25,000 amount under section
46(a)(3) the total amount apportioned
to each component member that joins
in filing the consolidated return. If the
affiliated group filing the consolidated
return and the other component mem-
bers of the controlled group adopt an
apportionment plan, the affiliated
group shall be treated as a single mem-
ber for the purpose of applying sub-
paragraph (2)(i) of this paragraph.
Thus, for example, only one consent ex-
ecuted by the common parent to the
apportionment plan is required for the
group filing the consolidated return. If
any component member of the con-
trolled group which joins in the filing
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of the consolidated return is an organi-
zation to which section 593 applies or a
cooperative organization described in
section 1381(a), see paragraph (a)(3)(ii)
of § 1.1502–3.

(5) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. At all times during 1976 Smith,
an individual, owns all the stock of corpora-
tions X, Y, and Z. Corporation X files an in-
come tax return on a calendar year basis.
Corporation Y files an income tax return on
the basis of a fiscal year ending June 30. Cor-
poration Z files an income tax return on the
basis of a fiscal year ending September 30.
On December 31, 1976, X, Y, and Z are compo-
nent members of the same controlled group.
X, Y, and Z all consent to an apportionment
plan in which the $25,000 amount is appor-
tioned entirely to Y for its taxable year end-
ing June 30, 1977 (Y’s taxable year which in-
cludes December 31, 1976). Such consent is
timely filed. For purposes of computing the
credit under section 38, Y’s tax liability limi-
tation for its taxable year ending June 30,
1977, is so much of Y’s tax liability as does
not exceed $25,000, plus 50 percent of Y’s tax
liability in excess of $25,000. X’s and Z’s limi-
tations for their taxable years ending De-
cember 31, 1976, and September 30, 1977, re-
spectively, are equal to 50 percent of X’s tax
liability for 50 percent of Z’s tax liability. On
the other hand, if an apportionment plan is
not timely filed, X’s limitation would be so
much of X’s tax liability as does not exceed
$8,333.33, plus 50 percent of X’s liability in ex-
cess of $8,333.33, and Y’s and Z’s limitations
would be computed similarly.

Example 2. At all times during 1976, Jones,
an individual, owns all the outstanding stock
of corporations P, Q, and R. Corporations Q
and R both file returns for taxable years end-
ing December 31, 1976. P files a consolidated
return as a common parent for its fiscal year
ending June 30, 1977, with its two wholly-
owned subsidiaries N and O. On December 31,
1976, N, O, P. Q, and R are component mem-
bers of the same controlled group. No con-
sent to an apportionment plan is filed.
Therefore, each member is apportioned $5,000
of the $25,000 amount ($25,000 divided equally
among the five members). The tax liability
limitation for the group filing the consoli-
dated return (P, N, and O) for the year end-
ing June 30, 1977 (the consolidated taxable
year within which December 31, 1976, falls) is
computed by using $15,000 instead of the
$25,000 amount. The $15,000 is arrived at by
adding together the $5,000 amounts appor-
tioned to P, N, and O.

(q) Rehabilitation percentage—(1) Gen-
eral rule—(i) In general. Due to amend-
ments made by the Tax Reform Act of

1986, different rules apply depending on
when the property attributable to the
qualified rehabilitated expenditures (as
defined in § 1.48–12(c)) is placed in serv-
ice. Paragraph (q)(1)(ii) of this section
contains the general rule relating to
property placed in service after Decem-
ber 31, 1986. Paragraph (q)(1)(iii) of this
section contains rules relating to prop-
erty placed in service before January 1,
1987. Paragraph (q)(1)(iv) of this section
contains rules relating to property
placed in service after December 31,
1986, that qualifies for a transition
rule.

(ii) Property placed in service after De-
cember 31, 1986. Except as otherwise pro-
vided in paragraph (q)(1)(iv) of this sec-
tion, in the case of section 38 property
described in section 48(a)(1)(E) placed
in service after December 31, 1986, the
term ‘‘rehabilitation percentage’’
means—

(A) 10 percent in the case of qualified
rehabilitation expenditures with re-
spect to a qualified rehabilitated build-
ing other than a certified historic
structure, and

(B) 20 percent in the case of qualified
rehabilitation expenditures with re-
spect to a certified historic structure.

(iii) Property placed in service before
January 1, 1987. For qualified rehabili-
tation expenditures (as defined in
§ 1.48–12(c)) with respect to property
placed in service before January 1, 1987,
section 46(b)(4)(A) as in effect prior to
the enactment of the Tax Reform Act
of 1986 provided for a three-tier reha-
bilitation percentage. The applicable
rehabilitation percentage for such ex-
penditures depends on whether the
qualified rehabilitated building is a
‘‘30-year building,’’ a ‘‘40-year build-
ing,’’ or a certified historic structure
(as defined in section 48(g)(3) and § 1.48–
12(d)(1)). The rehabilitation percentage
for such qualified rehabilitation ex-
penditures incurred with respect to a
qualified rehabilitated building is 15
percent to the extent that the building
is a 30-year building (i.e., at least 30
years, but less than 40 years, has
elapsed between the date the physical
work on the rehabilitation began and
the date the building was first placed
in service), 20 percent to the extent
that the building is a 40-year building
(i.e., at least 40 years has so elapsed),
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and 25 percent for certified historic
structures, regardless of age. See para-
graph (q)(2)(ii) of this section for rules
concerning buildings to which addi-
tions have been added.

(iv) Property placed in service after De-
cember 31, 1986, that qualifies under the
transition rules. In the case of section 38
property described in section 48(a)(1)(E)
placed in service after December 31,
1986, and to which the amendments
made by section 251 of the Tax Reform
Act of 1986 do not apply because the
transition rules in section 251(d) of
that Act and § 1.48–12(a)(2)(iv)(B) or (C)
apply, the rehabilitation percentage
for a ‘‘30-year building’’ (within the
meaning of paragraph (q)(1)(iii) of this
section) shall be 10 percent, the reha-
bilitation percentage for a ‘‘40-year
building’’ (within the meaning of para-
graph (q)(1)(iii) of this section) shall be
13 percent, and the rehabilitation per-
centage for a certified historic struc-
ture shall be 25 percent.

(2) Special rules—(i) Moved buildings.
With respect to paragraph (q)(1)(ii) of
this section, § 1.48–12(b)(5) provides that
a building (other than a certified his-
toric structure) is not a qualified reha-
bilitated building unless it has been at
the location where it is being rehabili-
tated since January 1, 1936. In addition,
for purposes of paragraph (q)(1) (iii)
and (iv) of this section, a building is
not a ‘‘30-year building’’ unless it has
been at the location where it is being
rehabilitated for the thirty-year period
immediately preceding the beginning
of the rehabilitation process, and is not
a ‘‘40-year building’’ unless it has been
at the location where it is being reha-
bilitated for the forty-year period im-
mediately preceding the beginning of
the rehabilitation process.

(ii) Building to which additions have
been added—(A) Property placed in serv-
ice after December 31, 1986. For purposes
of paragraph (q)(1)(ii) of this section, if
part of a building meets the definition
of a qualified rehabilitated building,
and part of the building does not meet
the definition of a qualified rehabili-
tated building because such part is an
addition that was placed in service
after December 31, 1935, the qualified
rehabilitation expenditures made to
the building must be allocated to the
pre-1936 portion of the building and the

post-1935 portion of the building using
the principles in § 1.48–12(c)(10)(ii).
Qualified rehabilitation expenditures
attributable to the post-1935 addition
shall not qualify for the 10 percent re-
habilitation percentage.

(B) Property placed in service before
January 1, 1987, and property qualifying
for a transitional rule. For purposes of
paragraphs (q)(1) (iii) and (iv) of this
section, if part of a building meets the
definition of a ‘‘40-year building’’ and
part of the building is an addition that
was placed in service less than forty
years before physical work on the reha-
bilitation began but more than thirty
years before such date, then the quali-
fied rehabilitation expenditures made
to the building shall be allocated be-
tween the forty year old portion of the
building and the thirty year old por-
tion of the building, and a 20 percent
rehabilitation percentage shall be ap-
plied to the forty year old portion of
the building and a 15 percent rehabili-
tation percentage shall be applied to
the thirty year old portion. This allo-
cation shall be made using the prin-
ciples in § 1.48–12(c)(10)(ii). If an alloca-
tion cannot be made between the ex-
penditures to the forty year old portion
of the building and the thirty year old
portion of the building, then the build-
ing will be considered to be a 30-year
building. Furthermore, for purposes of
this paragraph (q), a building (other
than a certified historic structure) is
not a qualified rehabilitated building
to the extent of that portion of the
building that is less than 30 years old.
If rehabilitation expenditures are in-
curred with respect to an addition to a
qualified rehabilitated building, but
the addition is not considered to be
part of the qualified rehabilitated
building because the addition does not
meet the age requirement in section
48(g)(1)(B) (as in effect prior to its
amendment by the Tax Reform Act of
1986) and § 1.48–12(b)(4)(i)(B), then no re-
habilitation percentage will be applied
to the expenditures attributable to the
rehabilitation of the addition. Thus,
for purposes of paragraphs (q)(1) (iii)
and (iv) of this section, it may be nec-
essary to allocate rehabilitation ex-
penditures incurred with respect to a
building between the original portion
of the building and the addition.
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(iii) Mixed-use buildings. If qualified
rehabilitation expenditures are in-
curred for property that is excluded
from section 38 property described in
section 48(a)(1)(E) (because, for exam-
ple, they are made with respect to a
portion of the building used for lodging
within the meaning of section 48(a)(3)
and § 1.48–1(h)), an allocation of the ex-
penditures must be made between the
expenditures that result in an addition
to basis that is section 38 property and
the expenditures that result in an addi-
tion to basis that is excluded from the
definition of section 38 property since
the rehabilitation percentage is appli-
cable only to section 38 property. These
allocations should be made using the
principles contained in § 1.48–
12(c)(10)(ii).

(3) Regular and energy percentages not
to apply. The regular percentage and
the energy percentage shall not apply
to that portion of the basis of any
building that is attributable to quali-
fied rehabilitation expenditures (as de-
fined in § 1.48–12(c)).

(4) Effective date. The rehabilitation
percentage is applicable only to quali-
fied rehabilitation expenditures (as de-
fined in § 1.48–12(c)). For rules relating
to applicability of the regular percent-
age to qualified rehabilitation expendi-
tures (as defined in § 1.48–11(c)), see
§ 1.48–11.

[T.D. 6731, 29 FR 6064, May 8, 1964]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting § 1.46–1, see the List of CFR
Sections Affected in the Finding Aids sec-
tion of this volume.

§ 1.46–2 Carryback and carryover of
unused credit.

(a) Effective date. This section is ef-
fective for taxable years beginning
after December 31, 1975. For taxable
years beginning before January 1, 1976,
see 26 CFR 1.46–2 (Rev. as of April 1,
1979).

(b) In general. Under section 46(b)(1),
unused credit may be carried back and
carried over. Carrybacks and
carryovers of unused credit are taken
into account in determining the
amount of credit available and the
credit allowed for the taxable years to
which they may be carried. In general,
the application of the rules of this sec-
tion to regular and ESOP credits are

separate from their application to non-
refundable energy credits. For exam-
ple, the limitations on carrybacks and
carryovers of unused nonrefundable en-
ergy credit under section 46(b) (2) and
(3), respectively, differ in amount from
the limitations on the regular and
ESOP credits because the tax liability
limitations for those credits differ. See
§ 1.46–1(h). For a further example, see
the special ordering rule in § 1.46–1(m).
Section 46(b) does not apply to the re-
fundable energy credit.

(c) Unused credit. If carryovers and
credit earned (as defined in § 1.46–
1(c)(1)) exceed the applicable tax liabil-
ity limitation, the excess attributable
to credit earned is an unused credit.
The taxable year in which an unused
credit arises is referred to as the ‘‘un-
used credit year’’.

(d) Taxable years to which unused cred-
it may be carried. An unused credit is a
carryback to each of the 3 taxable
years preceding the unused credit year
and a carryover to each of the 7 taxable
years succeeding the unused credit
year. An unused credit must be carried
first to the earliest of those 10 taxable
years. An unused credit then must be
carried to each of the other 9 taxable
years (in order of time) to the extent
that the unused credit was not ab-
sorbed during a prior taxable year be-
cause of the limitations under section
46(b) (2) and (3).

(e) Special rule for pre-1971 years—(1)
In general. For unused credit years end-
ing before January 1, 1971, unused cred-
it is allowed a 10-year carryover rather
than the 7-year carryover. The prin-
ciples of paragraph (d) of this section
apply to this 10-year carryover.

(2) Cross reference. For limitations on
the taxable years to which unused
credit from pre-1971 credit years may
be carried, see paragraph (g) of this
section.

(f) Limitations on carrybacks. Under
the FIFO rule to section 46(a)(1),
carryovers and credit earned are ap-
plied against the tax liability limita-
tion before carrybacks. Thus,
carrybacks to a taxable year may not
exceed the amount by which the appli-
cable tax liability limitation for that
year exceeds the sum of carryovers to
and credit earned for that year.
Carrybacks from an unused credit year
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are applied against tax liability before
carrybacks from a later unused credit
year. To the extent an unused credit
cannot be carried back to a particular
preceding taxable year, the unused
credit must be carried to the next suc-
ceeding taxable year to which it may
be carried.

(g) Limitations on carryovers—(1) Gen-
eral rule. Carryovers to a taxable year
may not exceed the applicable tax li-
ability limitation for that year.
Carryovers from an unused credit year
are applied before carryovers from a
later unused credit year.

(2) Exception. A 10-year carryover
from a pre-1971 unused credit year may,

under certain circumstances, be post-
poned to prevent a later-earned 7-year
carryover from expiring. This excep-
tion does not extend the 10-year carry-
over period for pre-1971 unused credit.
See section 46(b)(1)(D).

(h) Examples. The following examples
illustrate paragraphs (a) through (g) of
this section.

Example 1. (a) Corporation M is organized
on January 1, 1977 and files its income tax re-
turn on a calendar year basis. Assume the
facts set forth in columns (1) and (2) of the
following table. The determination of the
regular credit allowed for each of the taxable
years indicated is set forth in the remaining
portions of the table.

(1) (2) (3) (4) (5) (6) (7)

Credit
available

Tax liabil-
ity Percent

Tax liability
limitation

(remaining
from col. (6)
on preced-

ing line)

Credit al-
lowed

(lower of
(1) or (4))

Remain-
ing tax li-

ability
limitation
((4)–(5))

Unused
credit ((1)–

(5)) or
(amount

absorbed)

1977:
A. Credit earned ............................ $20,000 $45,000 50 $35,000 $20,000 $15,000 0
B. Carryback from 1978 ................ *15,000 ................ ................ [15,000] 15,000 ................ ..................

1978:
A. Credit earned ............................ 80,000 55,000 50 40,000 40,000 0 $20,000

Carryback to 1977 .................. ................ ................ ................ .................... ................ ................ (*15,000)
Carryover to 1979 .................. ................ ................ ................ .................... ................ ................ (*5,000)

1979:
A. Carryover from 1978 ................. *5,000 50,000 60 40,000 6,000 35,000 ..................
B. Credit earned ............................ 50,000 ................ ................ [35,000] 35,000 0 15,000

Carryover to 1980 .................. ................ ................ ................ .................... ................ ................ (*15,000)
1980:

A. Carryover from 1979 ................. *15,000 55,000 70 46,000 15,000 31,000 ..................
B. Credit earned ............................ 25,000 ................ ................ [31,000] 25,000 6,000 0

*For line ‘‘A’’ each year: Lesser of (1) tax liability or (2) $25,000 + (percentage in col. (3) × [col. (2) ¥ $25,000]). See, § 1.46–
1(h). For other lines: Amount in col. (6) on preceding line.

Example 2. (a) Assume the same facts as in Example 1 except for 1979 M earns a $35,000 non-
refundable energy credit. The following table shows the determinations for each year.

(1) (2) (3) (4) (5) (6) (7)

Credit
available

Tax liability

Percent

Tax liability
limitation*
(remaining

from col. (6)
on preced-

ing line)

Credit al-
lowed

(lower of
(1) or (4))

Remain-
ing tax li-

ability
limitation
((4)–(5))

Unused
credit ((1)–

(5)) or
(amount

absorbed)

(a) Regu-
lar

(b) En-
ergy

((2)(a)–
(5)(R))

1977:
Regular:

A. Credit earned ........ $20,000 $45,000 ................ 50 $35,000 $20,000R $15,000 0
B. Carryback from

1978 ....................... *15,000 ................ ................ ................ [15,000] 15,000R 0 ..................
1978:

Regular:
A. Credit earned ........ 60,000 55,000 ................ 50 40,000 40,000R 0 $20,000

Carryback to 1977 ................ ................ ................ ................ .................... ................ ................ (*15,000)
Carryover to 1979 .. ................ ................ ................ ................ .................... ................ ................ (*5,000)

Energy:
A. Carryback from

1979 ....................... *15,000 ................ $15,000 100 15,000 15,000E 0 ..................
1979:

Regular:
A. Carryover from

1978 ....................... *5,000 50,000 ................ 60 40,000 5,000R 35,000 ..................
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(1) (2) (3) (4) (5) (6) (7)

Credit
available

Tax liability

Percent

Tax liability
limitation*
(remaining

from col. (6)
on preced-

ing line)

Credit al-
lowed

(lower of
(1) or (4))

Remain-
ing tax li-

ability
limitation
((4)–(5))

Unused
credit ((1)–

(5)) or
(amount

absorbed)

(a) Regu-
lar

(b) En-
ergy

((2)(a)–
(5)(R))

B. Credit earned ........ 50,000 ................ ................ ................ [35,000] 35,000R 0 15,000
Carryover to 1980 .. ................ ................ ................ ................ .................... ................ ................ (*15,000)

Energy:
A. Credit earned ........ 35,000 ................ 10,000 100 10,000 10,000E 0 25,000

Carryback to 1978 ................ ................ ................ ................ .................... ................ ................ (*15,000)
Carryover to 1980 .. ................ ................ ................ ................ .................... ................ ................ (*10,000)

1980:
Regular:

A. Carryover from
1979 ....................... *15,000 55,000 ................ 70 46,000 15,000R 31,000 ..................

B. Credit earned ........ 25,000 ................ ................ ................ [31,000] 25,000R 6,000 0
Energy:

A. Carryover from
1979 ....................... *10,000 ................ 15,000 100 15,000 10,000E 5,000 ..................

*See footnote to the chart in Example 1.

(b) Although, in general, a nonrefundable energy credit may be carried back to taxable
years ending before October 1, 1978, in this example the unused nonrefundable energy credit
from 1979 may not be absorbed in 1977. The 1977 tax liability limitation for the nonrefundable
energy credit is the same as it is for the regular credit, reduced by regular credit previously
allowed for 1977. See §§ 1.46–1(h)(3) and 1.46–1(m).

Example 3. (a) Assume the same facts as in Example 2 except M has regular credit of $37,000
for 1981 and M’s tax liability for 1981 is $32,500. The determinations for 1980 and 1981 are set
forth in the following table.

(1) (2) (3) (4) (5) (6) (7)

Credit
available

Tax liability

Percent

Tax liability
limitation*
(remaining

from col. (6)
on preced-

ing line)

Credit al-
lowed

(lower of
(1) or (4))

Remain-
ing tax li-

ability
limitation
((4)–(5))

Unused
credit ((1)–

(5)) or
(amount

absorbed)

(a) Regu-
lar

(b) En-
ergy ((2)–

(5)(R))

1979 (restated):
Energy:

To be carried over ..... ................ ................ ................ ................ .................... ................ ................ $10,000
Carryover to 1980 .. ................ ................ ................ ................ .................... ................ ................ (*9,000)
Carryover to 1981 .. ................ ................ ................ ................ .................... ................ ................ (*1,000)

1980 (restated):
Regular:

A. Carryover from
1979 ....................... $15,000 $55,000 ................ 70 $46,000 $15,000R $31,000 ..................

B. Credit earned ........ *25,000 ................ ................ ................ [31,000] 25,000R 6,000 0
C. Carryback from

1981 ....................... *6,000 ................ ................ ................ [6,000] 6,000R 0 ..................
Energy:

A. Carryover from
1979 ....................... *9,000 ................ $9,000 100 9,000 9,000E ................ ..................

1981: Regular:
A. Credit earned ........ 37,000 32,500 ................ 80 31,000 31,000R 0 6,000

Carryback to 1980 ................ ................ ................ ................ .................... ................ ................ (*6,000)
Energy:

A. Carryover from
1979 ....................... *1,000 ................ 1,500 100 1,500 1,000E 500 0

*See footnote to chart under Example 1.

(b) Allowance of the regular carryback in
1980 from 1981 requires that the computa-
tions for 1980 be restated. The energy tax li-
ability limitation for 1980 is reduced from
$15,000 (as determined in Example 2) to $9,000.
Thus, $1,000 of the $10,000 energy credit al-
lowed for 1980 is displaced by the regular

carryback. That amount may not be carried
back because there is no remaining energy
tax liability limitation for the prior 3 years
(see table in Example 2). It may be carried
over to 1981 and allowed in full in that year.

(i) [Reserved]
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(j) Electing small business corporation.
A shareholder of an electing small
business corporation (as defined in sec-
tion 1371(b)) may not take into account
unused credit of the corporation attrib-
utable to unused credit years for which
the corporation was not an electing
small business corporation. However, a
taxable year for which the corporation
is an electing small business corpora-
tion is counted as a taxable year for de-
termining the taxable years to which
that unused credit may be carried.

(k) Periods of less than 12 months. A
fractional part of a year that is consid-
ered a taxable year under sections
441(b) and 7701(a)(23) is treated as a pre-
ceding or succeeding taxable year for
determining under section 46(b) the
taxable years to which an unused cred-
it may be carried.

(l) Corporate acquisitions. For carry-
over of unused credits in the case of
certain corporate acquisitions, see sec-
tion 381(c)(23).

(Secs. 7805 (68A Stat. 917, 26 U.S.C. 7805) and
38(b) (76 Stat. 962, 26 U.S.C. 38))

[T.D. 7751, 46 FR 1679, Jan. 7, 1981]

§ 1.46–3 Qualified investment.
(a) In general. (1) With respect to any

taxable year, the qualified investment
of the taxpayer is the aggregate (ex-
pressed in dollars) of (i) the applicable
percentage of the basis of each new sec-
tion 38 property placed in service by
the taxpayer during such taxable year,
plus (ii) the applicable percentage of
the cost of each used section 38 prop-
erty placed in service by the taxpayer
during such taxable year. With respect
to any section 38 property, qualified in-
vestment means the applicable per-
centage of the basis (or cost) of such
property. Section 38 property placed in
service by the taxpayer during the tax-
able year includes the taxpayer’s share
of the basis (or cost) of section 38 prop-
erty placed in service by a partnership
in the taxable year of such partnership
ending with or within the taxpayer’s
taxable year. In the case of a share-
holder of an electing small business
corporation (as defined in section
1371(b)), or a beneficiary of an estate or
trust, see §§ 1.48–5 and 1.48–6, respec-
tively, for apportionment of the basis
(or cost) of section 38 property placed

in service by such corporation, estate,
or trust. For the definitions of new sec-
tion 38 property and used section 38
property, see §§ 1.48–2 and 1.48–3, respec-
tively. See § 1.46–5 for special rules for
progress expenditure property.

(2) The basis (or cost) of section 38
property placed in service during a tax-
able year shall not be taken into ac-
count in determining qualified invest-
ment for such year if such property is
disposed of or otherwise ceases to be
section 38 property during such year,
except where § 1.47–3 applies. Thus, if
individual A places in service during a
taxable year section 38 property and
later in the same year sells such prop-
erty, the basis (or cost) of such prop-
erty shall not be taken into account in
determining A’s qualified investment.
On the other hand, if A places in serv-
ice section 38 property during a taxable
year and dies later in the same year,
the basis (or cost) of such property
would be taken into account in com-
puting qualified investment. Similarly,
if section 38 property is destroyed by
fire in the same year in which it is
placed in service and paragraph (h) of
this section applies to reduce the basis
(or cost) of replacement property, the
basis (or cost) of the destroyed prop-
erty would be taken into account in
computing qualified investment. In
order to determine whether section 38
property is disposed of or otherwise
ceases to be section 38 property see
§ 1.47–2.

(3) Qualified investment is reduced in
the case of property which is ‘‘public
utility property’’ (see paragraph (h) of
this section), and in the case of prop-
erty of organizations to which section
593 applies, regulated investment com-
panies or real estate investment trusts
subject to taxation under subchapter
M, chapter 1 of the Code, and coopera-
tive organizations described in section
1381(a) (see § 1.46–4).

(b) Applicable percentage. The applica-
ble percentage to be applied to the
basis (or cost) of property is 331⁄3 per-
cent if the estimated useful life of the
property is 3 years or more but less
than 5 years; 662⁄3 percent if the esti-
mated useful life is 5 years or more but
less than 7 years; or 100 percent if the
estimated useful life is 7 years or more.
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In the case of property which is not de-
scribed in section 50, the preceding sen-
tence shall be applied by substituting
‘‘4 years’’ for ‘‘3 years’’, ‘‘6 years’’ for
‘‘5 years’’, and ‘‘8 years’’ for ‘‘7 years’’.
The provisions of this paragraph may
be illustrated by the following exam-
ple:

Example. Corporation Y acquires and places
in service during 1972 the following new and
used section 38 properties:

Property
Estimated
useful life

(years)

Basis (or
cost)

A (new) ............................................. 4 $60,000
B (new) ............................................. 10 90,000
C (new) ............................................ 6 150,000
D (used) ........................................... 3 30,000

Corporation Y’s qualified investment for
1972 is $220,000 determined in the following
manner:

Property Basis (or
cost)

Applicable
percentage

Qualified in-
vestment

A ......................... $60,000 331⁄3 $20,000
B ......................... 90,000 100 90,000
C ......................... 150,000 662⁄3 100,000
D ......................... 30,000 331⁄3 10,000

Total ............................................................... 220,000

(c) Basis or cost. (1) The basis of any
new section 38 property shall be deter-
mined in accordance with the general
rules for determining the basis of prop-
erty. Thus, the basis of property would
generally be its cost (see section 1012),
unreduced by the adjustment to basis
provided by section 48(g)(1) with re-
spect to property placed in service be-
fore January 1, 1964, and any other ad-
justment to basis, such as that for de-
preciation, and would include all items
properly included by the taxpayer in
the depreciable basis of the property,
such as installation and freight costs.
However, for purposes of determining
qualified investment, the basis of new
section 38 property constructed, recon-
structed, or erected by the taxpayer
shall not include any depreciation sus-
tained with respect to any other prop-
erty used in the construction, recon-
struction, or erection of such new sec-
tion 38 property. (See paragraph (b)(4)
of § 1.48–1.) If new section 38 property is
acquired in exchange for cash and
other property in a transaction de-
scribed in section 1031 in which no gain
or loss is recognized, the basis of the

newly acquired property for purposes of
determining qualified investment
would be equal to the adjusted basis of
the other property plus the cash paid.
See § 1.48–4 for the basis of property to
a lessee where the lessor has elected to
treat such lessee as a purchaser.

(2) The cost of any used section 38
property shall be determined in accord-
ance with paragraph (b) of § 1.48–3.
However, the aggregate cost of used
section 38 property which may be
taken into account in any taxable year
in computing qualified investment can-
not exceed $50,000 (see paragraph (c) of
§ 1.48–3).

(3) For reduction in the basis (or
cost) of certain property which re-
places other property which was de-
stroyed or damaged by fire, storm,
shipwreck, or other casualty, or which
was stolen, see paragraph (h) of this
section.

(d) Placed in service. (1) For purposes
of the credit allowed by section 38,
property shall be considered placed in
service in the earlier of the following
taxable years:

(i) The taxable year in which, under
the taxpayer’s depreciation practice,
the period for depreciation with respect
to such property begins; or

(ii) The taxable year in which the
property is placed in a condition or
state of readiness and availability for a
specifically assigned function, whether
in a trade or business, in the produc-
tion of income, in a tax-exempt activ-
ity, or in a personal activity.

Thus, if property meets the conditions
of subdivision (ii) of this subparagraph
in a taxable year, it shall be considered
placed in service in such year notwith-
standing that the period for deprecia-
tion with respect to such property be-
gins in a succeeding taxable year be-
cause, for example, under the tax-
payer’s depreciation practice such
property is accounted for in a multiple
asset account and depreciation is com-
puted under an ‘‘averaging convention’’
(see § 1.167(a)–10), or depreciation with
respect to such property is computed
under the completed contract method,
the unit of production method, or the
retirement method.

(2) In the case of property acquired
by a taxpayer for use in his trade or
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business (or in the production of in-
come), the following are examples of
cases where property shall be consid-
ered in a condition or state of readiness
and availability for a specifically as-
signed function:

(i) Parts are acquired and set aside
during the taxable year for use as re-
placements for a particular machine
(or machines) in order to avoid oper-
ational time loss.

(ii) Operational farm equipment is
acquired during the taxable year and it
is not practicable to use such equip-
ment for its specifically assigned func-
tion in the taxpayer’s business of farm-
ing until the following year.

(iii) Equipment is acquired for a spe-
cifically assigned function and is oper-
ational but is undergoing testing to
eliminate any defects.

(iv) Reforestation expenditures (as
defined in § 1.194–3(c)) are incurred dur-
ing the taxable year in connection with
qualified timber property (as defined in
§ 1.194–3(a)).
However, fruit-bearing trees and vines
shall not be considered in a condition
or state of readiness and availability
for a specifically assigned function
until they have reached an income-pro-
ducing stage. Moreover, materials and
parts acquired to be used in the con-
struction of an item of equipment shall
not be considered in a condition or
state of readiness and availability for a
specifically assigned function.

(3) Notwithstanding subparagraph (1)
of this paragraph, property with re-
spect to which an election is made
under § 1.48–4 to treat the lessee as hav-
ing purchased such property shall be
considered placed in service by the les-
sor in the taxable year in which posses-
sion is transferred to such lessee.

(4)(i) The credit allowed by section 38
with respect to any property shall be
allowed only for the first taxable year
in which such property is placed in
service by the taxpayer. The deter-
mination of whether property is sec-
tion 38 property in the hands of the
taxpayer shall be made with respect to
such first taxable year. Thus, if a tax-
payer places property in service in a
taxable year and such property does
not qualify as section 38 property (or
only a portion of such property quali-
fies as section 38 property) in such

year, no credit (or a credit only as to
the portion which qualifies in such
year) shall be allowed to the taxpayer
with respect to such property notwith-
standing that such property (or a
greater portion of such property) quali-
fies as section 38 property in a subse-
quent taxable year. For example, if a
taxpayer places property in service in
1963 and uses the property entirely for
personal purposes in such year, but in
1964 begins using the property in a
trade or business, no credit is allowable
to the taxpayer under section 38 with
respect to such property. See § 1.48–1
for the definition of section 38 prop-
erty.

(ii) Notwithstanding subdivision (i) of
this subparagraph, if, for the first tax-
able year in which property is placed in
service by the taxpayer, the property
qualifies as section 38 property but the
basis of the property does not reflect
its full cost for the reason that the
total amount to be paid or incurred by
the taxpayer for the property is inde-
terminate, a credit shall be allowed to
the taxpayer for such first taxable year
with respect to so much of the cost as
is reflected in the basis of the property
as of the close of such year, and an ad-
ditional credit shall be allowed to the
taxpayer for any subsequent taxable
year with respect to the additional cost
paid or incurred during such year and
reflected in the basis of the property as
of the close of such year. The esti-
mated useful life used in computing
each additional credit with respect to
the property shall be the same as the
estimated useful life used in computing
the credit for the first taxable year in
which the property was placed in serv-
ice by the taxpayer. Assume, for exam-
ple, that in 1964 X Corporation, a util-
ity company which makes its return on
the basis of a calendar year, enters into
an agreement with Y Corporation, a
builder, to construct certain utility fa-
cilities for a housing development built
by Y. Assume further that part of the
funds for the construction of the util-
ity facilities is advanced by Y under a
contract providing that X will repay
the advances over a 10-year period in
accordance with an agreed formula,
after which no further amounts will be
repayable by X even though the full
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amount advanced by Y has not been re-
paid. Assuming that the utility facili-
ties are placed in service in 1964 and
qualify as section 38 property, X is al-
lowed a credit for 1964 with respect to
its basis in the utility facilities at the
close of 1964. For each succeeding tax-
able year X is allowed an additional
credit with respect to the increase in
the basis of the utility facilities result-
ing from the repayments to Y during
such year.

(e) Estimated useful life—(1)(i) In gen-
eral. With respect to assets placed in
service by the taxpayer during any tax-
able year, for the purpose of computing
qualified investment the estimated
useful lives assigned to all assets which
fall within a particular guideline class
(within the meaning of Revenue Proce-
dure 62–21) may be determined, at the
taxpayer’s option, under either sub-
paragraph (2) or (3) of this paragraph.
Thus, the taxpayer may assign esti-
mated useful lives to all the assets fall-
ing in one guideline class in accordance
with subparagraph (2) of this para-
graph, and may assign estimated useful
lives to all the assets falling within an-
other guideline class in accordance
with subparagraph (3) of this para-
graph. See subparagraphs (4) and (5) of
this paragraph for determination of es-
timated useful lives of assets not sub-
ject to subparagraph (2) or (3) of this
paragraph.

(ii) Except as provided in subpara-
graph (7), this paragraph shall not
apply to property described in section
50.

(2) Class life system. The taxpayer may
assign to each asset falling within a
guideline class, which is placed in serv-
ice during the taxable year, the class
life of the taxpayer for the guideline
class for such year as determined under
section 4, part II of Revenue Procedure
62–21. The preceding sentence may be
applied to the assets falling within a
guideline class irrespective of whether
the taxpayer uses single asset accounts
or multiple asset accounts in comput-
ing depreciation with respect to such
assets and irrespective of whether the
taxpayer chooses to have his deprecia-
tion allowance with respect to such as-
sets examined under the rules provided
in Revenue Procedure 62–21.

(3) Individual useful life system. (i) The
taxpayer may assign an individual esti-
mated useful life to each asset falling
within a guideline class which is placed
in service during the taxable year.
With respect to the assets falling with-
in the guideline class which are placed
in single asset accounts for purposes of
computing depreciation, the estimated
useful life used for each asset for that
purpose shall be used in determining
qualified investment. With respect to
the assets falling within the guideline
class which are placed in multiple
asset accounts (including a guideline
class account described in Revenue
Procedure 62–21) for which a group,
classified, or composite rate is used in
computing depreciation (or in single
asset accounts for which an average
life rate is used), the determination of
estimated useful life for each asset in
the account shall be made individually
on the best estimate obtainable on the
basis of all the facts and cir-
cumstances. The individual estimated
useful lives used for all the assets
placed in a multiple asset account,
when viewed together, must be consist-
ent with the group, classified, or com-
posite life used for the account for pur-
poses of computing depreciation.

(ii) In determining the individual es-
timated useful lives of assets similar in
kind contained in a multiple asset ac-
count (or in single asset accounts for
which an average life rate is used), the
taxpayer may (a) assign to each of such
assets the average useful life of such
assets used for purposes of computing
depreciation, or (b) assign separate
lives to such assets based on the esti-
mated range of years taken into con-
sideration in establishing the average
useful life. Thus, for example, if a tax-
payer places nine similar trucks with
an average estimated useful life of 7
years, based on an estimated range of 6
to 8 years (two trucks with a useful life
of 6 years, five trucks with a useful life
of 7 years, and two trucks with a useful
life of 8 years), in a multiple asset ac-
count for which a group rate is used in
computing depreciation, he may either
assign a useful life of 6 years to two of
the trucks, 7 years to five of the
trucks, and 8 years to two of the
trucks, or he may assign the average
useful life of the trucks (7 years) to
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each of the nine trucks. Likewise, if a
taxpayer places 100 similar telephone
poles with an average useful life of 28
years, based on an estimated range of 3
to 40 years (two with a useful life of
less than 4 years, three with a useful
life of 4 to 6 years, four with a useful
life of 6 to 8 years, and 91 with a useful
life of more than 8 years), in a multiple
asset account for which a group rate is
used in computing depreciation, he
may either assign useful lives cor-
responding to the estimated range of
years of the poles (i.e., a useful life of
less than 4 years to two of the poles,
etc.), or he may assign the average use-
ful life of the poles (28 years) to each of
the poles.

(iii) [Reserved]
(iv) For purposes of subdivision (ii) of

this subparagraph, assets (other than
‘‘mass assets’’) shall not be considered
as ‘‘similar in kind’’ in respect of other
assets unless all such assets are sub-
stantially of the same value, nor shall
used section 38 property be considered
as ‘‘similar in kind’’ to new section 38
property.

(4) Useful life of property subject to am-
ortization—(i) In general. In the case of
property with respect to which amorti-
zation in lieu of depreciation is allow-
able, the term over which amortization
deductions are taken shall be consid-
ered as the estimated useful life of such
property.

(ii) Qualified timber property. In the
case of qualified timber property (with-
in the meaning of section 194(c)(1)), the
normal growing period of such property
shall be considered its estimated useful
life.

(5) Useful life of property subject to cer-
tain methods of depreciation. If a tax-
payer is using a method of deprecia-
tion, such as the unit of production or
retirement method, which does not
measure the useful life of the property
in terms of years, he must estimate
such useful life in years in order to
compute his qualified investment.

(6) Record requirements. The taxpayer
shall maintain sufficient records to de-
termine whether section 47 (relating to
certain dispositions, etc., of section 38
property) applies with respect to any
asset.

(7) Section 50 property. (i) The provi-
sions of this subparagraph and subpara-

graphs (4) and (6) of this paragraph
shall apply to property which is de-
scribed in section 50.

(ii) The estimated useful life of prop-
erty for purposes of computing quali-
fied investment shall be the useful life
used or to be used by the taxpayer in
computing the allowance for deprecia-
tion with respect to such property
under section 167 for the taxable year
in which the property is placed in serv-
ice. Thus, if property is placed in serv-
ice by a taxpayer in a taxable year but
the period for depreciation with respect
to such property does not begin until a
succeeding taxable year (see paragraph
(d)(1) of this section), the estimated
useful life for purposes of computing
qualified investment must be the esti-
mated useful life that the taxpayer
uses in computing the allowance for de-
preciation. See subdivision (iv) of this
subparagraph for rules for determining
the estimated useful life of property
with respect to which the allowance for
depreciation under section 167 is com-
puted under the unit of production
method, the income-forecast method,
or any other method which does not
measure the useful life of the property
in terms of years.

(iii)(a) The estimated useful life of
any section 38 property to which an
election under section 167(m) applies
shall be the asset depreciation period
selected for such property under
§ 1.167(a)–11(b)(4), whether or not such
property constitutes mass assets (as
defined in § 1.47–1(e)(4)).

(b) The estimated useful life of any
section 38 property to which an elec-
tion under section 167(m) does not
apply and which is placed in a multiple
asset account for which a group, classi-
fied, or composite rate is used in com-
puting depreciation (or in single asset
accounts for which an average life rate
is used) shall be determined individ-
ually for each asset on the best esti-
mate obtainable on the basis of all the
facts and circumstances. The individ-
ual estimated useful life for each asset
placed in a multiple asset account (in-
cluding a mass asset account) must be
the same as the useful life of such asset
used in determining the group, classi-
fied, or composite life for the account
for purposes of computing deprecia-
tion. The individual estimated useful
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lives of assets similar in kind may be
determined in accordance with subdivi-
sions (ii) and (iv) of subparagraph (3) of
this paragraph. In the case of mass as-
sets, subdivision (iii) of subparagraph
(3) of this paragraph shall apply.

(f) Partnerships—(1) In general. In the
case of a partnership, each partner
shall take into account separately, for
his taxable year with or within which
the partnership taxable year ends, his
share of the basis of partnership new
section 38 property and his share of the
cost of partnership used section 38
property placed in service by the part-
nership during such partnership tax-
able year. Each partner shall be treat-
ed as the taxpayer with respect to his
share of the basis of partnership new
section 38 property and his share of the
cost of partnership used section 38
property. The estimated useful life to
each partner of such property shall be
deemed to be the estimated useful life
of the property in the hands of the
partnership. Partnership section 38
property shall not, by reason of each
partner taking his share of the basis or
cost into account, lose its character as
either new section 38 property or used
section 38 property, as the case may be.
For computation of each partner’s
qualified investment for the energy
credit for a qualified intercity bus, see
§ 1.48–9(q)(9)(iv).

(2) Determination of partner’s share. (i)
Each partner’s share of the basis (or
cost) of any section 38 property shall be
determined in accordance with the
ratio in which the partners divide the
general profits of the partnership (that
is, the taxable income of the partner-
ship as described in section 702(a)(9))
regardless of whether the partnership
has a profit or a loss for its taxable
year during which the section 38 prop-
erty is placed in service. However, if
the ratio in which the partners divide
the general profits of the partnership
changes during the taxable year of the
partnership, the ratio effective for the
date on which the property is placed in
service shall apply.

(ii) Notwithstanding subdivision (i) of
this subparagraph, if all related items
of income, gain, loss, and deduction
with respect to any item of partnership
section 38 property are specially allo-
cated in the same manner and if such

special allocation is recognized under
section 704 (a) and (b) and paragraph (b)
of § 1.704–1, then each partner’s share of
the basis of such item of new section 38
property or the cost of such item of
used section 38 property shall be deter-
mined by reference to such special allo-
cation effective for the date on which
the property is placed in service.

(iii) Notwithstanding subdivisions (i)
and (ii) of this subparagraph, if with re-
spect to a partnership’s taxable year
the conditions set forth in (a) through
(c) of this subdivision are satisfied with
respect to a partner, then such partner
shall not take into account the basis
(or cost) of any section 38 property
placed in service by the partnership
during such taxable year. The condi-
tions referred to in the preceding sen-
tence are:

(a) Such partner’s interest in the
general profits of the partnership dur-
ing the taxable year is 5 percent or
less;

(b) Under the partnership agreement,
such partner will retire from the part-
nership during the taxable year or
within 7 years after the end of such
year; and

(c) The partnership agreement pro-
vides that the basis (or cost) of section
38 property placed in service by the
partnership during the taxable year
shall not be taken into account by a
partner described in (a) and (b) of this
subdivision.
Any basis (or cost) of section 38 prop-
erty which is not taken into account
by a partner because of the provisions
of this subdivision shall be taken into
account by the other partners in ac-
cordance with subdivision (i) of this
subparagraph.

(3) Examples. This paragraph may be
illustrated by the following examples:

Example 1. Partnership ABCD acquires and
places in service on January 1, 1962, an item
of new section 38 property, and acquires and
places in service on September 1, 1962, an-
other item of new section 38 property. The
ABCD partnership and each of its partners
reports income on the basis of the calendar
year. Partners A, B, C, and D share partner-
ship profits equally. Each partner’s share of
the basis of each new partnership section 38
property is 25 percent.

Example 2. Assume the same facts as in Ex-
ample 1 and the following additional facts: A
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dies on June 30, 1962, and B purchases A’s in-
terest as of such date. Each partner’s share
of the profits from January 1 to June 30 is 25
percent. From July 1 to December 31, B’s
share of the profits is 50 percent, and C and
D’s share of the profits is 25 percent each.
For A’s last taxable year (January 1 to June
30, 1962), A shall take into account 25 percent
of the basis of the section 38 property placed
in service on January 1. B shall take into ac-
count 25 percent of the basis of the section 38
property placed in service on January 1 and
50 percent of the basis of the section 38 prop-
erty placed in service on September 1, C and
D shall each take into account 25 percent of
the basis of each new section 38 property
placed in service by the partnership in 1962.

Example 3. Partnership MR is engaged in
the business of renting soda fountain equip-
ment and icemakers to restaurants. The
partnership makes no elections under § 1.48–
4 to treat its lessees as having purchased
such property. Under the terms of the part-
nership agreement, the income, gain or loss
on disposition, depreciation, and other de-
ductions attributable to the icemakers are
specially allocated 70 percent to partner M
and 30 percent to partner R. In all other re-
spects M and R share profits and losses
equally. If the special allocation with re-
spect to the icemakers is recognized under
section 704 (a) and (b) and paragraph (b) of

§ 1.704–1, the basis (or cost) of the icemakers
which qualify as partnership section 38 prop-
erty shall be taken into account 70 percent
by M and 30 percent by R. The basis (or cost)
of partnership section 38 property not sub-
ject to the special allocation shall be taken
into account equally by M and R.

Example 4. Assume the same facts as in Ex-
ample 3 and the following additional facts:
During November 1962, the partnership,
which reports its income on the basis of a
fiscal year ending May 31, acquires and
places in service two items which qualify as
new section 38 property, an icemaker and a
soda fountain. The icemaker has an esti-
mated useful life of 8 years to the partner-
ship and a basis of $1,000. The soda fountain
has an estimated useful life of 6 years to the
partnership and a basis of $600. Partner M
also owns and operates a business as a sole
proprietorship and reports income on the
calendar year basis. During 1963, M acquires
and places in service in his sole proprietor-
ship a machine which qualifies as new sec-
tion 38 property. This machine has an esti-
mated useful life of 4 years and a basis of
$300. M owns no interest in any other part-
nerships, electing small business corpora-
tions, estates, or trusts. M’s total qualified
investment for 1963 is $1,000, computed as fol-
lows:

Property Estimated
useful life Basis M’s share of

basis
Applicable
percentage

Qualified in-
vestment

Partnership MR
Icemaker ..................................................... 8 $1,000 $700 100 $700
Soda fountain ............................................. 6 600 300 662⁄3 200

Sole proprietorship
Machine ...................................................... 4 300 ........................ 331⁄3 100

Total ............................................................................................................................................................. 1,000

(g) Public utility property—(1) In gen-
eral—(i) Scope of paragraph. This para-
graph only applies to property de-
scribed in section 50. For rules relating
to public utility property not described
in section 50, see 26 CFR part 1, § 1.46–
3(g) (as revised April 1, 1977). This para-
graph does not reflect amendments to
section 46(c) made after enactment of
the Revenue Act of 1971.

(ii) Amount of qualified investment. A
taxpayer’s qualified investment in sec-
tion 38 property that is public utility
property is 4⁄7 of the amount otherwise
determined under this section.

(2) Meaning and uses of certain terms.
For purposes of this paragraph—

(i) Public utility property. ‘‘Public
utility property’’ is property used by a

taxpayer predominantly in a trade or
business that is a public utility activ-
ity and property that is nonregulated
communication property.

(ii) Public utility activity. A ‘‘public
utility activity’’ is any activity in
which the goods or services described
in section 46(c)(3)(B) (i), (ii), or (iii) are
furnished or sold at regulated rates. If
property is used by a taxpayer both in
a public utility activity and in another
activity, the characterization of such
property is based on the predominant
use of such property during the taxable
year in which it is placed in service.

(iii) Regulated rates. A taxpayer’s
rates are ‘‘regulated’’ if they are estab-
lished or approved on a rate-of-return
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basis. Rates regulated on a rate-of-re-
turn basis are an authorization to col-
lect revenues that cover the taxpayer’s
cost of providing goods or services, in-
cluding a fair return on the taxpayer’s
investment in providing such goods or
services, where the taxpayer’s costs
and investment are determined by use
of a uniform system of accounts pre-
scribed by the regulatory body. A tax-
payer’s rates are not ‘‘regulated’’ if
they are established or approved on the
basis of maintaining competition with-
in an industry, insuring adequate serv-
ice to customers of an industry, or
charging ‘‘reasonable’’ rates within an
industry since the taxpayer is not au-
thorized to collect revenues based on
the taxpayer’s cost of providing goods
or services. Rates are considered to
have been ‘‘established or approved’’ if
a schedule of rates is filed with a regu-
latory body that has the power to ap-
prove such rates, even though the regu-
latory body takes no action on the
filed schedule or generally leaves un-
disturbed rates filed by the taxpayer.

(iv) Nonregulated communication prop-
erty. ‘‘Nonregulated communication
property’’ is property that is clearly
the same type of property (and is used
by the taxpayer predominantly for the
same type of communication purposes)
as communication property, but it is
used by the taxpayer predominantly in
a trade or business that is not a public
utility activity. For purposes of this
paragraph (g)(2)(iv), of this section,
communication property is property
ordinarily used for communication pur-
poses by persons who provide regulated
telephone or microwave communica-
tion services described in section
46(c)(3)(B)(iii). The determination of
whether property is clearly of this
same type and is used predominantly
for these same communication pur-
poses as communication property is
made on the basis of the facts and cir-
cumstances of each particular case, in-
cluding the current state of technology
in the communications industry and
the range and type of services per-
mitted or required to be provided by
the regulated telephone and microwave
communication industry. As of 1978,
wires or cables used predominantly to
distribute to subscribers the signals of
one or more television broadcast sta-

tions or cablecast stations (such as in a
CATV system) are not used for the
same type of communication purposes
as communication property. Commu-
nication property includes microwave
transmission equipment, private com-
munication equipment (other than land
mobile radio equipment for which the
operator must obtain a license from
the Federal Communications Commis-
sion), private switchboard (PBX) equip-
ment, communications terminal equip-
ment connected to telephone networks,
data transmission equipment, and com-
munications satellites. Communication
property does not include (as of 1978)
computer terminals or facsimile repro-
duction equipment that is connected to
telephone lines to transmit data. It
also does not include office furniture
stands for communication property,
tools, repair vehicles, and similar prop-
erty, even if such property is exclu-
sively used in providing regulated tele-
phone or microwave communication
services.

(3) Leased property. Public utility
property includes property which is
leased to others by a taxpayer where
the leasing of such property is part of
the lessor’s public utility activity.
Thus, such leased property is public
utility property even though the lessee
uses such property in an activity which
is not a public utility activity, and
whether or not the lessor of such prop-
erty makes a valid election under
§ 1.48–4 to treat the lessee as having
purchased such property for purposes
of the credit allowed by section 38.
Property leased by a lessor, where the
leasing is not part of a public utility
activity, to a lessee who uses such
property predominantly in a public
utility activity is public utility prop-
erty for purposes of computing the les-
sor’s or lessee’s qualified investment
with respect to such property.

(4) Property used in both the production
or transmission of gas and the local dis-
tribution of gas. (i) With respect to
properties of a taxpayer engaged in
both the production or transmission of
gas and the local distribution of gas,
section 38 property shall be considered
as used predominantly in the trade or
business of the furnishing or sale of gas
through a local distribution system if
expenditures for such property are
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chargeable to any of the following ac-
counts under either the uniform sys-
tem of accounts prescribed for natural
gas companies (class A and class B) by
the Federal Power Commission, effec-
tive January 1, 1961, or the uniform
system of accounts for class A and B
gas utilities adopted in 1958 by the Na-
tional Association of Railroad and
Utility Commissioners (or would be
chargeable to any of the following ac-
counts if the taxpayer used either of
such systems):

(a) Accounts 360 through 363, inclu-
sive (Local Storage Plant), or

(b) Accounts 374 through 387, inclu-
sive (Distribution Plant).

(ii) If expenditures for section 38
property are chargeable (or would be
chargeable) to any of the following ac-
counts under either of the systems
named in subdivision (i) of this sub-
paragraph, the determination of wheth-
er or not such property is used pre-
dominantly in the trade or business of
the furnishing or sale of gas through a
local distribution system shall be made
under all the facts and circumstances
relating to the actual use of such prop-
erty in the year such property is placed
in service:

(a) Accounts 304 through 320, inclu-
sive (Manufactured Gas Production
Plant), or

(b) Accounts 389 through 399, inclu-
sive (General Plant).
For example, if an office machine is
used 55 percent of the time for billing
customers of the taxpayer’s local dis-
tribution system in the year in which
it is placed in service, such office ma-
chine shall be considered as used pre-
dominantly in the trade or business of
the furnishing or sale of gas through a
local distribution system.

(5) Certain submarine cable property. In
the case of any interest in a submarine
cable circuit which is property de-
scribed in section 50 used to furnish
telegraph service between the United
States and a point outside the United
States of a taxpayer engaged in fur-
nishing international telegraph service
(if the rates for such furnishing have
been established or approved by a gov-
ernmental unit, agency, instrumental-
ity, commission, or similar body de-
scribed in subparagraph (2) of this
paragraph), the qualified investment

shall not exceed the qualified invest-
ment attributable to so much of the in-
terest of the taxpayer in the circuit as
does not exceed 50 percent of all inter-
ests in the circuit.

(h) Certain replacement property. (1)(i)
If section 38 property is placed in serv-
ice by the taxpayer to replace property
(whether or not section 38 property)
similar or related in service or use,
which was destroyed or damaged before
August 16, 1971, by fire, storm, ship-
wreck, or other casualty, or was stolen
before such date, then for purposes of
paragraph (a) of this section the basis
(or cost) of the replacement section 38
property otherwise determined under
paragraph (c) of this section shall be
reduced by an amount equal to the
lesser of—

(a) The amount of money, or the fair
market value of other property, re-
ceived as compensation, by insurance
or otherwise, for the property which
was destroyed, damaged, or stolen, or

(b) The adjusted basis of such de-
stroyed, damaged, or stolen property
(immediately before such destruction,
damage, or theft).

(ii) For purposes of subdivision (i) of
this subparagraph—

(a) Section 38 property placed in serv-
ice after the due date (including exten-
sions of time thereof) for filing the tax-
payer’s income tax return for the tax-
able year in which the other property
was destroyed, damaged, or stolen shall
not be considered as replacement sec-
tion 38 property, and

(b) If the property which is destroyed,
damaged, or stolen, is leased property,
no other leased property shall be con-
sidered as replacement property with
respect to the property destroyed, dam-
aged, or stolen, in any case in which
the lessor makes or made an election
under section 48(d) (relating to election
with respect to certain leased property)
with respect to either the property de-
stroyed, damaged, or stolen, the other
leased property, or both.

(2) Subparagraph (1) of this para-
graph shall not apply to replacement
property if the reduction, under such
subparagraph (1), in the basis (or cost)
of such replacement property is less
than the excess of—
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(i) The qualified investment with re-
spect to the destroyed, damaged, or
stolen property, over

(ii) The recomputed qualified invest-
ment with respect to such property (de-
termined under the principles of para-
graph (a) of § 1.47–1).

(3) This paragraph may be illustrated
by the following examples:

Example 1. (i) A acquired and placed in
service on January 1, 1962, machine No. 1,
which qualified as section 38 property, with a
basis of $30,000 and an estimated useful life of
6 years. The amount of qualified investment
with respect to such machine was $20,000. On
January 2, 1963, machine No. 1 is completely
destroyed by fire. On January 1, 1963, the ad-
justed basis of such machine in A’s hands is
$24,500. On November 1, 1963, A receives
$23,000 in insurance proceeds as compensa-
tion for the destroyed machine, and on De-
cember 15, 1963, A acquires and places in
service machine No. 2, which qualifies as sec-
tion 38 property, with a basis of $41,000 and
an estimated useful life of 6 years to replace
machine No. 1.

(ii) Under subparagraph (1) of this para-
graph, the $41,000 basis of machine No. 2 is
reduced, for purposes of paragraph (a) of this
section, by $23,000 (that is, the $23,000 insur-
ance proceeds since such amount is less than
the $24,500 adjusted basis of machine No. 1
immediately before it was destroyed) to
$18,000 since such reduction (that is, $23,000)
is greater than the $20,000 reduction in quali-
fied investment which would be made if
paragraph (a) of § 1.47–1 were to apply to ma-
chine No. 1 ($20,000 qualified investment less
zero recomputed qualified investment).

Example 2. (i) The facts are the same as in
Example 1 except that on November 1, 1963, A
receives only $19,000 in insurance proceeds as
compensation for the destroyed machine.

(ii) The $41,000 basis of machine No. 2 is not
reduced, for purposes of paragraph (a) of this
section, under this paragraph since the
$19,000 reduction which would have been
made under this paragraph had it applied
(that is, the $19,000 insurance proceeds since
such amount is less than the $24,500 adjusted
basis of machine No. 1 immediately before it
was destroyed) is less than the $20,000 reduc-
tion in qualified investment which is made
since paragraph (a) of § 1.47–1 applies to ma-
chine No. 1 ($20,000 qualified investment less
zero recomputed qualified investment).

(Secs. 194 (94 Stat. 1989; 26 U.S.C. 194) and
7805 (68A Stat. 917, 26 U.S.C. 7805) of the In-
ternal Revenue Code of 1954; secs. 38(b) (76
Stat. 963, 26 U.S.C. 38(b)), 48(l)(16) (94 Stat.

264, 26 U.S.C. 48(l)(16)), and 7805 (68A Stat.
917, 26 U.S.C. 7805)

[T.D. 6731, 29 FR 6068, May 8, 1964, as amend-
ed by T.D. 6931, 32 FR 14026, Oct. 10, 1967; T.D.
7203, 37 FR 17125, Aug. 25, 1972; T.D. 7602, 44
FR 17667, Mar. 23, 1979; T.D. 7927, 48 FR 55849,
Dec. 16, 1983; T.D. 7982, 49 FR 39541, Oct. 9,
1984; T.D. 8183, 53 FR 6618, Mar. 2, 1988; T.D.
8474, 58 FR 25557, Apr. 27, 1993]

§ 1.46–4 Limitations with respect to
certain persons.

(a) Mutual savings institutions. In the
case of an organization to which sec-
tion 593 applies (that is, a mutual sav-
ings bank, a cooperative bank, or a do-
mestic building and loan association)—

(1) The qualified investment with re-
spect to each section 38 property shall
be 50 percent of the amount otherwise
determined under § 1.46–3, and

(2) The $25,000 amount specified in
section 46(a)(2), relating to limitation
based on amount of tax, shall be re-
duced by 50 percent of such amount.

For example, if a domestic building
and loan association places in service
on January 1, 1963, new section 38 prop-
erty with a basis of $30,000 and an esti-
mated useful life of 6 years, its quali-
fied investment for 1963 with respect to
such property computed under § 1.46–3
is $20,000 (662⁄3 percent of $30,000). How-
ever, under this paragraph such
amount is reduced to $10,000 (50 percent
of $20,000). If an organization to which
section 593 applies is a member of an
affiliated group (as defined in section
46(a)(5)), the $25,000 amount specified in
section 46(a)(2) shall be reduced in ac-
cordance with the provisions of para-
graph (f) of § 1.46–1 before such amount
is further reduced under this para-
graph.

(b) Regulated investment companies and
real estate investment trusts. (1) In the
case of a regulated investment com-
pany or a real estate investment trust
subject to taxation under subchapter
M, chapter 1 of the Code—

(i) The qualified investment with re-
spect to each section 38 property other-
wise determined under § 1.46–3, and

(ii) The $25,000 amount specified in
section 46(a)(2), relating to limitation
based on amount of tax,
shall be reduced to such person’s rat-
able share of each such amount. If a
regulated investment company or a
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real estate investment trust is a mem-
ber of an affiliated group (as defined in
section 46(a)(5)), the $25,000 amount
specified in section 46(a)(2) shall be re-
duced in accordance with the provi-
sions of paragraph (f) of § 1.46–1 before
such amount is further reduced under
this paragraph.

(2) A person’s ratable share of the
amount described in subparagraph
(1)(i) and the amount described in sub-
paragraph (1)(ii) of this paragraph shall
be the ratio which—

(i) Taxable income for the taxable
year, bears to

(ii) Taxable income for the taxable
year plus the amount of the deduction
for dividends paid taken into account
under section 852(b)(2)(D) in computing
investment company taxable income,
or under section 857(b)(2)(B) (section
857(b)(2)(C), as then in effect, for tax-
able years ending before October 5,
1976) in computing real estate invest-
ment trust taxable income, as the case
may be.
For purposes of the preceding sentence,
taxable income means, in the case of a
regulated investment company its in-
vestment company taxable income
(within the meaning of section
852(b)(2)), and in the case of a real es-
tate investment trust its real estate in-
vestment trust taxable income (within
the meaning of section 857(b)(2)). In the
case of a taxable year ending after Oc-
tober 4, 1976, real estate investment
trust taxable income, for purposes of
section 46(e) and this paragraph, is de-
termined by excluding any net capital
gain, and by computing the deduction
for dividends paid without regard to
capital gains dividends (as defined in
section 857(b)(3)(C)). The amount of the
deduction for dividends paid includes
the amount of deficiency dividends
(other than capital gains deficiency
dividends) taken into account in com-
puting investment company taxable in-
come or real estate investment trust
taxable income for the taxable year.
See section 860(f) for the definition of
deficiency dividends. For purposes of
this paragraph only, in computing tax-
able income for a taxable year begin-
ning before January 1, 1964, a regulated
investment company or a real estate
investment trust may compute depre-
ciation deductions with respect to sec-

tion 38 property placed in service be-
fore January 1, 1964, without regard to
the reduction in basis of such property
required under § 1.48–7.

(3) This paragraph may be illustrated
by the following example:

Example. (i) Corporation X, a regulated in-
vestment company subject to taxation under
section 852 of the Code which makes its re-
turn on the basis of the calendar year, places
in service on January 1, 1964, section 38 prop-
erty with a basis of $30,000 and an estimated
useful life of 6 years. Corporation X’s invest-
ment company taxable income under section
852(b)(2) is $10,000 after taking into account a
deduction for dividends paid of $90,000.

(ii) Under this paragraph, corporation X’s
qualified investment for the taxable year
1964 with respect to such property is $2,000,
computed as follows: (a) $20,000 (qualified in-
vestment under § 1.46–3), multiplied by (b)
$10,000 (taxable income), divided by (c)
$100,000 (taxable income plus the deduction
for dividends paid). For 1964, the $25,000
amount specified in section 46(a)(2) is re-
duced to $2,500.

(c) Cooperatives. (1) In the case of a
cooperative organization described in
section 1381(a)—

(i) The qualified investment with re-
spect to each section 38 property other-
wise determined under § 1.46–3, and

(ii) The $25,000 amount specified in
section 46(a)(2), relating to limitation
based on amount of tax,
shall be reduced to such cooperative’s
ratable share of each such amount. If a
cooperative organization described in
section 1381(a) is a member of an affili-
ated group (as defined in section
46(a)(5)), the $25,000 amount specified in
section 46(a)(2) shall be reduced in ac-
cordance with the provisions of para-
graph (f) of § 1.46–1 before such amount
is further reduced under this para-
graph.

(2) A cooperative’s ratable share of
the amount described in subparagraph
(1)(i) and the amount described in sub-
paragraph (1)(ii) of this paragraph shall
be the ratio which—

(i) Taxable income for the taxable
year, bears to

(ii) Taxable income for the taxable
year plus the sum of (a) the amount of
the deductions allowed under section
1382(b), (b) the amount of the deduc-
tions allowed under section 1382(c), and
(c) amounts similar to the amounts de-
scribed in (a) and (b) of this subdivision
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the tax treatment of which is deter-
mined without regard to subchapter T,
chapter 1 of the Code and the regula-
tions thereunder.

Amounts similar to deductions allowed
under section 1382 (b) or (c) are, for ex-
ample, in the case of a taxable year of
a cooperative organization beginning
before January 1, 1963, the amount of
patronage dividends which are ex-
cluded or deducted and any nonpatron-
age distributions which are deducted
under section 522(b)(1). In the case of a
taxable year of a cooperative organiza-
tion beginning after December 31, 1962,
such amounts are the amount of pa-
tronage dividends and nonpatronage
distributions which are excluded or de-
ducted without regard to section 1382
(b) or (c) because they are paid with re-
spect to patronage occurring before
1963. For purposes of this paragraph
only, in computing taxable income for
a taxable year beginning before Janu-
ary 1, 1964, a cooperative may compute
depreciation deductions with respect to
section 38 property placed in service
before January 1, 1964, without regard
to the reduction in basis of such prop-
erty required under § 1.48–7.

(3) This paragraph may be illustrated
by the following example:

Example. (i) Cooperative X, an organization
described in section 1381(a) which makes its
return on the basis of the calendar year,
places in service on January 1, 1964, section
38 property with a basis of $30,000 and an es-
timated useful life of 6 years. Cooperative
X’s taxable income is $10,000 after taking
into account deductions of $20,000 allowed
under section 1382(b), deductions of $60,000 al-
lowed under section 1382(c), and deductions
of $10,000 allowed under section 522(b)(1)(B).

(ii) Under this paragraph, cooperative X’s
qualified investment for the taxable year
1964 with respect to such property is $2,000,
computed as follows: (a) $20,000 (qualified in-
vestment under § 1.46–3), multiplied by (b)
$10,000 (taxable income), divided by (c)
$100,000 (taxable income plus the sum of the
deductions allowed under sections 1382(b),
1382(c), and 522(b)(1)(B)). For 1964, the $25,000
amount specified in section 46(a)(2) is re-
duced to $2,500.

(d) Noncorporate lessors. (1) In the case
of a lease entered into after September
22, 1971, a credit is allowed under sec-
tion 38 to a noncorporate lessor of
property with respect to the leased
property only if—

(i) Such property has been manufac-
tured or produced by the lessor in the
ordinary course of his business, or

(ii) The term of the lease (taking into
account any options to renew) is less
than 50 percent of the estimated useful
life of the property (determined under
§ 1.46–3(e)), and for the period consist-
ing of the first 12 months after the date
on which the property is transferred to
the lessee the sum of the deductions
with respect to such property which
are allowable to the lessor solely by
reason of section 162 (other than rents
and reimbursed amounts with respect
to such property) exceeds 15 percent of
the rental income produced by such
property.
In the case of property of which a part-
nership is the lessor, the credit other-
wise allowable under section 38 with re-
spect to such property to any partner
which is a corporation shall be allowed
notwithstanding the first sentence of
this subparagraph. For purposes of this
subparagraph, an electing small busi-
ness corporation (as defined in section
1371) shall be treated as a person which
is not a corporation. This paragraph
shall not apply to property used by the
taxpayer in his trade or business (other
than the leasing of property) for a pe-
riod of at least 24 months preceding the
day on which any lease of such prop-
erty is entered into.

(2) For purposes of subparagraph
(1)(ii) of this paragraph, if at the time
the lessor files his income tax return
for the taxable year in which the prop-
erty is placed in service, the lessor is
unable to show that the more-than-15-
percent test has been satisfied, then no
credit may be claimed by the lessor on
such return with respect to such prop-
erty unless (i) taking into account the
lessor’s obligations under the lease it is
reasonable to believe that the more-
than-15-percent test will be satisfied,
and (ii) the lessor files a statement
with his return from which it may be
determined that he expects to satisfy
the more-than-15-percent test. If the
more-than-15-percent test is not satis-
fied with respect to the property, the
taxpayer must file an amended return
for the year in which the property is
placed in service.

(3)(i) The more-than-15-percent test
described in subparagraph (1)(ii) of this
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paragraph is based on the relationship
of the expenses of the lessor relating to
or attributable to the property to the
gross income from rents of the tax-
payer produced by the property. The
test is applied with respect to such ex-
penses and gross income as are prop-
erly attributable to the period consist-
ing of the first 12 months after the date
on which the property is transferred to
the lessee. When more than one prop-
erty is subject to a single lease and,
pursuant to subparagraph (4) of this
paragraph, the arrangement is consid-
ered to be a separate lease of each
property, the test is applied separately
to each such lease by making an appor-
tionment of the payments received and
expenses incurred with respect to each
such property, considering all relevant
factors. Such apportionment is made in
accordance with any reasonable meth-
od selected and consistently applied by
the taxpayer. For example, under sub-
paragraph (4) of this paragraph, where
a taxpayer leases an airplane which he
owns to an airline along with a bag-
gage truck, he is treated as having
made two separate leases, one covering
the airplane and one covering the bag-
gage truck. Thus, the test will be ap-
plied by apportioning the related in-
come and expenses between the two
leases. Similarly, where a taxpayer
leases a factory building erected by
him containing section 38 property
(machinery and equipment), the test
will be applied to the taxpayer as
though he had leased (to the lessee) the
building and the section 38 property
separately. Thus, the rental income
and expenses are apportioned between
the building and the section 38 prop-
erty.

(ii) Only those deductions allowable
solely by reason of section 162 are
taken into account in applying the
more-than-15-percent test. Hence, de-
preciation allowable by reason of sec-
tion 167 (including amortization allow-
able in lieu of depreciation); interest
allowable by reason of section 163;
taxes allowable by reason of section
164; and depletion allowable by reason
of section 611 are examples of deduc-
tions which are not taken into account
in applying the test. Moreover, rents
and reimbursed amounts paid or pay-
able by the lessor are not taken into

account notwithstanding that a deduc-
tion in respect of such rents or reim-
bursed amounts is allowable solely by
reason of section 162. For purposes of
this paragraph, a reimbursed amount is
any expense for which the lessee or
some other party is obligated to reim-
burse the lessor. Section 162 expenses
paid or payable by any person other
than the lessor are not taken into ac-
count unless the lessor is obligated to
reimburse the person paying the ex-
pense. Further, if the lessee is obli-
gated to pay to the lessor a charge for
services which is separately stated or
determinable, the expenses incurred by
the lessor with respect to those serv-
ices are not taken into account.

(iii) For purposes of the more-than-
15-percent test, the gross income from
rents of the lessor produced by the
property is the total amount which is
payable to the lessor by reason of the
lease agreement other than reimburse-
ments of section 162 expenses and
charges for services which are sepa-
rately stated or determinable. The fact
that such amount depends, in whole or
in part, on the sales or profits of the
lessee or the performance of significant
services by the lessor shall not affect
the characterization of such amounts
as gross income from rents for purposes
of this paragraph. Gross income from
rents also includes any taxes imposed
on the lessor by local law but which
are paid directly by the lessee on be-
half of the lessor.

(4) For purposes of determining under
this paragraph whether property is
subject to a lease, the provisions of
§ 1.57–3(d)(1) (relating to definition of a
lease) shall apply. If a noncorporate
lessor enters into two or more succes-
sive leases with respect to the same or
substantially similar items of section
38 property, the terms of such leases
shall be aggregated and such leases
shall be considered one lease for the
purpose of determining whether the
term of such leases is less than 50 per-
cent of the estimated useful life of the
property subject to such leases. Thus,
for example, if an individual owns an
airplane with an estimated useful life
of 7 years and enters into three succes-
sive 3-year leases of such airplane, such
leases will be considered to be one
lease for a term of nine years for the
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purpose of determining whether the
term of the lease is less than 31⁄2 years
(50 percent of the 7-year estimated use-
ful life).

(5) The requirements of this para-
graph shall not apply with respect to
any property which is treated as sec-
tion 38 property by reason of section
48(a)(1)(E).

(Sec. 860(e) (92 Stat. 2849, 26 U.S.C. 860(e));
sec. 860(g) (92 Stat. 2850, 26 U.S.C. 860(g)); and
sec. 7805 (68A Stat. 917, 26 U.S.C. 7805))

[T.D. 6731, 29 FR 6071, May 8, 1964, as amend-
ed by T.D. 6958, 33 FR 9170, June 21, 1968; T.D.
7203, 37 FR 17126, Aug. 25, 1972; T.D. 7767, 46
FR 11262, Feb. 6, 1981; T.D. 7936, 49 FR 2105,
Jan. 18, 1984; T.D. 8031, 50 FR 26697, June 28,
1985]

§ 1.46–5 Qualified progress expendi-
tures.

(a) Effective date. This section applies
to taxable years ending after December
31, 1974. This section reflects amend-
ments to the Internal Revenue Code
made only by the Tax Reduction Act of
1975, the Tax Reform Act of 1976, and
the Revenue Act of 1978.

(b) General rule. Under section 46(d), a
taxpayer may elect to take the invest-
ment credit for qualified progress ex-
penditures (as defined in paragraph (g)
of this section). In general, qualified
progress expenditures are amounts paid
(paid or incurred in the case of self-
constructed property) for construction
of progress expenditure property. The
taxpayer must reasonably estimate
that the property will take at least 2
years to construct and that the useful
life of the property will be 7 years or
more. Qualified progress expenditures
may not be taken into account if made
before the later of January 22, 1975, or
the first taxable year to which an elec-
tion under section 46(d) applies. In gen-
eral, qualified progress expenditures
are not allowed for the year property is
placed in service, nor for the first year
or any subsequent year recapture is re-
quired under section 47(a)(3). There is a
percentage limitation on qualified
progress expenditures for taxable years
beginning before January 1, 1980. For a
special rule relating to transfers of
progress expenditure property, see
paragraph (r) of this section.

(c) Reduction of qualified investment.
Under section 46(c)(4), a taxpayer must

reduce qualified investment for the
year property is placed in service by
qualified progress expenditures taken
into account by that person or a prede-
cessor. A ‘‘predecessor’’ of a taxpayer
is a person whose election under sec-
tion 46(d) carries over to the taxpayer
under paragraph (o)(3) of this section.

(d) Progress expenditure property.
Progress expenditure property is prop-
erty constructed by or for the tax-
payer, with a normal construction pe-
riod of 2 years or more. The taxpayer
must reasonably believe that the prop-
erty will be new section 38 property
with a useful life of 7 years or more
when placed in service. Whether prop-
erty is progress expenditure property is
determined on the basis of facts know
at the close of the taxable year of the
taxpayer in which construction begins
(or, if later, at the close of the first
taxable year to which an election
under section 46(d) applies). For pur-
poses of this paragraph (d), property is
constructed by or for the taxpayer only
if it is built or manufactured from ma-
terials and component parts. Accord-
ingly, progress expenditure property
does not include property such as or-
chards, vineyards, livestock, or motion
picture films or videotapes.

(e) Normal construction period—(1) In
general. (i) The normal construction pe-
riod is the period the taxpayer reason-
ably expects will be required to con-
struct the property. The period begins
on the date physical work on construc-
tion of the property commences and
ends on the date the property is avail-
able to be placed in service. The nor-
mal construction period does not in-
clude, however, construction before
January 22, 1975, nor construction be-
fore the first day of the first taxable
year for which an election under sec-
tion 46(d) is in effect. Physical work on
construction of property does not in-
clude preliminary activities such as
planning, designing, preparing blue-
prints, exploring, or securing financ-
ing.

(ii) The determination of the time
when physical work on construction
commences is based on the facts and
circumstances of each case. Physical
work on construction of property may
include the physical work done by a
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subcontractor on a component specifi-
cally designated as part of the prop-
erty. Also, the commencement of phys-
ical work on construction may occur at
a site different from the main site of
construction of the property. For ex-
ample, if a shipyard orders a turbine
before it begins work on building a
ship, the normal construction period of
the ship is measured from the time the
subcontractor commences physical
work on construction of the turbine (if
it is normal for such work to precede
the work of the main contractor).

(iii) Generally, physical work on con-
struction does not include physical ac-
tivity that is not necessary to com-
plete construction of the property, nor
does it include physical work on con-
struction of a building or other prop-
erty that will not be new section 38
property when placed in service. Phys-
ical work on construction also does not
include research and development ac-
tivities in a laboratory or experimental
setting.

(iv) The normal construction period
of property ends on the date it is ex-
pected the property will be available to
be placed in service. Property is con-
sidered available to be placed in service
when construction is completed and
the property is available for delivery to
the site of its assigned function. It is
not necessary that property be in a
state of readiness for a specifically as-
signed function. Nor is it necessary
that it actually be delivered to the site
of its assigned function.

(2) Estimates. Taxpayers should refer
to normal industry practice in estimat-
ing the normal construction period of
particular items. A different period
may be used if special circumstances
exist making it impractical to make
the estimate on the basis of normal in-
dustry practice. The estimate must be
based on information available at the
close of the taxable year in which phys-
ical work on construction of the prop-
erty begins, or, if later, at the close of
the first taxable year for which an elec-
tion under section 46(d) is in effect for
the taxpayer. If the estimate is reason-
able when made, the actual time it
takes to complete the work is, in gen-
eral, irrelevant in determining whether
property is progress expenditure prop-
erty. However, if there is a significant

error in estimating the normal con-
struction period, it may be evidence
that the estimate was unreasonable
when made. For taxable years ending
after April 1, 1988, a taxpayer not rely-
ing or normal industry practice to esti-
mate the normal construction period of
particular property must attach to the
tax return for the taxable year in
which physical work on construction of
the property begins (or, if later, the
first taxable year for which an election
under section 46(d) is in effect) a state-
ment of the basis relied upon in esti-
mating the normal construction period
of the property.

(3) Integrated unit. (i) In determining
whether property has a normal con-
struction period of 2 years or more,
property that will be placed in service
separately is to be considered sepa-
rately. For example, if two ships are
contracted for at the same time, each
ship is considered separately under this
paragraph. However, for property that
will be placed in service as an inte-
grated unit, the taxpayer must deter-
mine the normal construction period of
the integrated unit. If the normal con-
struction period of the integrated unit
is 2 years or more, the normal con-
struction period of each item of new
section 38 property that is a part of the
integrated unit is considered to be 2
years or more. Thus, the normal con-
struction period of an integrated unit
may be 2 years or more even if no part
of the unit has a normal construction
period of 2 years or more.

(ii) Property is part of an integrated
unit only if the operation of that item
is essential to the performance of the
function to which the unit is assigned.
Property essential to the performance
of the function to which the unit is as-
signed includes property the use of
which is significantly connected to
that function and which effects the
safe, proper, or efficient performance of
the unit. Generally, property must be
placed in service at the same time to
be considered part of the same inte-
grated unit. Properties are not an inte-
grated unit, however, solely because
they are to be placed in service at the
same time.

(iii) The normal construction period
for an integrated unit begins on the
date the normal construction period of

VerDate 09<APR>98 01:58 Apr 18, 1998 Jkt 179084 PO 00000 Frm 00210 Fmt 8010 Sfmt 8010 Y:\SGML\179084.TXT 179084-3



215

Internal Revenue Service, Treasury § 1.46–5

the first item of new section 38 prop-
erty that is part of the unit begins. It
is not necessary that physical work
commence at the main construction
site of the integrated unit.
The period ends on the date the last
item of new section 38 property that is
part of that unit is available to be
placed in service. Property that is not
new section 38 property, such as a
building, is not considered part of an
integrated unit for purposes of deter-
mining the normal construction period
of that unit. For example, if a manu-
facturing plant has a normal construc-
tion period of two years or more but
the equipment (i.e., new section 38
property) to be installed in the plant
has a normal construction period of
less than two years, the plant and the
equipment do not constitute an inte-
grated unit with a construction period
of two years or more and the equip-
ment is not progress expenditure prop-
erty.

(4) Examples. The following examples
illustrate this paragraph (e).

Example 1. On July 1, 1974, corporation X
begins physical work on construction of a
machine with an estimated useful life when
placed in service of more than 7 years. For
its taxable year ending June 30, 1975, X
makes an election under section 46(d). For
purposes of determining on June 30, 1975,
whether the machine is ‘‘progress expendi-
ture property’’, the normal construction pe-
riod is treated as having begun on January
22, 1975. Thus, the machine will be considered
to be progress expenditure property on June
30, 1975, only if the estimated time required
to complete construction after June 30 is at
least 18 months and 22 days (i.e., 2 years less
the period January 22, 1975, through June 30,
1975).

Example 2. (i) Corporation X constructs a
pipeline in two sections and simultaneously
begins physical work on construction of each
section on January 1, 1976. One section ex-
tends from city M to city N. The other ex-
tends from city N to city O. Oil will be trans-
ferred to storage tanks at both city N and
city O. Corporation X also begins construc-
tion on January 1, 1976, of a pumping station
necessary to the operation of the pipeline
from city M to city N. Construction of a
pumping station necessary to the operation
of the pipeline from city N to city O begins
on June 30, 1977. For 1976, corporation X
makes an election under section 46(d).

(ii) The section of pipeline from city M to
city N and the associated pumping station
will be available to be placed in service on

January 1, 1977. Construction of the section
of the pipeline from city N to city O will be
completed on June 30, 1977. However, that
section of the pipeline will not be available
to be placed in service until completion of
the associated pumping station on January
1, 1978.

(iii) The section of pipeline from city M to
city N and the section from city N to city O
must be considered separately in determin-
ing the normal construction period of the
property. Each section will be placed in serv-
ice separately. However, each section of the
pipeline and the associated pumping station
may be considered an integrated unit. The
pumping stations are essential to the oper-
ation of each section of pipeline. Each sec-
tion of pipeline and the associated pumping
station are placed in service at the same
time.

(iv) The section of pipeline from city M to
city N and the associated pumping station
are not progress expenditure property, be-
cause the normal construction period of that
unit is only 1 year (January 1, 1976 to Janu-
ary 1, 1977).

(v) The section of pipeline from city N to
city O and the associated pumping station
are progress expenditure property, because
the normal construction of that integrated
unit is 2 years (January 1, 1976 to January 1,
1978). It is immaterial that neither the con-
struction period of that section of pipeline
(January 1, 1976 to June 30, 1977) nor the con-
struction period of the associated pumping
station (June 30, 1977 to January 1, 1978) is 2
years.

(vi) Assume the pumping station associ-
ated with the pipeline from city N to city O
includes backup pumping equipment that
will be used only if the primary pumping
equipment fails. The backup equipment is
part of the integrated unit because it serves
to effect the safe or efficient performance of
the unit.

(f) New section 38 property with a 7-
year useful life—(1) In general. The tax-
payer must determine if property will
be new section 38 property with a use-
ful life of 7 years or more when placed
in service. The determination must be
made at the close of the taxable year in
which construction begins or, if later,
at the close of the first taxable year to
which an election under section 46(d)
applies for the taxpayer.

(2) Determination based on reasonably
expected use. The determination of
whether property will be ‘‘new section
38 property’’ (within the meaning of
§§ 1.48–1 and 1.48–2 when placed in serv-
ice must be based on the reasonably ex-
pected use of the property by the tax-
payer. There is a presumption that
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property will be new section 38 prop-
erty if it would be new section 38 prop-
erty if placed in service by the tax-
payer when the determination is made.
For example, in determining if prop-
erty is an integral part of manufactur-
ing under section 48(a)(1)(B)(i), it will
be presumed that property will be new
section 38 property if the taxpayer is
engaged in manufacturing when the de-
termination is made. Also, significant
steps taken to establish a trade or
business will be evidence the taxpayer
will be engaged in that trade or busi-
ness when the property is placed in
service.

(3) Estimated useful life. The deter-
mination of whether property will have
an estimated useful life of 7 years or
more when placed in service must be
made by applying the principles of
§ 1.46–3(e). If the estimated useful life is
less than 7 years when the property is
actually placed in service, the credit
previously allowed under section 46(d)
must be recomputed under section
47(a)(3)(B).

(g) Definition of qualified progress ex-
penditures—(1) In general. A taxpayer’s
qualified progress expenditures are the
sum of qualified progress expenditures
for self-constructed property (deter-
mined under paragraph (h) of this sec-
tion), plus qualified progress expendi-
tures for non-self-constructed property
(determined under paragraph (j) of this
section). Only amounts includible
under § 1.46–3(c) in the basis of new sec-
tion 38 property may be considered as
qualified progress expenditures.

(2) Excluded amounts. Qualified
progress expenditures do not include:

(i) In the case of non-self-constructed
property, amounts incurred (whether
or not paid)—

(A) Before the normal construction
period begins, or

(B) Before the later of January 22,
1975, or the first day of the first taxable
year for which an election under sec-
tion 46(d) applies for the taxpayer;

(ii) In the case of self-constructed
property, amounts chargeable to cap-
ital account—

(A) Before the normal construction
period begins, or

(B) Before the later of January 22,
1975, or the first day of the first taxable

year for which an election under sec-
tion 46(d) applies for the taxpayer,
(See, however, section 46(d)(4)(A) and
paragraph (h)(3)(i) of this section, re-
lating to the time when amounts for
component parts and materials are
properly chargeable to capital ac-
count);

(iii) Expenditures with respect to
particular property in the earlier of—

(A) The taxable year in which the
property is placed in service, or

(B) The taxable year in which the
taxpayer must recapture investment
credit under section 47(a)(3) for the
property or any subsequent year;

(iv) Expenditures for construction,
reconstruction, or erection of property
that is not section 38 property; or

(v) Amounts treated as an expense
and deducted in the year paid or ac-
crued.

(h) Qualified progress expenditures for
self-constructed property—(1) In general.
Qualified progress expenditures for
self-constructed property (as defined in
paragraph (k) of this section) are
amounts properly chargeable to capital
account in connection with that prop-
erty. In general, amounts paid or in-
curred are chargeable to capital ac-
count if under the taxpayer’s method
of accounting they are properly includ-
ible in computing basis under § 1.46–3.
Qualified progress expenditures for
self-constructed property include both
direct costs (e.g., labor, material,
parts) and indirect costs (e.g., over-
head, insurance) associated with con-
struction of property to the extent
those costs are properly chargeable to
capital account.

(2) Property partially non-self con-
structed. If an item of property is self-
constructed because more than half of
the construction expenditures are
made directly by the taxpayer, then
any expenditures (whether or not made
directly by the taxpayer) for construc-
tion of that item of property are not
subject to the limitations of section
46(d)(3)(B) and paragraph (j) of this sec-
tion (relating to actual payment and
progress in construction).

(3) Time when amounts paid or incurred
are properly chargeable to capital ac-
count. (i) In general, expenditures for
component parts and materials to be
used in construction of self-constructed
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property are not properly chargeable to
capital account until consumed or
physically attached in the construction
process. Component parts and mate-
rials that have been neither consumed
nor physically attached in the con-
struction process, but which have been
irrevocably allocated to construction
of that property are properly charge-
able to capital account. Component
parts and materials designed specifi-
cally for the self-constructed property
may be considered irrevocably allo-
cated to construction of that property
at the time of manufacture of the com-
ponent parts and materials. Component
parts and materials not designed spe-
cifically for the property may be con-
sidered irrevocably allocated to con-
struction at the time of delivery to the
construction site if they would be eco-
nomically impractical to remove. For
example, pumps delivered to sites of
construction of a tundra pipeline may
be treated as irrevocably allocated to
that pipeline on the date of delivery,
even if they would be usable, but for
their location on the tundra, in connec-
tion with other property. Component
parts and materials are not to be con-
sidered irrevocably allocated to use in
self-constructed property until phys-
ical work on construction of that prop-
erty has begun (as determined under
paragraph (e)(1)(ii) of this section).
Mere bookkeeping notations are not
sufficient evidence that the necessary
allocation has been made.

(ii) A taxpayer’s procedure for deter-
mining the time when an expenditure
is properly chargeable to capital ac-
count for self-constructed property is a
method of accounting. Under section
446(e), the method of accounting, once
adopted, may not be changed without
consent of the Secretary.

(4) Records requirement. The taxpayer
shall maintain detailed records which
permit specific identification of the
amounts properly chargeable by the
taxpayer during each taxable year to
capital account for each item of self-
constructed property.

(i) [Reserved]
(j) Qualified progress expenditures for

non-self-constructed property—(1) In gen-
eral. Qualified progress expenditures
for non-self-constructed property (as
defined in paragraph (l) of this section)

are amounts actually paid by the tax-
payer to another person for construc-
tion of the property, but only to the
extent progress is made in construc-
tion. For example, such expenditures
may include payments to the manufac-
turer of an item of progress expendi-
ture property, payments to a contrac-
tor building progress expenditure prop-
erty, or payments for engineering de-
signs or blueprints that are drawn up
during the normal construction period.

(2) Property partially self-constructed.
If an item of property is non-self-con-
structed, but a taxpayer uses its own
employees to construct a portion of the
property, expenditures for construction
of that portion are made directly by
the taxpayer (see § 1.46–5(h)(1)). Subject
to the limitations of paragraph (g) of
this section, those expenditures are
qualified progress expenditures for
non-self-constructed property if they
satisfy the requirements of paragraphs
(j) (4), (5), and (6) of this section. Wages
actually paid to the taxpayer’s employ-
ees are presumed to correspond to
progress in construction. Other
amounts, including expenditures for
materials, parts, and overhead, must be
actually paid, not borrowed from the
payee, and attributable to progress
made in construction by the taxpayer.

(3) Property constructed by more than
one person. The percentage of comple-
tion limitation (as prescribed in para-
graph (j)(6) of this section), including
the presumption of ratable progress in
construction, applies to an item of
progress expenditure property as a
whole. However, if several manufactur-
ers or contractors do work in connec-
tion with the same property, the
progress that each person makes to-
ward completion of construction of the
property must be determined sepa-
rately. Section 46(d)(3)(B) is then ap-
plied separately to amounts paid to
each manufacturer or contractor based
on each person’s progress in construc-
tion. For example, assume the tax-
payer contracts with three persons to
build an item of equipment. The tax-
payer contracts with A to build the
frame, B to build the motor, and C to
assemble the frame and motor. Assume
each contract represents 331⁄3 percent of
the construction costs of the property.
If, within the taxable year in which
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construction begins, A and B each com-
plete 50 percent of the construction of
the frame and motor, respectively,
amounts paid to A during that taxable
year not in excess of 162⁄3 percent of the
overall cost of the property, and
amounts paid to B during that taxable
year not in excess of 162⁄3 percent of the
overall cost of the property, are quali-
fied progress expenditures. Section
46(d)(3)(B) does not apply, however, to
persons, such as lower-tier subcontrac-
tors, that do not have a direct contrac-
tual relationship with the taxpayer. If,
in the above example, A engages a sub-
contractor to construct part of the
frame, section 46(d)(3)(B) is applied
only to amounts paid by the taxpayer
to A, B, and C, but the portion of con-
struction completed by A during a tax-
able year includes the portion com-
pleted by A’s subcontractor.

(4) Requirement of actual payment.
Qualified progress expenditures for
non-self-constructed property must be
actually paid and not merely incurred.
Amounts paid during the taxable year
to another person for construction of
non-self-constructed property may be
in the form of money or property (e.g.,
materials). However, property given as
payment may be considered only to the
extent it will be includible under § 1.46–
3(c) in the basis of the non-self-con-
structed property when it is placed in
service.

(5) Certain borrowing disregarded.
Qualified progress expenditures for
non-self-constructed property do not
include any amount paid to another
person (the ‘‘payee’’) for construction
if the amount is paid out of funds bor-
rowed directly or indirectly from the
payee. Amounts borrowed directly or
indirectly from the payee by any per-
son that is related to the taxpayer
(within the meaning of section 267) or
that is a member of the same con-
trolled group of corporations (as de-
fined in section 1563(a)) will be consid-
ered borrowed indirectly from the
payee. Similarly, amounts borrowed
under any financing arrangement that
has the effect of making the payee a
surety will be considered amounts bor-
rowed indirectly by the taxpayer from
the payee.

(6) Percentage of completion limitation.
(i) Under section 46(d)(3)(B)(ii), pay-

ments made in any taxable year may
be considered qualified progress ex-
penditures for non-self-constructed
property only to the extent they are
attributable to progress made in con-
struction (percentage of completion
limitation). Progress will generally be
measured in terms of the manufactur-
er’s incurred cost, as a fraction of the
anticipated cost (as adjusted from year
to year). Architectural or engineering
estimates will be evidence of progress
made in construction. Cost accounting
records also will be evidence of
progress. Progress will be presumed to
occur not more rapidly than ratably
over the normal construction period.
However, the taxpayer may rebut the
presumption by clear and convincing
evidence of a greater percentage of
completion.

(ii) If, after the first year of construc-
tion, there is a change in either the
total cost to the taxpayer or the total
cost of construction by another person,
the taxpayer must recompute the per-
centage of completion limitation on
the basis of revised cost. However, the
recomputation will affect only
amounts allowed as qualified progress
expenditures in the taxable year in
which the change occurs and in subse-
quent taxable years. The recomputa-
tion remains subject to the presump-
tion of pro rata completion.

(iii) If, for any taxable year, the
amount paid to another person for con-
struction of an item of property under
section 46(d)(3)(B)(i) exceeds the per-
centage of completion limitation in
section 46(d)(3)(B)(ii), the excess is
treated as an amount paid to the other
person for construction for the suc-
ceeding taxable year. If for any taxable
year the percentage of completion lim-
itation for an item of property exceeds
the amount paid to another during the
taxable year for construction, the ex-
cess is added to the percentage of com-
pletion limitation for that property for
the succeeding taxable year.

(iv) The taxpayer must maintain de-
tailed records which permit specific
identification of the amounts paid to
each person for construction of each
item of property and the percentage of
construction completed by each person
for each taxable year.
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(7) Example. The following example il-
lustrates paragraph (j)(6) of this sec-
tion.

Example. (i) Corporation X agrees to build
an airplane for corporation Y, a calendar
year taxpayer. The airplane is non-self-con-
structed progress expenditure property.
Physical work on construction begins on
January 1, 1980. The normal construction pe-
riod for the airplane is five years and the air-
plane is delivered and placed in service on
December 31, 1984.

(ii) The cost of construction to corporation
X is $500,000. The contract price is $550,000.
Corporation Y makes a $110,000 payment in
each of the years 1980 and 1981, an $85,000
payment in 1982, a $135,000 payment in 1983,
and a $110,000 payment in 1984.

(iii) For 1980, corporation Y makes an elec-
tion under section 46(d). Progress is pre-
sumed to occur ratably over the 5-year con-
struction period, which is 20 percent in each
year. Twenty percent of the contract price is
$110,000. The percentage of completion limi-
tation for each year, thus, is $110,000.

(iv) For each of the years 1980 and 1981, the
$110,000 payments may be treated as quali-
fied progress expenditures. The payments
equal the percentage of completion limita-
tion.

(v) For 1982, the $85,000 payment may be
treated as a qualified progress expenditure,
because it is less than the percentage of com-
pletion limitation. The excess of the percent-
age of completion limitation ($110,000) over
the 1982 payment ($85,000) is added to the per-
centage of completion limitation for 1983.
One hundred and ten thousand dollars minus
$85,000 equals $25,000. Twenty-five thousand
dollars plus $110,000 equals $135,000, which is
the percentage of completion limitation for
1983.

(vi) For 1983, the entire $135,000 payment
may be treated as a qualified progress ex-
penditure. The payment equals the percent-
age of completion limitation for 1983.

(vii) For 1984, no qualified progress expend-
itures may be taken into account, because
the airplane is placed in service in that year.

(viii) See example 2 of paragraph (r)(4) of
this section for the result if Y sells its con-
tract rights to the property on December 31,
1982.

(k) Definition of self-constructed prop-
erty—(1) In general. Property is self-
constructed property if it is reasonable
to believe that more than half of the
construction expenditures for the prop-
erty will be made directly by the tax-
payer. Construction expenditures made
directly by the taxpayer include direct
costs such as wages and materials and
indirect costs such as overhead attrib-
utable to construction of the property.

Expenditures for direct and indirect
costs of construction will be treated as
construction expenditures made di-
rectly by the taxpayer only to the ex-
tent that the expenditures directly
benefit the construction of the prop-
erty by employees of the taxpayer.
Thus, wages paid to taxpayers’s em-
ployees and expenditures for basic con-
struction materials, such as sheet
metal, lumber, glass, and nails, which
are used by employees of the taxpayer
to construct progress expenditure prop-
erty, will be considered made directly
by the taxpayer. Construction expendi-
tures made by the taxpayer to a con-
tractor or manufacturer, in general,
will not be considered made directly by
the taxpayer. Thus, the cost of compo-
nent parts, such as boilers and tur-
bines, which are purchased and merely
installed or assembled by the taxpayer,
will not be considered expenditures
made directly by the taxpayer for con-
struction. (See paragraph (h)(3) of this
section to determine when such cost is
properly chargeable to capital ac-
count.)

(2) Time when determination made. The
determination of whether property is
self-constructed is to be made at the
close of the taxable year in which phys-
ical work on construction of the prop-
erty begins, or, if later, the close of the
first taxable year to which an election
under this section applies. Once it is
reasonably estimated that more than
half of construction expenditures will
be made directly by the taxpayer, the
fact the taxpayer actually makes half,
or less than half, of the expenditures
directly will not affect classification of
the property as self-constructed prop-
erty. Similarly, once a determination
has been made, classification of prop-
erty as self-constructed property is not
affected by a change in circumstances
in a later taxable year. However, a sig-
nificant error unrelated to a change in
circumstances may be evidence that
the estimate was unreasonable when
made.

(3) Determination based on certain ex-
penditures. For purposes of determining
whether more than half of the expendi-
tures for construction of an item of
property will be made directly by the
taxpayer, the taxpayer may take into
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account only expenditures properly in-
cludable by the taxpayer in the basis of
the property under the provisions of
§ 1.46–3(c). Thus, property is self-con-
structed property only if more than
half of the estimated basis of the prop-
erty to be used for purposes of deter-
mining the credit allowed by section 38
is attributable to expenditures made
directly by the taxpayer.

(l) Definition of non-self-constructed
property. Non-self-constructed property
is property that is not self-constructed
property. Thus, property is non-self-
constructed property if it is reasonable
to believe that only half, or less than
half, of the expenditures for construc-
tion will be made directly by the tax-
payer.

(m) Alternative limitations for public
utility, railroad, or airline property. The
alternative limitations on qualified in-
vestment under section 46(a) (7) and (8)
for public utility, railroad, or airline
property (whichever applies) apply in
determining the credit for qualified
progress expenditures. The determina-
tion of whether progress expenditure
property will be public utility, rail-
road, or airline property (whichever ap-
plies) when placed in service must be
made at the close of the taxable year in
which physical work on construction
begins or, if later, at the close of the
first taxable year for which an election
under section 46(d) is in effect. If, at
that time, the taxpayer is in a trade or
business as a public utility, railroad, or
airline (as described in section
46(c)(3)(B) and 46(a)(8) (D) and (E), re-
spectively), it is evidence the property
will be public utility, railroad, or air-
line property when placed in service.

(n) Leased property. A lessor of
progress expenditure property may not
elect under section 48(d) to treat a les-
see (or a person who will be a lessee) as
having made qualified progress expend-
itures.

(o) Election—(1) In general. The elec-
tion under section 46(d)(6) to increase
qualified investment by qualified
progress expenditures may be made for
any taxable year ending after Decem-
ber 31, 1974. Except as provided in para-
graph (o)(2) of this section, the election
is effective for the first taxable year
for which it is made and for all taxable
years thereafter unless it is revoked

with the consent of the Commissioner.
Except as provided in paragraphs (o) (2)
and (3) of this section, the election ap-
plies to all qualified progress expendi-
tures made by the taypayer during the
taxable year for construction of any
progress expenditure property. Thus,
the taxpayer may not make the elec-
tion for one item of progress expendi-
ture property and not for other items.
If progress expenditure property is
being constructed by or for a partner-
ship, S corporation (as defined in sec-
tion 1361(a)), trust, or estate, an elec-
tion under section 46(d)(6) must be
made separately by each partner or
shareholder, or each beneficiary if the
beneficiary, in determining his tax li-
ability, would be allowed investment
credit under section 38 for property
subject to the election. The election
may not be made by a partnership or S
corporation, and may be made by a
trust or estate only if the trust or es-
tate, in determining its tax liability,
would be allowed investment credit
under section 38 for property subject to
the election. The election of any part-
ner, shareholder, beneficiary, trust, or
estate will be effective for that person,
even if a related partner, shareholder,
beneficiary, trust, or estate does not
make the election. An election made
by a partner, shareholder, beneficiary,
trust, or estate applies to all progress
expenditure property of that person.
For example, an election made by cor-
poration X, which is a partner in the
XYZ partnership, applies to progress
expenditure property the corporation
holds in its own capacity and also to
its interest in progress expenditure
property of the partnership.

(2) Time and manner of making election.
An election under section 46(d)(6) must
be made on Form 3468 and filed with
the original income tax return for the
first taxable year ending after Decem-
ber 31, 1974 to which the election will
apply. An election made before March
2, 1988, by filing a written statement
(whether or not attached to the income
tax return) will be considered valid.
The election may not be made on an
amended return filed after the time
prescribed for filing the original return
(including extensions) for that taxable
year. However, an election under this
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section may be made or revoked by fil-
ing a statement with an amended re-
turn filed on or before May 31, 1988, if
the due date for filing a return for the
first taxable year to which the election
applies is before May 31, 1988.

(3) Carryover of election in certain
transactions. In general, and election
under section 46(d)(6) does not carry
over to the transferee of progress ex-
penditure property (or an interest
therein). However, if under section
47(b) the property does not cease to be
progress expenditure property because
of the transfer, the election will carry
over to the transferee. If so, the elec-
tion will apply only to the property
transferred. For rules relating to the
determination of qualified progress ex-
penditures of the transferee, see para-
graph (r) of this section.

(p) Partnerships, S corporations, trusts,
or estates—(1) In general. Each partner,
shareholder, trust, estate, or bene-
ficiary of a trust or estate that makes
an election under section 46(d) shall
take into account its share of qualified
progress expenditures (determined
under paragraph (p)(2) of this section)
made by the partnership, S corpora-
tion, trust, or estate. In determining
qualified investment for the year in
which the property is placed in service,
the basis of the property is apportioned
as provided in §§ 1.46–3(f), 1.48–6, or 1.48–
5 (whichever applies). Each partner,
shareholder, trust, estate, or bene-
ficiary that made the election must re-
duce qualified investment under sec-
tion 46(c)(4) for the year the property is
placed in service by qualified progress
expenditures taken into account by
that person.

(2) Determination of share of qualified
progress expenditures. The share of
qualified progress expenditures of each
partner, shareholder, trust, estate, or
beneficiary that makes an election
under section 46(d) must be determined
in accordance with the same ratio used
under §§ 1.46–3(f)(2), 1.48–5(a)(1), or 1.48–
6(a)(1) (whichever applies) to determine
its share of basis (or cost). The last
sentence of § 1.46–3(f)(2)(i) must be ap-
plied by referring to the date on which
qualified progress expenditures are
paid or chargeable to capital amount
(whichever is applicable).

(3) Examples. The followng examples
illustrate this paragraph (p).

Example 1. (i) Corporation X contracts to
build a ship for partnership AB that qualifies
as progress expenditure property. The con-
tract price is $100,000. Physical work on con-
struction of the ship begins on January 1,
1980. The ship is placed in service on Decem-
ber 31, 1983.

(ii) The AB partnership reports income on
the calendar year basis. Partners A and B
share profits equally. For A’s taxable year
ending December 31, 1980, A makes an elec-
tion under section 46(d) B does not make the
election.

(iii) For each of the years 1980, 1981, 1982,
and 1983, the AB partnership makes $25,000
payments to corporation X. The payments
made in 1980, 1981, and 1982 are qualified
progress expenditures. The 1983 payment is
not a qualified progress expenditure, because
the ship is placed in service in that year.

(iv) For each of the years 1980, 1981, and
1982, A may take into account qualified
progress expenditures of $12,500 because A
had a 50 percent partnership interest in each
of those years.

(v) For 1983, qualified investment for the
ship is $100,000. A and B’s share are $50,000
each, because each had a 50 percent partner-
ship interest in 1983. However, A must reduce
its $50,000 share for 1983 by $37,500, the
amount of qualified progress expenditures
taken into account by A. B’s share is not re-
duced, because B did not take into account
qualified progess expenditures.

Example 2. (i) The facts are the same as in
example 1 except that on June 30, 1983, the
partnership agreement is amended to admit
a new partner, C. The partners agree to share
profits equally. There is no special alloca-
tion in effect under section 704 with respect
to the ship.

(ii) For each of the years 1980, 1981, and
1982, A may take into account qualified
progress expenditures of $12,500 because A
has a 50 percent partnership interest in those
years.

(iii) For 1983, A, B, and C’s share of quali-
fied investment is $33,333 each, because each
had a 331⁄3 percent partnership interest in
that year. A must reduce its share to zero,
because it took $37,500 into account as quali-
fied progress expenditures. In addition, the
excess of the $37,500 over the $33,333 applied
as a reduction is subject to recapture under
section 47(a)(3)(B). B and C’s shares are not
reduced, because neither taxpayer took into
account qualified progress expenditures.

(q) Limitation on qualified progress ex-
penditures for taxable years beginning be-
fore 1980—(1) In general. (i) Under sec-
tion 46(d)(7), qualified progress expend-
itures for any taxable year beginning
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before January 1, 1980, are limited. The
taxpayer must apply the limitation
under section 46(d)(7) on an item by
item basis. In general, the taxpayer
may take into account the applicable
percentage (as determined under the
table in section 46(d)(7)(A)) of qualified
progress expenditures for each of those
years. In addition, the taxpayer may
take into account for each of those
years 20 percent of qualified invest-
ment for each of the preceding taxable
years determined without applying the
limitations of section 46(d)(7).

(ii) The applicable percentage under sec-
tion 46(d)(7)(A) may be applied only for one
taxable year that ends within a calendar
year in determining qualified investment for
an item of progress expenditure property.
For example, calendar year partners of a cal-
endar year partnership may increase quali-
fied investment for 1976 by 20 percent of
qualified progress expenditures made in 1975
for an item of property. If the partnership in-
corporates in 1976 and the taxable year of the
corporation begins on July 1, 1976, and ends
on June 30, 1977, qualified investment of the
corporation for its taxable year beginning on
July 1, 1976, cannot be increased by 20 per-
cent of the 1975 expenditure.

(2) Example. The following example il-
lustrates this paragraph (q).

Example. (i) Corporation X contracts with
A on January 1, 1976, to build an electric gen-
erator that qualifies as non-self-constructed
progress expenditure property. A will build
the generator at a cost of $125,000. Corpora-
tion X agrees to pay A $150,000. Corporation
X reports income on the calendar year basis.
Corporation X makes an election under sec-
tion 46(d) for 1976. Physical work on con-
struction begins on January 1, 1976. Corpora-
tion X makes payments of $30,000 to A for
construction of the generator in each of the
years 1976, 1977, 1978, 1979, and 1980. A incurs
a cost of $25,000 in each of those years for
construction of the property. The property is
placed in service in 1980.

(ii) For 1976, X may increase qualified in-
vestment by $12,000, 40 percent of the pay-
ment made in 1976.

(iii) For 1977, corporation X may increase
qualified investment by $24,000. Eighteen
thousand dollars of that amount is 60 percent
of the 1977 payment. The remaining $6,000 is
20 percent of the $30,000 payment made in
1976.

(iv) For 1978, corporation X may increase
qualified investment by $36,000. Twenty-four
thousand dollars of that amount is 80 per-
cent of the 1978 payment. The remaining
$12,000 is 20 percent of the $30,000 payment

made in 1976, plus 20 percent of the $30,000
payment made in 1977.

(v) For 1979, corporation X may increase
qualified investment by $48,000. Thirty thou-
sand dollars of that amount is 100 percent of
the 1979 payment. The remaining $18,000 of
that amount is 20 percent of the $30,000 pay-
ments made in each of the years 1976, 1977,
and 1978.

(vi) Qualified investment for corporation X
for 1980 is $30,000. The $30,000 is the basis (or
cost) of the generator ($150,000), reduced by
qualified progress expenditures allowed with
respect to that property ($120,000).

(r) Special rules for transferred prop-
erty—(1) In general. A transferee of
progress expenditure property (or an
interest therein) may take into ac-
count qualified progress expenditures
for the property only if—

(i) The property is progress expendi-
ture property in the hands of the trans-
feree, and

(ii) The transferee makes an election
under section 46(d) or the election
made by the transferor (or its prede-
cessor) carries over to the transferee
under paragraph (o)(3) of this section.

(2) Status as progress expenditure prop-
erty. (i) If the transfer requires recap-
ture under section 47(a)(3) and § 1.47–
1(g) (or would require recapture if the
transferor had made an election under
section 46(d)), then—

(A) For purposes of determining if
the property is progress expenditure
property in the hands of the transferee,
the normal construction period for the
property begins on the date of the
transfer, or, if later, on the first day of
the first taxable year for which the
transferee makes an election under
section 46(d), and

(B) For purposes of determining
whether the property is self-con-
structed or non-self-constructed in the
hands of the transferee, the amount
paid or incurred for the transfer of the
property will not be considered a con-
struction expenditure made directly by
the transferee.

(ii) If the transfer does not require
recapture under section 47(a)(3) and
§ 1.47–1(g), and the election carries over
to the taxpayer under paragraph (o)(3)
of this section, the property does not
lose its status as progress expenditure
property because of the transfer.
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(3) Amount of qualified progress ex-
penditures for transferee. (i) If the trans-
fer does not require recapture under
section 47(a)(3) and § 147–1(g), and the
election carries over to the taxpayer
under paragraph (o)(3) of this section,
the transferee must determine its
qualified progress expenditures—

(A) By using the same normal con-
struction period used by the transferor,

(B) By treating the property as hav-
ing the same status as self-constructed
or non-self-constructed as the property
had in the hands of the transferor, and

(C) In the case of non-self-con-
structed property, by taking into ac-
count any excess described in section
46(d)(4)(C)(i) (relating to the excess of
payments over the percentage-of-com-
pletion limitation) or section
46(d)(4)(C)(ii) (relating to the excess of
the percentage-of-completion limita-
tion over the amount of payments)
that the transferor would have taken
into account with respect to that prop-
erty.

(ii) If the transfer requires recapture
under section 47(a)(3) and § 1.47–1(g) (or
would require recapture if the trans-
feror had made an election under sec-
tion 46(d)), the amount paid or incurred
for the transfer will be considered a
payment for construction of that prop-
erty to the extent that—

(A) It is properly includible in the
basis of the property under § 1.46–3(c),

(B) The taxpayer can show the
amount is attributable to construction
costs paid or chargeable to capital ac-
count by the transferor or other person
after physical work on construction of
the property began, and

(C) It does not exceed the amount by
which the transferor has increased
qualified investment for qualified
progress expenditures incurred with re-
spect to the property (or would have
increased qualified investment but for
the ‘‘lesser of’’ limitation of section
46(d)(3)(B) or the absence of an election
under section 46(d)), plus any amount
that would have been treated as a
qualified progress expenditure by the
transferor had the property not been
transferred.
Once the status of the property as self-
constructed or non-self-constructed
property in the hands of the transferee
has been determined, all rules under

this section for determining the
amount of qualified progress expendi-
tures for that type of property apply.
For example, if the property is non-
self-constructed in the hands of the
transferee, amounts merely incurred
(but not paid) for the transfer are not
taken into account as qualified
progress expenditures. Actual payment
is necessary (see paragraph (j)(3) of this
section). In applying section
46(d)(3)(B)(ii), the amount paid or in-
curred for the transfer (to the extent
that it qualifies as a payment for con-
struction under the first sentence of
this paragraph (r)(3)(ii)) is considered
to be part of the overall cost to the
transferee of construction by another
person, and the portion of construction
which is completed during the taxable
year is determined by taking into ac-
count construction that was completed
before the constructed property was ac-
quired by the transferee. If the trans-
feree makes an election under section
46(d) and this section for the taxable
year in which the transfer occurs, then
for purposes of applying the presump-
tion in section 46(d)(4)(D) that con-
struction is deemed to occur not more
rapidly than ratably over the normal
construction period, the transferee’s
normal construction period is consid-
ered to have begun on the date on
which physical work on construction of
the acquired property began.

(4) Examples. The following examples
illustrate this paragraph (r).

Example 1. Corporation X begins physical
work on construction of progress expendi-
ture property for corporation Y on January
1, 1976. Y accurately estimates a 3-year nor-
mal construction period and elects under
section 46(d) on its return for its taxable
year ending December 31, 1976. On January 1,
1978, Y sells the contract rights for construc-
tion of the property to corporation Z, which
uses a fiscal year ending June 30. Qualified
progress expenditures allowed to Y in 1976
and 1977 are subject to recapture under sec-
tion 47(a)(3). Because Z’s normal construc-
tion period for the property is less than 2
years (January 1, 1978 to January 1, 1979), the
property is not progress expenditure prop-
erty in Z’s hands. Z may not elect progress
expenditure treatment for the property.

Example 2. (i) Assume the same facts as in
the example in paragraph (j)(7) of this sec-
tion, except, on December 31, 1982, Y sells its
contract rights to the property for $340,000 to
corporation Z, which also uses the calendar
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year. Z pays Y the full $340,000 on that date.
The property is still to be placed in service
on December 31, 1984, and will not be avail-
able for placing in service at an earlier date.
Z makes payments to X of $135,000 on Decem-
ber 31, 1983, and $110,000 on December 31, 1984.

(ii) The investment credit allowed Y in 1980
and 1981 for qualified progress expenditures
is subject to recapture under section 47(a)(3)
and Y may not treat its $85,000 payment in
1982 as a qualified progress expenditure.

(iii) For purposes of determining if the air-
plane is qualified progress expenditure prop-
erty with respect to Z, the normal construc-
tion period for the property for Z begins on
December 31, 1982, the date of transfer. Since
the remaining construction period is two
years, the property is progress expenditure
property if it otherwise qualifies in Z’s
hands.

(iv) Only $305,000 of the $340,000 payment to
Y can qualify as a qualified progress expendi-
ture, because only that amount is attrib-
utable to construction costs paid by Y and
does not exceed the sum of the amount by
which Y increased qualified investment in
1980 and 1981 for qualified progress expendi-
tures ($220,000) and the amount that Y would
have treated as a qualified progress expendi-
ture in 1982 ($85,000).

(v) Assume that Z cannot establish that
progress in construction has been completed
more rapidly than ratably. If Z makes an
election under section 46(d) for 1982, then for
purposes of applying the percentage of com-
pletion limitation, Z’s normal construction
period is considered to begin on January 1,
1980. Progress is presumed to occur ratably
over the 5-year construction period, which is
20 percent in each year.

(vi) For 1982, Z may treat the full $305,000
as a qualified progress expenditure because
it is less than the percentage of completion
limitation, $330,000 ($110,000 a year for 1980,
1981, and 1982).

(vii) For 1983, Z may treat the entire
$135,000 payment as a qualified progress ex-
penditure, since it does not exceed the per-
centage of completion limitation for that
year, $135,000 ($110,000 plus the $25,000 excess
from 1982).

(viii) For Z’s taxable year ending Decem-
ber 31, 1984, no qualified progress expendi-
tures may be taken into account because the
property is placed in service during that
year.

[T.D. 8183, 53 FR 6618, Mar. 2, 1988; 53 FR
11162, Apr. 5, 1988]

§ 1.46–6 Limitation in case of certain
regulated companies.

(a) In general—(1) Scope of section.
This section does not reflect amend-
ments made to section 46 after enact-
ment of the Revenue Act of 1971, other

than the redesignation of section 46(e)
as section 46(f) by the Tax Reduction
Act of 1975.

(2) Disallowance of credit. Under sec-
tion 46(f), a credit otherwise allowable
under section 38 (‘‘credit’’) will be dis-
allowed in certain cases with respect to
‘‘section 46(f) property’’ as defined in
paragraph (b)(1) of this section. Para-
graph (f) of this section describes cir-
cumstances under which a determina-
tion put into effect by a regulatory
body will result in the disallowance of
the credit. Such a determination will
result in a disallowance only if section
46(f) (1) or (2) applies to such property
and such determination affects the tax-
payer’s cost of service or rate base in a
manner inconsistent with section 46(f)
(1) or (2) (whichever is applicable).

(3) General rules. The provisions of
section 46(f) (1) and (2) are limitations
on the treatment of the credit for rate-
making purposes and for purposes of
the taxpayer’s regulated books of ac-
count only. Under the provisions of
section 46(f)(1), the credit may not be
flowed through to income (i.e., used to
reduce taxpayer’s cost of service) but
in certain circumstances may be used
to reduce rate base (provided that such
reduction is restored not less rapidly
than ratably). If an election is made
under section 46(f)(2), the credit may be
flowed through to income (but not
more rapidly than ratably) and there
may not be any reduction in rate base.
If an election is made under section
46(f)(3), none of the limitations of sec-
tion 46(f) (1) or (2) apply to certain sec-
tion 46(f) property of the taxpayer.
Thus, under the provisions of section
46(f)(3), no credit is disallowed if the
credit is treated in any manner for
ratemaking purposes, including any
manner of treatment permitted under
the limitations of section 46(f) (1) or
(2).

(4) Elections. For rules relating to the
manner of making, on or before March
9, 1972, the three elections listed in sec-
tion 46(f) (1), (2), and (3), see 26 CFR
12.3. For rules relating to the applica-
tion of such elections, see paragraph
(h) of this section.

(5) Cross references. For rules with re-
spect to the treatment of corporate re-
organizations, asset acquisitions, and
taxpayers subject to the jurisdiction of

VerDate 09<APR>98 01:58 Apr 18, 1998 Jkt 179084 PO 00000 Frm 00220 Fmt 8010 Sfmt 8010 Y:\SGML\179084.TXT 179084-3



225

Internal Revenue Service, Treasury § 1.46–6

more than one regulatory body, etc.,
see paragraph (j) of this section.

(6) Nonapplication of prior law. Under
section 105 (e) of the Revenue Act of
1971, section 203 (e) of the Revenue Act
of 1964, 78 Stat. 35, does not apply to
section 46(f) property.

(b) Definitions. For purposes of this
section, the following definitions
apply:

(1) Section 46(f) property. ‘‘Section
46(f) property’’ is property described in
section 50 that is—

(i) Public utility property within the
meaning of section 46(c)(3)(B) (other
than nonregulated communication
property described in § 1.46–3(g)(2)(iv))
or

(ii) Property used predominantly in
the trade or business of the furnishing
or sale of steam through a local dis-
tribution system or of the transpor-
tation of gas or steam by pipeline, if
the rates for the trade or business are
regulated within the meaning of § 1.46–
3(g)(2)(iii).
For purposes of determining whether
property is used predominantly in the
trade or business of transportation of
gas by pipeline (or of transportation of
gas by pipeline and of furnishing or
sale of gas through a local distribution
system), the rules prescribed in § 1.46–
3(g)(4) apply except that accounts 365
through 371 inclusive (Transmission
Plant) are added to the accounts listed
in § 1.46–3(g)(4)(i).

(2) Cost of service. (i)(A) For purposes
of this section, ‘‘cost of service’’ is the
amount required by a taxpayer to pro-
vide regulated goods or services. Cost
of service includes operating expenses
(including salaries, cost of materials,
etc.) maintenance expenses, deprecia-
tion expenses, tax expenses, and inter-
est expenses. For purposes of this sec-
tion, any effect on a taxpayer’s per-
mitted return on investment that re-
sults from a reduction in the tax-
payer’s rate base does not constitute a
reduction in cost of service, even
though, as a technical ratemaking
term, ‘‘cost of service’’ ordinarily in-
cludes a permitted return on invest-
ment. In addition, taking into account
a deduction for the additional interest
that the taxpayer would pay or accrue
if the credit were unavailable in deter-
mining Federal income tax expense

(‘‘synchronization of interest’’) does
not constitute a reduction in cost of
service for purposes of section 46(f)(2).
This adjustment to Federal income tax
expense may be taken into account in
determining cost of service for the reg-
ulated accounting period or periods
that include the taxable year to which
the adjustment relates or for any sub-
sequent regulated accounting period.

(B) See paragraph (b)(3)(ii)(B) of this
section for rules relating to the
amount of additional interest that the
taxpayer would pay or accrue if the
credit were unavailable.

(ii) In determining whether, or to
what extent, a credit has been used to
reduce cost of service, reference shall
be made to any accounting treatment
that affects cost of service. Examples
of such treatment include reducing by
all or a portion of the credit the
amount of Federal income tax expense
taken into account for ratemaking pur-
poses and reducing the depreciable
bases of property by all or a portion of
the credit for ratemaking purposes.

(3) Rate base. (i) For purposes of this
section, ‘‘rate base’’ is the monetary
amount that is multiplied by a rate of
return to determine the permitted re-
turn on investment.

(ii)(A) In determining whether, or to
what extent, a credit has been used to
reduce rate base, reference shall be
made to any accounting treatment
that affects rate base. In addition, in
those cases in which the rate of return
is based on the taxpayer’s cost of cap-
ital, reference shall be made to any ac-
counting treatment that reduces the
permitted return on investment by
treating the credit less favorably than
the capital that would have been pro-
vided if the credit were unavailable.
Thus, the credit may not be assigned a
‘‘cost of capital’’ rate that is less than
the overall cost of capital rate, deter-
mined on the basis of a weighted aver-
age, for the capital that would have
been provided if the credit were un-
available.

(B) For purposes of determining the
cost of capital rate assigned to the
credit and the amount of additional in-
terest that the taxpayer would pay or
accrue, the composition of the capital
that would have been provided if the
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credit were unavailable may be deter-
mined—

(1) On the basis of all the relevant
facts and circumstances; or

(2) By assuming for both such pur-
poses that such capital would be pro-
vided solely by common shareholders,
preferred shareholders, and long-term
creditors in the same proportions and
at the same rates of return as the cap-
ital actually provided to the taxpayer
by such shareholders and creditors.
For purposes of this section, capital
provided by long-term creditors does
not include deferred taxes as described
in section 167(e)(3)(G) or 168(e)(3)(B)(ii).

(C) If a taxpayer’s overall rate of re-
turn is based on a deemed or hypo-
thetical capital structure, paragraph
(b)(3)(ii)(B) of this section shall be ap-
plied by treating the deemed or hypo-
thetical capital as if it were the capital
actually provided to the taxpayer and
determining the composition of the
capital that would have been provided
if the credit were unavailable in a man-
ner consistent with such treatment.

(iii) Whether, or to what extent, a
credit has been used to reduce rate
base for any period to which pre-June
23, 1986 rates apply will be determined
under 26 CFR 1.46–6(b) (3) and (4) (re-
vised as of April 1, 1985) if such a deter-
mination avoids disallowance of a cred-
it that would be disallowed under para-
graph (b)(3)(ii) or (4)(ii) of this section.
For this purpose, a period of which pre-
June 23, 1986 rates apply is any period
for which the effect of the credit on
rate base for ratemaking purposes is
established under a determination put
into effect (within the meaning of
paragraph (f) of this section) before
June 23, 1986.

(4) Indirect reductions to cost of service
or rate base. (i) Cost of service or rate
base is also considered to have been re-
duced by reason of all or a portion of a
credit if such reduction is made in an
indirect manner.

(ii) One type of such indirect reduc-
tion is any ratemaking decision in
which the credit is treated as operating
income (subject to ratemaking regula-
tion) or is treated less favorably than
the capital that would have been pro-
vided if the credit were unavailable.
For example, if the credit is accounted
for as nonoperating income on a com-

pany’s regulated books of account but
a ratemaking decision has the effect of
treating the credit as operating income
in determining rate of return to com-
mon shareholders, then cost of service
has been indirectly reduced by reason
of the credit.

(iii) A second type of indirect reduc-
tion is any ratemaking decision in-
tended to achieve an effect similar to a
direct reduction to cost of service or
rate base. In determining whether a
ratemaking decision is intended to
achieve this effect, consideration is
given to all the relevant facts and cir-
cumstances of each case, including, but
not limited to—

(A) The record of the proceeding,
(B) The regulatory body’s orders or

opinions (including any dissenting
views), and

(C) The anticipated effect of the rate-
making decision on the company’s rev-
enues in comparison to a direct reduc-
tion to cost of service or rate base by
reason of the investment tax credits
available to the regulated company.

(iv) This paragraph (b)(4)(iv) de-
scribes a situation that is not an indi-
rect reduction to cost of service or rate
base by reason of all or a portion of a
credit. The ratemaking treatment of
credits may affect the financial condi-
tion of a company, including the com-
pany’s ability to attract new capital,
the cost of that capital, the company’s
future financial requirements, the mar-
ket price of the company’s securities,
and the degree of risk attributable to
investment in those securities. The fi-
nancial condition may be reflected in
certain customary financial indicators
such as the comparative capital struc-
ture of the company, coverage ratios,
price/earnings ratios, and price/book
ratios. Under the facts and cir-
cumstances test of paragraph (b)(4)(iii)
of this section, the consideration of a
company’s financial condition by a reg-
ulatory body is not an indirect reduc-
tion to cost of service or rate base,
even though such condition, as affected
by the ratemaking treatment of the
company’s investment tax credits, is
considered in the development of a rea-
sonable rate of return on common
shareholders’ investment.
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(c) General rule—(1) In general. Sec-
tion 46(f)(1) applies to all of the tax-
payer’s section 46(f) property except
property to which an election under
section 46(f) (2) or (3) applies. Under
section 46(f)(1), the credit for the tax-
payer’s section 46(f) property will be
disallowed if—

(i) The taxpayer’s cost of service for
ratemaking purposes is reduced by rea-
son of any portion of such credit, or

(ii) The taxpayer’s rate base is re-
duced by reason of any portion of the
credit and such reduction in rate base
is not restored or is restored less rap-
idly than ratably within the meaning
of paragraph (g) of this section.

(2) Insufficient natural domestic supply.
The provisions of paragraph (c)(1)(ii) of
this section shall not apply to permit
any reduction in taxpayer’s rate base
with respect to its ‘‘short supply prop-
erty’’ if it made an election under the
last sentence of section 46(f)(1) on or
before March 9, 1972.

(3) Short supply property. For purposes
of this section, section 46(f) property is
‘‘short supply property’’ if—

(i) The property is described in para-
graph (b)(1)(ii) of this section,

(ii) The regulatory body described in
section 46(c)(3)(B) that has jurisdiction
for ratemaking purposes with respect
to such trade or business is an agency
or instrumentality of the United
States, and

(iii) This regulatory body makes a
short supply determination and the de-
termination is in effect on the date
such property is placed in service.

(4) Short supply determination. A short
supply determination is made or re-
voked on the date of its publication in
the FEDERAL REGISTER. It is a deter-
mination that the natural domestic
supply of gas or steam is insufficient to
meet the present and future require-
ments of the domestic economy.

(5) Dates short supply determination in
effect. (i) A short supply determination
is considered to be in effect with re-
spect to section 46(f) property placed in
service at any time before the deter-
mination is revoked. However, a short
supply determination made after June
20, 1979 is not considered to be in effect
with respect to section 46(f) property
placed in service before such deter-
mination was made.

(d) Special rule for ratable flow-
through. If an election was made under
section 46(f)(2) on or before March 9,
1972, section 46(f)(2) applies to all of the
taxpayer’s section 46(f) property except
property to which an election under
section 46(f)(3) applies. Under section
46(f)(2), the credit for the taxpayer’s
section 46(f) property will be disallowed
if—

(1) The taxpayer’s cost of service, for
ratemaking purposes or in its regu-
lated books of account, is reduced by
more than a ratable portion of such
credit within the meaning of paragraph
(g) of this section or

(2) The taxpayer’s rate base is re-
duced by reason of any portion of such
credit.

(e) Flow-through property. If a tax-
payer made an election under section
46(f)(3) on or before March 9, 1972, sec-
tion 46(f) (1) and (2) do not apply to the
taxpayer’s section 46(f) property to
which section 167(l)(2)(C) applies. In the
case of an election under section
46(f)(3), a credit will not be disallowed,
notwithstanding a determination by a
regulatory body having jurisdiction
over such taxpayer that reduces the
taxpayer’s cost of service or rate base
by reason of such credit. In general,
section 167(l)(2)(C) applies to property
with respect to which a taxpayer may
use a flow-through method of account-
ing (within the meaning of section
167(l)(3)(H)) to take into account the
allowance for depreciation under sec-
tion 167(a). Section 167(l)(2)(C) applies
to property even though the taxpayer
does not use a flow-through method of
accounting with respect to the prop-
erty. Section 167(l)(2)(C) does not apply
to property if the taxpayer can not use
a flow-through method of accounting
with respect to the property. For ex-
ample, section 167(l)(2)(C) does not
apply to property with respect to
which an election under section
167(l)(4)(A) applies. Thus, such property
does not qualify for an election under
section 46(f)(3).

(f) Limitations—(1) In general. This
paragraph provides rules relating to
limitations on the disallowance of
credits under section 46(f)(4). Key
terms are defined in paragraphs (f) (7),
(8), and (9) of this section.
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(2) Disallowance postponed. There is
no disallowance of a credit before the
first final inconsistent determination
is put into effect for the taxpayer’s sec-
tion 46(f) property.

(3) Time of disallowance. A credit is
disallowed—

(i) When the first final inconsistent
determination is put into effect and

(ii) When any inconsistent deter-
mination (whether or not final) is put
into effect after the first final incon-
sistent determination is put into ef-
fect.

(4) Credits disallowed. A credit is dis-
allowed for section 46(f) property
placed in service (within the meaning
of § 1.46–3(d)) by the taxpayer—

(i) Before the date any inconsistent
determination described in paragraph
(f)(2) of this section is put into effect
and

(ii) On or after such date and before
the date a subsequent consistent deter-
mination (whether or not final) is put
into effect.

(5) Barred years. No amount of credit
for a taxable year is disallowed under
paragraph (f)(3) of this section if, for
such year, assessment of a deficiency is
barred by any law or rule of law.

(6) Notification and other requirements.
The taxpayer shall notify the district
director of a disallowance of a credit
under paragraph (f)(3) of this section
within 30 days of the date that the ap-
plicable determination is put into ef-
fect. In the case of such a disallowance,
the taxpayer shall recompute its tax li-
ability for any affected taxable year,
and such recomputation shall be made
in the form of an amended return
where necessary.

(7) Determinations. For purposes of
this paragraph, the term ‘‘determina-
tion’’ refers to a determination made
with respect to section 46(f) property
(other than property to which an elec-
tion under section 46(f)(3) applies) by a
regulatory body described in section
46(c)(3)(B) that determines the effect of
the credit—

(i) For purposes of section 46(f)(1), on
the taxpayer’s cost of service or rate
base for ratemaking purposes or

(ii) In the case of a taxpayer that
made an election under section 46(f)(2),
on the taxpayer’s cost of service, for
ratemaking purposes or in its regu-

lated books of account, or on the tax-
payer’s rate base for ratemaking pur-
poses.
A regulatory body does not have to
take affirmative action to make a de-
termination. Thus, a regulatory body’s
failure to take action on a rate sched-
ule filed by a taxpayer is a determina-
tion if the rates can be put into effect
without further action by the regu-
latory body.

(8) Types of determinations. For pur-
poses of this paragraph—

(i) The term ‘‘inconsistent’’ refers to
a determination that is inconsistent
with section 46(f) (1) or (2) (as the case
may be). Thus, for example, a deter-
mination to reduce the taxpayer’s cost
of service by more than a ratable por-
tion of the credit would be a deter-
mination that is inconsistent with sec-
tion 46(f)(2). As a further example, such
a determination would also be incon-
sistent if section 46(f)(1) applied be-
cause no reduction in cost of service is
permitted under section 46(f)(1).

(ii) The term ‘‘consistent’’ refers to a
determination that is consistent with
section 46(f) (1) or (2) (as the case may
be).

(iii) The term ‘‘final determination’’
means a determination with respect to
which all rights to appeal or to request
a review, a rehearing, or a redeter-
mination have been exhausted or have
lapsed.

(iv) The term ‘‘first final inconsistent
determination’’ means the first final
determination put into effect after De-
cember 10, 1971, that is inconsistent
with section 46(f) (1) or (2) (as the case
may be).

(9) Put into effect. A determination is
put into effect on the latter of—

(i) The date it is issued (or, if a first
final inconsistent determination, the
date it becomes final) or

(ii) The date it becomes operative.
(10) Examples. The provisions of this

paragraph may be illustrated by the
following examples:

Example 1. Corporation X, a calendar-year
taxpayer engaged in a public utility activity
is subject to the jurisdiction of regulatory
body A. On September 15, 1971, X purchases
section 46(f) property and places it in service
on that date. For 1971, X takes the credit al-
lowable by section 38 with respect to such
property. X does not make any election per-
mitted by section 46(f). On October 9, 1972, A
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makes a determination that X must account
for the credit allowable under section 38 in a
manner inconsistent with section 46(f)(1).
The determination, which was the first de-
termination by A after December 10, 1971, be-
comes final on January 1, 1973, and holds
that X must retroactively adjust the manner
in which it accounted for the credit allow-
able under section 38 starting with the tax-
able year that began on January 1, 1972.
Since, under the provisions of paragraph
(f)(8) of this section, the determination by A
is put into effect on January 1, 1973 (the date
it becomes final), the credit is retroactively
disallowed with respect to any of X’s section
46(f) property placed in service before Janu-
ary 1, 1973, on any date which occurs during
a taxable year with respect to which an as-
sessment of a deficiency has not been barred
by any law or rule of law. In addition, the
credit is disallowed with respect to X’s sec-
tion 46(f) property placed in service on or
after January 1, 1973, and before the date
that a subsequent determination by A, which
as to X is consistent with section 46(f)(1), is
put into effect. Thus, X must amend its in-
come tax return for 1971 to reflect the retro-
active disallowance of the credit otherwise
allowable under section 38 with respect to
the section 46(f) property placed in service on
September 15, 1971.

Example 2. The facts are the same as in ex-
ample 1, except that the first inconsistent
determination by A becomes final on April 5,
1972, and requires X to account for the credit
for all taxable years beginning on or after
January 1, 1973, in a manner inconsistent
with section 46(f)(1). Under the provisions of
paragraph (f)(8) of this section, the deter-
mination was put into effect on January 1,
1973 (the date it became operative). The re-
sult is the same as in example 1.

Example 3. The facts are the same as in ex-
ample 1, except that on June 1, 1975, A issues
a determination that X shall retroactively
account for the credit allowable by section 38
in a manner consistent with the provisions
of section 46(f)(1) for taxable years beginning
on or after January 1, 1971. The determina-
tion becomes final on January 5, 1976, in the
same form as originally issued. The result is
the same as in example 1 with respect to
property X places in service before June 1,
1975. The credit is allowed with respect to
property X places in service on or after June
1, 1975 (the date that the consistent deter-
mination is put into effect).

(g) Ratable methods—(1) In general.
Under this paragraph (g), rules are pre-
scribed for purposes of determining
whether or not, under section 46(f)(1), a
reduction in the taxpayer’s rate base
with respect to the credit is restored
less rapidly than ratably and whether

or not under section 46(f)(2) the tax-
payer’s cost of service for ratemaking
purposes is reduced by more than a rat-
able portion of such credit.

(2) Regulated depreciation expense.
What is ‘‘ratable’’ is determined by
considering the period of time actually
used in computing the taxpayer’s regu-
lated depreciation expense for the
property for which a credit is allowed.
‘‘Regulated depreciation expense’’ is
the depreciation expense for the prop-
erty used by a regulatory body for pur-
poses of establishing the taxpayer’s
cost of service for ratemaking pur-
poses. Such period of time shall be ex-
pressed in units of years (or shorter pe-
riods), units of production, or machine
hours and shall be determined in ac-
cordance with the individual useful life
system or composite (or other group
asset) account system actually used in
computing the taxpayer’s regulated de-
preciation expense. A method of restor-
ing, or reducing, is ratable if the
amount to be restored to rate base, or
to reduce cost of service (as the case
may be), is allocated ratably in propor-
tion to the number of such units. Thus,
for example, assume that the regulated
depreciation expense is computed
under the straight line method by ap-
plying a composite annual percentage
rate to ‘‘original cost’’ (as defined for
purposes of computing regulated depre-
ciation expense). If, with respect to an
item of section 46(f) property, the
amount to be restored annually to rate
base is computed by applying a com-
posite annual percentage rate to the
amount by which the rate base was re-
duced, then the restoration is ratable.
Similarly, if cost of service is reduced
annually by an amount computed by
applying a composite annual percent-
age rate to the amount of the credit,
cost of service is reduced by a ratable
portion. If such composite annual
percenage rate were revised for pur-
poses of computing regulated deprecia-
tion expense beginning with a particu-
lar accounting period, the computation
of ratable restoration or ratable por-
tion (as the case may be) must also be
revised beginning with such period. A
composite annual percentage rate is
determined solely by reference to the
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period of time actually used by the tax-
payer in computing its regulated depre-
ciation expense without reduction for
salvage or other items such as over and
under accruals. A composite annual
percentage rate determined by taking
into account salvage value or other
items shall be considered to be ratable
in the case of a determination (whether
or not final) issued before March 22,
1979, and any rate order (whether or
not final) that is entered into before
June 20, 1979, in response to a rate case
filed before April 23, 1979. For this pur-
pose, the term ‘‘rate order’’ does not
include an order by a regulatory body
that perfunctorily adopts rates as filed
if such rates are suspended or subject
to rebate.

(h) Elections—(1) Applicability of elec-
tions. (i) Any election under section
46(f) applies to all of the taxpayer’s
property eligible for the election,
whether or not the taxpayer is regu-
lated by more than one regulatory
body.

(ii) Section 46(f)(1) applies to all of
the taxpayer’s section 46(f) property in
the absence of an election under either
section 46(f) (2) or (3). If an election is
made under section 46(f)(2), section
46(f)(1) does not apply to any of the
taxpayer’s section 46(f) property.

(iii) An election made under the last
sentence of section 46(f)(1) applies to
that portion of the taxpayer’s section
46(f) property to which section 46(f)(1)
applies and which is short supply prop-
erty within the meaning of paragraph
(c)(2) of this section.

(iv) If a taxpayer makes an election
under section 46(f)(2) and makes no
election under section 46(f)(3), the elec-
tion under section 46(f)(2) applies to all
of the taxpayer’s section 46(f) property.

(v) If a taxpayer makes an election
under section 46(f)(3), such election ap-
plies to all of the taxpayer’s section
46(f) property to which section
167(l)(2)(C) applies. Section 46(f) (1) or
(2) (as the case may be) applies to that
portion of the taxpayer’s section 46(f)
property that is not property to which
section 167(f)(2)(C) applies. Thus, for
example, if a taxpayer makes an elec-
tion under section 46(f)(2) and also
makes an election under section
46(f)(3), section 46(f)(3) applies to all of
the taxpayer’s section 46(f) property to

which section 167(l)(2)(C) applies, and
section 46(f)(2) applies to the remainder
of the taxpayer’s section 46(f) property.

(2) Method of making elections. See 26
CFR 12.3 for rules relating to the meth-
od of making the elections described in
section 46(f) (1), (2), or (3).

(i) [Reserved]
(j) Reorganizations, asset acquisitions,

multiple regulation, etc.—(1) Taxpayers
not entirely subject to jurisdiction of one
regulatory body. (i) If a taxpayer is re-
quired by a regulatory body having ju-
risdiction over less than all of its prop-
erty to account for the credit under a
determination that is inconsistent
with section 46(f) (1) or (2) (as the case
may be), such credit shall be disallowed
only with respect to property subject
to the jurisdiction of such regulatory
body.

(ii) For purposes of this paragraph (j),
a regulatory body is considered to have
jurisdiction over property of a tax-
payer if the property is included in the
rate base for which the regulatory body
determines an allowable rate of return
for ratemaking purposes or if expenses
with respect to the property are in-
cluded in cost of service as determined
by the regulatory body for ratemaking
purposes. For example, if regulatory
body A, having jurisdiction over 60 per-
cent of an item of corporation X’s sec-
tion 46(f) property, makes a determina-
tion which is inconsistent with section
46(f), and if regulatory body B, having
jurisdiction over the remaining 40 per-
cent of such item of property, makes a
consistent determination (or if the re-
maining 40 percent is not subject to the
jurisdiction of any regulatory body),
then 60 percent of the credit for such
item will be disallowed. For a further
example, if regulatory body A, having
jurisdiction over 60 percent of X’s sec-
tion 46(f) property, has jurisdiction
over 100 percent of a particular genera-
tor, 100 percent of the credit for such
generator will be disallowed.

(iii) For rules which provide that the
3 elections under section 46(f) may not
be made with respect to less than all of
the taxpayer’s property eligible for the
election, see paragraph (h)(1)(i) of this
section.

[T.D. 7602, 44 FR 17668, Mar. 23, 1979, as
amended by T.D. 8089, 51 FR 18777, May 22,
1986]
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§ 1.46–7 Statutory provisions; plan re-
quirements for taxpayers electing
additional investment credit, etc.

As amended by sections 802(b)(7), and
803 (c), (d), and (e) of the Tax Reform
Act of 1976 (90 Stat. 1520), section 301
(d), (e), and (f) of the Tax Reduction
Act of 1975 (89 Stat. 38) provides as fol-
lows:

Sec. 301. Increase in investment credit
* * *

(d) Plan requirements for taxpayers electing
additional credit. In order to meet the re-
quirements of this subsection—

(1) Except as expressly provided in sub-
sections (e) and (f), a corporation (herein-
after in this subsection referred to as the
‘‘employer’’) must establish an employee
stock ownership plan (described in paragraph
(2)) which is funded by transfers of employer
securities in accordance with the provisions
of paragraph (6) and which meets all other
requirements of this subsection.

(2) The plan referred to in paragraph (1)
must be a defined contribution plan estab-
lished in writing which—

(A) Is a stock bonus plan, a stock bonus
and a money purchase pension plan, or a
profit-sharing plan,

(B) Is designed to invest primarily in em-
ployer securities, and

(C) Meets such other requirements (similar
to requirements applicable to employee
stock ownership plans as defined in section
4975(e)(7) of the Internal Revenue Code of
1954) as the Secretary of the Treasury or his
delegate may prescribe.

(3) The plan must provide for the alloca-
tion of all employer securities transferred to
it or purchased by it (because of the require-
ments of section 46(a)(2)(B) of the Internal
Revenue Code of 1954) to the account of each
participant (who was a participant at any
time during the plan year, whether or not he
is a participant at the close of the plan year)
as of the close of each year in an amount
which bears substantially the same propor-
tion to the amount of all such securities al-
located to all participants in the plan for
that plan year as the amount of compensa-
tion paid to such participant (disregarding
any compensation in excess of the first
$100,000 per year) bears to the compensation
paid to all such participants during that
year (disregarding any compensation in ex-
cess of the first $100,000 with respect to any
participant). Notwithstanding the first sen-
tence of this paragraph, the allocation to
participants’ accounts may be extended over
whatever period may be necessary to comply
with the requirements of section 415 of the
Internal Revenue Code of 1954. For purposes
of this paragraph, the amount of compensa-
tion paid to a participant for a year is the
amount of such participant’s compensation

within the meaning of section 415(c)(3) of
such Code for such year.

(4) The plan must provide that each partic-
ipant has a nonforfeitable right to any stock
allocated to his account under paragraph (3),
and that no stock allocated to a partici-
pant’s account may be distributed from that
account before the end of the eighty-fourth
month beginning after the month in which
the stock is allocated to the account except
in the case of separation from the service,
death, or disability.

(5) The plan must provide that each partic-
ipant is entitled to direct the plan as to the
manner in which any employer securities al-
located to the account of the participant are
to be voted.

(6) On making a claim for credit, adjust-
ment, or refund under section 38 of the Inter-
nal Revenue Code of 1954, the employer
states in such claim that it agrees, as a con-
dition of receiving any such credit, adjust-
ment, or refund—

(A) In the case of a taxable year beginning
before January 1, 1977, to transfer employer
securities forthwith to the plan having an
aggregate value at the time of the claim of
1 percent of the amount of the qualified in-
vestment (as determined under section 46 (c)
and (d) of such Code) of the taxpayer for the
taxable year, and

(B) In the case of a taxable year beginning
after December 31, 1976—

(i) To transfer employer securities to the
plan having an aggregate value at the time
of the claim of 1 percent of the amount of
the qualified investment (as determined
under section 46 (c) and (d) of such Code) of
the employer for the taxable year,

(ii) Except as provided in clause (iii), to ef-
fect the transfer not later than 30 days after
the time (including extensions) for filing its
income tax return for a taxable year, and

(iii) In the case of an employer whose cred-
it (as determined under section 46(a)(2)(B) of
such Code) for a taxable year beginning after
December 31, 1976, exceeds the limitations of
paragraph (3) of section 46(a) of such Code—

(I) To effect that portion of the transfer al-
locable to investment credit carrybacks of
such excess credit at the time required under
clause (ii) for the unused credit year (within
the meaning of section 46(b) of such Code),
and

(II) To effect that portion of the transfer
allocable to investment credit carryovers of
such excess credit at the time required under
clause (ii) for the taxable year to which such
portion is carried over.

For purposes of meeting the requirements of
this paragraph, a transfer of cash shall be
treated as a transfer of employer securities if
the cash is, under the plan, used to purchase
employer securities.

(7) Notwithstanding any other provision of
law to the contrary, if the plan does not
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meet the requirements of section 401 of the
Internal Revenue Code of 1954—

(A) Stock transferred under paragraph (6)
or subsection (e)(3) and allocated to the ac-
count of any participant under paragraph (3)
and dividends thereon shall not be consid-
ered income of the participant or his bene-
ficiary under the Internal Revenue Code of
1954 until actually distributed or made avail-
able to the participant or his beneficiary
and, at such time, shall be taxable under sec-
tion 72 of such Code (treating the participant
or his beneficiary as having a basis of zero in
the contract),

(B) No amount shall be allocated to any
participant in excess of the amount which
might be allocated if the plan met the re-
quirements of section 401 of such Code, and

(C) The plan must meet the requirements
of sections 410 and 415 of such Code.

(8)(A) Except as provided in subparagraph
(B)(iii), if the amount of the credit deter-
mined under section 46(a)(2)(B) of the Inter-
nal Revenue Code of 1954 is recaptured or re-
determined in accordance with the provi-
sions of such Code, the amounts transferred
to the plan under this subsection and sub-
section (e) and allocated under the plan shall
remain in the plan or in participant ac-
counts, as the case may be, and continue to
be allocated in accordance with the plan.

(B) If the amount of the credit determined
under section 46(a)(2)(B) of the Internal Rev-
enue Code of 1954 is recaptured in accordance
with the provisions of such Code—

(i) The employer may reduce the amount
required to be transferred to the plan under
paragraph (6) of this subsection, or under
paragraph (3) of subsection (e), for the cur-
rent taxable year or any succeeding taxable
years by the portion of the amount so recap-
tured which is attributable to the contribu-
tion to such plan,

(ii) Notwithstanding the provisions of
paragraph (12), the employer may deduct
such portion, subject to the limitations of
section 404 of such Code (relating to deduc-
tions for contributions to an employees’
trust or plan), or

(iii) If the requirements of subsection (f)(1)
are met, the employer may withdraw from
the plan an amount not in excess of such
portion.

(C) If the amount of the credit claimed by
an employer for a prior taxable year under
section 38 of the Internal Revenue Code of
1954 is reduced because of a redetermination
which becomes final during the taxable year,
and the employer transferred amounts to a
plan which were taken into account for pur-
poses of this subsection for that prior tax-
able year, then—

(i) The employer may reduce the amount it
is required to transfer to the plan under
paragraph (6) of this subsection, or under
paragraph (3) of subsection, (e), for the tax-
able year or any succeeding taxable year by

the portion of the amount of such reduction
in the credit or increase in tax which is at-
tributable to the contribution to such plan,
or

(ii) Notwithstanding the provisions of
paragraph (12), the employer may deduct
such portion subject to the limitations of
section 404 of such Code.

(9) For purposes of this subsection, the
term—

(A) ‘‘Employer securities’’ means common
stock issued by the employer or a corpora-
tion which is a member of a controlled group
of corporations which includes the employer
(within the meaning of section 1563 (a) of the
Internal Revenue Code of 1954, determined
without regard to section 1563 (a)(4) and
(e)(3)(C) of such Code) with voting power and
dividend rights no less favorable than the
voting power and dividend rights of other
common stock issued by the employer or
such controlling corporation, or securities
issued by the employer or such controlling
corporation, convertible into such stock, and

(B) ‘‘Value’’ means the average of closing
prices of the employer’s securities, as re-
ported by a national exchange on which se-
curities are listed, for the 20 consecutive
trading days immediately preceding the date
of transfer or allocation of such securities
or, in the case of securities not listed on a
national exchange, the fair market value as
determined in good faith and in accordance
with regulations issued by the Secretary of
the Treasury or his delegate.

(10) The Secretary of the Treasury or his
delegate shall prescribe such regulations and
require such reports as may be necessary to
carry out the provisions of this subsection
and subsections (e) and (f).

(11) If the employer fails to meet any re-
quirement imposed under this subsection or
subsection (e) or (f) or under any obligation
undertaken to comply with the requirement
of this subsection or subsection (e) or (f), he
is liable to the United States for a civil pen-
alty of an amount equal to the amount in-
volved in such failure. The preceding sen-
tence shall not apply if the taxpayer corrects
such failure (as determined by the Secretary
of the Treasury or his delegate) within 90
days after notice thereof. For purposes of
this paragraph, the term ‘‘amount involved’’
means an amount determined by the Sec-
retary or his delegate, but not in excess of 1
percent of the qualified investment of the
taxpayer for the taxable year under section
46(a)(2)(B) and not less than the product of
one-half of one percent of such amount mul-
tiplied by the number of months (or parts
thereof) during which such failure continues.
The amount of such penalty may be col-
lected by the Secretary of the Treasury in
the same manner in which a deficiency in
the payment of Federal income tax may be
collected.
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(12) Notwithstanding any provision of the
Internal Revenue Code of 1954 to the con-
trary, no deductions shall be allowed under
section 162, 212, or 404 of such Code for
amounts transferred to an employee stock
ownership plan and taken into account under
this subsection.

(13)(A) As reimbursement for the expense
of establishing the plan, the employer may
withhold from amounts due the plan for the
taxable year for which the plan is estab-
lished, or the plan may pay, so much of the
amounts paid or incurred in connection with
the establishment of the plan as does not ex-
ceed the sum of 10 percent of the first $100,000
that the employer is required to transfer to
the plan for that taxable year under para-
graph (6) (including any amounts transferred
under subsection (e)(3)) and 5 percent of any
amount in excess of the first $100,000 of such
amount.

(B) As reimbursement for the expense of
administering the plan, the employer may
withhold from amounts due the plan, or the
plan may pay, so much of the amounts paid
or incurred during the taxable year as ex-
penses of administering the plan as does not
exceed the smaller of—

(i) The sum of 10 percent of the first
$100,000 and 5 percent of any amount in ex-
cess of $100,000 of the income from dividends
paid to the plan with respect to stock of the
employer during the plan year ending with
or within the employer’s taxable year, or

(ii) $100,000.
(14) The return of a contribution made by

an employer to an employee stock ownership
plan designed to satisfy the requirements of
this subsection or subsection (e) (or a provi-
sion for such a return) does not fail to sat-
isfy the requirements of this subsection, sub-
section (e), section 401(a) of the Internal Rev-
enue Code of 1954, or section 403(c)(1) of the
Employee Retirement Income Security Act
of 1974 if—

(A) The contribution is conditioned under
the plan upon determination by the Sec-
retary of the Treasury that such plan meets
the applicable requirements of this sub-
section, subsection (e), or section 401(a) of
such Code.

(B) The application for such a determina-
tion is filed with the Secretary not later
than 90 days after the date on which the
credit under section 38 is allowed, and

(C) The contribution is returned within one
year after the date on which the Secretary
issues notice to the employer that such plan
does not satisfy the requirements of this sub-
section, subsection (e), or section 401(a) of
such Code.

(e) Plan requirements for taxpayers electing
additional one-half percent credit.

(1) General rule. For purposes of clause (ii)
of section 46(a)(2)(B) of the Internal Revenue
Code of 1954, the amount determined under
this subsection for a taxable year is an

amount equal to the sum of the matching
employee contributions for the taxable year
which meet the requirements of this sub-
section.

(2) Election; basic plan requirements. No
amount shall be determined under this sub-
section for the taxable year unless the cor-
poration elects to have this subsection apply
for that year. A corporation may not elect to
have the provisions of this subsection apply
for a taxable year unless the corporation
meets the requirements of subsection (d) and
the requirements of this subsection.

(3) Employer contribution. On making a
claim for credit, adjustment, or refund under
section 38 of the Internal Revenue Code of
1954, the employer shall state in such claim
that the employer agrees, as a condition of
receiving any such credit, adjustment, or re-
fund attributable to the provisions of section
46(a)(2)(B)(ii) of such Code, to transfer at the
time described in subsection (d)(6)(B) em-
ployer securities (as defined in subsection
(d)(9)(A)) to the plan having an aggregate
value at the time of the transfer of not more
than one-half of one percent of the amount
of the qualified investment (as determined
under subsections (c) and (d) of section 46 of
such Code) of the taxpayer for the taxable
year. For purposes of meeting the require-
ments of this paragraph, a transfer of cash
shall be treated as a transfer of employer se-
curities if the cash is, under the plan, used to
purchase employer securities.

(4) Requirements relating to matching em-
ployee contributions.

(A) An amount contributed by an employee
under a plan described in subsection (d) for
the taxable year may not be treated as a
matching employee contribution for that
taxable year under this subsection unless—

(i) Each employee who participates in the
plan described in subsection (d) is entitled to
make such a contribution,

(ii) The contribution is designated by the
employee as a contribution intended to be
used for matching employer amounts trans-
ferred under paragraph (3) to a plan which
meets the requirements of this subsection,
and

(iii) The contribution is in the form of an
amount paid in cash to the employer or plan
administrator not later than 24 months after
the close of the taxable year in which the
portion of the credit allowed by section 38 of
such Code (and determined under clause (ii)
of section 46 (a)(2)(B) of such Code which the
contribution is to match) is allowed, and is
invested forthwith in employer securities (as
defined in subsection (d)(9)(A)).

(B) The sum of the amounts of matching
employee contributions taken into account
for purposes of this subsection for any tax-
able year may not exceed the value (at the
time of transfer) of the employer securities
transferred to the plan in accordance with
the requirements of paragraph (3) for the
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year for which the employee contributions
are designated as matching contributions.

(C) The employer may not make participa-
tion in the plan a condition of employment
and the plan may not require matching em-
ployee contributions as a condition of par-
ticipation in the plan.

(D) Employee contributions under the plan
must meet the requirements of section
401(a)(4) of such Code (relating to contribu-
tions).

(5) A plan must provide for allocation of all
employer securities transferred to it or pur-
chased by it under this subsection to the ac-
count of each participant (who was a partici-
pant at any time during the plan year,
whether or not he is a participant at the
close of the plan year) as of the close of the
plan year in an amount equal to his match-
ing employee contributions for the year.
Matching employee contributions and
amounts so allocated shall be deemed to be
allocated under subsection (d)(3).

(f) Recapture.
(1) General rule. Amounts transferred to a

plan under subsection (d)(6) or (e)(3) may be
withdrawn from the plan by the employer if
the plan provides that while subject to re-
capture—

(A) Amounts so transferred with respect to
a taxable year are segregated from other
plan assets, and

(B) Separate accounts are maintained for
participants on whose behalf amounts so
transferred have been allocated for a taxable
year.

(2) Coordination with other law. Notwith-
standing any other law or rule of law, an
amount withdrawn by the employer will nei-
ther fail to be considered to be nonforfeit-
able nor fail to be for the exclusive benefit of
participants or their beneficiaries merely be-
cause of the withdrawal from the plan of—

(A) Amounts described in paragraph (1), or
(B) Employer amounts transferred under

subsection (e)(3) to the plan which are not
matched by matching employee contribu-
tions or which are in excess of the limita-
tions of section 415 of such Code,

nor will the withdrawal of any such amount
be considered to violate the provisions of
section 403(c)(1) of the Employee Retirement
Income Security Act of 1974.

[Sec. 301(d) of the Tax Reduction Act of 1975
(89 Stat. 38) as amended by sec. 802(b)(7) and
sec. 803 (c) and (e) of the Tax Reform Act of
1976 (90 Stat. 1520); sec. 301 (e) and (f) of the
Tax Reduction Act of 1975 as added by sec.
803(d) of the Tax Reform Act of 1976]
(Sec. 301(d)(2)(C) of the Tax Reduction Act of
1975; sec. 7805 of the Internal Revenue Code
of 1954 (89 Stat. 38, 68A Stat. 917; 26 U.S.C.
7805)

[T.D. 7857 47 FR 54793, Dec. 6, 1982]

§ 1.46–8 Requirements for taxpayers
electing additional one-percent in-
vestment credit (TRASOP’s).

(a) Introduction—(1) In general. A cor-
poration may elect under section
46(a)(2)(B) of the Code to obtain an ad-
ditional investment credit for property
described in section 46(a)(2)(D). This
section provides rules for electing to
have the provisions of section
46(a)(2)(B) apply and for implementing
an employee stock ownership plan
under section 301(d) of the Tax Reduc-
tion Act of 1975 (‘‘1975 TRA’’). The plan
must meet the formal requirements of
paragraph (d), and the operational re-
quirements of paragraph (e), of this
section. An additional credit may be
obtained for the periods described in
section 46(a)(2)(D). Unless otherwise in-
dicated, statutory references in this
section are to the Internal Revenue
Code of 1954 as in effect prior to the
amendments made by the Revenue Act
of 1978.

(2) Reports. The returns required by
section 6058(a) must be filed on behalf
of a plan established under paragraph
(c)(7) of this section, whether or not
the plan is qualified under section
401(a).

(3) Cross-references. The following
table indicates where in this section
provisions appear relating to each pro-
vision of section 301 (d) and (f) of the
1975 TRA.

Section 301 Section 1.46–
8 Subject

(d)(1) ............. (c)(7)(i),
(c)(8)(i).

Establishing a TRASOP, in
general; funding a
TRASOP, in general.

(2)(A) ......... (c)(7)(ii) ......... Type of plan.
(B) ......... (d)(3), (e)(10) Investment design.
(C) ......... (d)(1) ............. Plan requirements, in gen-

eral.
(3) .............. (d)(6) ............. Allocation.

(b)(8) ............. Compensation, definition.
(4) .............. (d)(7) ............. Nonforfeitability.

(d)(9) ............. Distributions.
(5) .............. (d)(8) ............. Voting rights.
(6) .............. (c) ................. Procedures for additional

credit.
(7)(A) ......... (c)(7)(ii) ......... Taxability, non-401(a)

TRASOP.
(B) .......... (e)(3) ............. Allocations under 401(a).
(C) .......... (e)(3) ............. Section 410 and section 415

requirements.
(8) .............. (e)(9) ............. Reductions of investment

credit.
(9)(A) ......... (b)(4) ............. Employer securities, defini-

tion.
(e)(10), (f) ..... Employer securities, require-

ments.
(B) .......... (b)(7) ............. Value, definition.
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Section 301 Section 1.46–
8 Subject

(10) ............ (a)(2) ............. Reporting requirements.
(11) ............ (h) ................. Failure to comply.
(12) ............ (c)(10) ........... Deductibility.
(13) ............ (e) (6) and (7) Reimbursement for ex-

penses.
(14) ............ (c)(8)(v) and

(d)(7)(i).
Contingent contributions.

(f) ................... (d)(7),
(e)(8)(vii),
(f).

Withdrawals of TRASOP se-
curities.

(b) Definitions. When used in this sec-
tion, the terms listed below have the
indicated meanings:

(1) TRASOP. A ‘‘TRASOP’’ is an em-
ployee stock ownership plan that
meets the requirements of section
301(d) of the 1975 TRA. See § 1.46–7. It is
a type of plan described in paragraph
(d)(1) of this section and may, but need
not, be an ESOP under § 54.4975–11 of
this chapter (Pension Excise Tax Regu-
lations). See § 1.46–8(d)(5) concerning
use of TRASOP assets as collateral for
debts and expenses of the plan.

(2) Additional credit. An ‘‘additional
credit’’ is the additional one-percent
investment credit under section
46(a)(2)(B)(i).

(3) Employer. An ‘‘employer’’ is a cor-
poration that establishes a TRASOP.

(4) Employer securities—(i) In general.
‘‘Employer securities’’ are common
stock, and securities convertible into
common stock, of the employer or of a
corporation that is a member of a con-
trolled group of corporations including
the employer. Employer securities
must meet the requirements of para-
graph (g) of this section. Membership
in a controlled group for purposes of
this section is determined under sec-
tion 414(b) of the Code.

(ii) Pre-1977 employer securities. In ad-
dition, employer securities acquired by
a TRASOP before January 1, 1977, in-
clude common stock, and securities
convertible into common stock, of a
corporation in control of the employer
within the meaning of section 368(c).

(iii) Caution. An employer security
under this section is not necessarily a
qualifying employer security as defined
in section 407(d)(5) of the Employee Re-
tirement Income Security Act of 1974
(ERISA) or section 4975(e)(8). Moreover,
sections 406, 407, and 408 of ERISA in
certain cases limit the acquisition and
disposition of qualifying employer se-

curities as defined in section 407(d)(5)
of ERISA.

(5) TRASOP securities. ‘‘TRASOP se-
curities’’ are employer securities
that—

(i) Are transferred to a TRASOP, or
acquired with cash transferred to a
TRASOP, to obtain an additional cred-
it, and

(ii) Except as provided under para-
graphs (g) (4) and (5) of this section, or
as required by applicable law, are sub-
ject to no other put, call, or other op-
tion, or buy-sell or similar arrange-
ment while held by the plan.

(6) Publicly traded. The term ‘‘pub-
licly traded’’ has the meaning specified
in § 54.4975–7(b)(1)(iv) of this chapter.

(7) Value—(i) In general. With respect
to the transfer of TRASOP securities
by a corporation to a TRASOP or the
acquisition of TRASOP securities with
cash transferred by a corporation to a
TRASOP, ‘‘value’’ means fair market
value determined in good faith and
based on all relevant factors as of the
date of transfer or acquisition of the
TRASOP securities. If the plan ac-
quires TRASOP securities from other
than a disqualified person within the
meaning of section 4975(e)(2), a good
faith determination of value includes a
determination of fair market value
based on an appraisal independently ar-
rived at by a person who customarily
makes such appraisals and who is inde-
pendent of any person from whom the
TRASOP securities are acquired.

(ii) Twenty-day average rule. A special
20-day average valuation rule applies
to certain publicly traded securities
transferred by a corporation to a
TRASOP. It does not apply to securi-
ties acquired with cash transferreed by
a corporation to a TRASOP. Under the
special rule, the term ‘‘value’’ refers to
an average of daily closing prices for a
security, as reported on any national
securities exchange or as quoted on
any system sponsored by a national se-
curities association, over the 20 con-
secutive trading days immediately pre-
ceding the applicable last day de-
scribed in paragraph (c)(8)(i) of this
section. The average is based on the
closing prices for each day when the se-
curity is in fact traded during the 20-
day period. However, the special rule
does not apply unless the security is in
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fact traded for at least 10 of the 20
days.

(iii) 20-day average transitional excep-
tion. If a TRASOP security is trans-
ferred before March 20, 1979, the plan
may value the security on the basis of
the 20 consecutive trading days preced-
ing the date on which the security is
transferred or the date as of which the
security is allocated to a participant’s
account.

(8) Compensation. ‘‘Compensation’’
means ‘‘participant’s compensation’’
under section 415(c)(3) and § 1.415–2(d).
However, except for purposes of apply-
ing section 415, compensation must be
determined for a plan year, not a limi-
tation year.

(c) Procedures for additional credit—(1)
Applicable year—(i) General rule. With
respect to a qualified investment, the
‘‘applicable year’’ of a corporation is
generally the taxable year in which the
investment is made. For purposes of
this section, an investment is made ei-
ther in a year when section 38 property
is placed in service or in a year when
qualified progress expenditures are in-
curred.

(ii) Carryover option. A corporation
may determine the applicable years for
qualified investments made in any tax-
able year beginning after December 31,
1976, under the following method: The
first applicable year with respect to
the additional credit for a given year’s
qualified investment is the year the
qualified investment is made or, if
later, the first taxable year for which
any additional credit is allowable if
claimed for that qualified investment.
If there is an investment credit carry-
over from the first applicable year,
each taxable year to which any part of
the additional credit for that qualified
investment is carried over is also an
applicable year. If the carryover treat-
ment is elected for the additional cred-
it attributable to a year’s qualified in-
vestment, all applicable years for the
additional credit attributable to that
investment must be determined under
the carryover option.

(iii) Increased credit. A taxable year in
which a corporation’s additional credit
is increased because of a redetermina-
tion is also an applicable year. See
paragraph (c)(9)(iv) of this section.

(iv) Illustration. To illustrate the ap-
plication of paragraphs (c)(1) (i) and (ii)
of this section, assume that a calendar-
year corporation makes a qualified in-
vestment in 1977 and that 1977 is an un-
used credit year described in section
46(b)(1). If the general rule is applied,
1977 is an applicable year. However, be-
cause 1977 is an unused credit year (at
least with respect to the additional
credit), if the corporation does not
elect to treat 1977 as an applicable year
but carries over its entire additional
credit for 1977 to 1978 and uses it in
1978, then 1978 is an applicable year. If
part of the additional credit is carried
over further to 1979, the year 1979 is
also an applicable year.

(v) Change in method. The choice be-
tween the general rule and carryover
option methods of determining the ad-
ditional credit attributable to applica-
ble years is made with respect to each
year’s qualified investment, and does
not bind the corporation with respect
to selection of methods for the addi-
tional credit attributable to other
years’ qualified investment. A failure
to comply does not occur merely be-
cause a corporation elects to apply ei-
ther method for the additional credit
attributable to separate years’ quali-
fied investment.

(2) Time and manner of electing. A cor-
poration with a qualified investment
must elect to be eligible for an addi-
tional credit by attaching a statement
of election—

(i) To its income tax return, filed on
or before the due date including exten-
sions of time, for a taxable year not
later than its first applicable year with
respect to a qualified investment, or

(ii) In the case of a return filed before
December 31, 1975, to an amended re-
turn filed on or before December 31,
1975.

(3) Statement of election. The state-
ment of election must contain the
name and taxpayer identification num-
ber of the corporation. Also, it must
declare in the following words, or in
words having substantially the same
meaning, that:

(i) The corporation elects to have
section 46(a)(2)(B)(i) of the Internal
Revenue Code of 1954 apply; and
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(ii) The corporation agrees to imple-
ment (or continue to implement, as ap-
propriate) a TRASOP and to claim the
additional credit as required by § 1.46–8
of the Income Tax Regulations.

(4) Separate election. A separate elec-
tion must be made for each taxable
year’s qualified investment to obtain
an additional credit for that qualified
investment. If a corporation does not
make a timely election to obtain an
additional credit for a taxable year, it
may not subsequently make the elec-
tion on an amended return or other-
wise.

(5) No partial election. An election to
obtain an additional credit applies to a
corporation’s entire qualified invest-
ment for a taxable year. Thus, a cor-
poration may not elect to obtain a par-
tial additional credit for any year’s
qualified investment. However, the par-
tial disallowance of an additional cred-
it will not result in an election being
treated as a partial election. Also, an
election by a member of a controlled
group of corporations that applies only
to the electing member’s qualified in-
vestment is not a partial election. See
§ 1.46–8(h)(9) with respect to transi-
tional rules for elections made before
January 19, 1979.

(6) No revocation of election. After the
time for electing the additional credit
has expired for a taxable year, a cor-
poration may not revoke its election
for that year.

(7) Establishing a TRASOP—(i) In gen-
eral. A corporation electing to obtain
an additional credit must establish a
TRASOP with accompanying trust on
or before the last day for making the
election regardless of when in fact the
election is made. A TRASOP is consid-
ered to be in existence on a particular
date if it meets the requirements of
§ 1.410(a)–2(c)(1). A new plan need not be
established if an existing plan qualifies
as a TRASOP, or is amended to meet
the requirements of this section, on or
before the last day for making the elec-
tion. The requirements of this section
are not satisfied merely by establishing
and crediting a separate ‘‘TRASOP’’
account on the corporation’s books.

(ii) Type of plan. A TRASOP need not
meet the requirements of section
401(a). However, it must be a stock
bonus plan, a combination stock bonus

plan and money purchase pension plan,
or a profit-sharing plan under § 1.401–
1(b)(1) of this chapter. See section
301(d)(7)(A) of the 1975 TRA for the tax
consequences relating to a TRASOP
that does not meet the requirements of
section 401(a). See also Title I of
ERISA for additional provisions appli-
cable to a TRASOP as an employee
pension benefit plan under section 3(2)
of ERISA.

(8) Funding a TRASOP—(i) In general.
A corporation electing to obtain an ad-
ditional credit must fund its TRASOP
by transferring TRASOP securities or
cash to it no later than 30 days after
the applicable last day. That day is the
last day for electing the additional
credit, irrespective of when the elec-
tion is actually made. However, in the
case of an investment credit that was
carried over and claimed in a subse-
quent applicable year by reason of
paragraph (c)(1)(ii) of this section, that
day is the last day (including exten-
sions) for filing its income tax return
for the subsequent applicable year.
TRASOP securities may be transferred
to a plan at any time during the appli-
cable year, but not before the first day
of an applicable year. If TRASOP secu-
rities are transferred to the plan with-
in the permissible time period after the
close of the applicable year, they are
treated as transferred during that ap-
plicable year first until all TRASOP se-
curities required by this paragraph (c)
for that applicable year are transferred
to, and taken into account under, the
TRASOP. Thus, for example, assume
that on a return filed on September 17,
1979 (with extensions, the last day for
filing a return for 1978), a calendar-year
corporation claims an additional credit
of $5,000 for 1978, an applicable year
under the TRASOP. No contributions
were made in 1978 on account of the
1978 credit, but TRASOP securities
with a value of $6,000 were contributed
in 1979. The corporation also expects to
be able to claim an additional credit of
$10,000 for 1979. TRASOP securities
transferred between January 1, 1979,
and October 17, 1979, must be taken
into account under the plan for 1978 be-
fore they are taken into account for
1979. Accordingly, securities having a
value of $5,000 are applied against the
obligation for 1978, and $1,000 of the
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contribution is retained to be applied
to the eventual obligation for 1979.

(ii) Cash transfers. A corporation may
transfer cash to the TRASOP instead
of TRASOP securities only if the
TRASOP uses the cash to acquire
TRASOP securities no later than 30
days after the time for funding the
TRASOP.

(iii) Valuation. The value of the
TRASOP securities for an applicable
year must equal one percent of the cor-
poration’s qualified investment for
that year. However, if paragraph
(c)(1)(ii) of this section is followed by a
corporation, the value of TRASOP se-
curities for an applicable year must
equal the amount of additional credit
claimed for that year.

(iv) Cash reserve. The value of
TRASOP securities acquired with cash
transferred by a corporation may be re-
duced by two items. The first item is
an amount not more than the value of
fractional shares allocable to partici-
pants entitled to receive an immediate
distribution at the time of the transfer.
The second item is start-up expenses
and administrative expenses to the ex-
tent permitted under section 301(d)(13)
of the 1975 TRA and paragraphs (e) (6)
and (7) of this section.

(v) Conditional funding. The funding
of a TRASOP may be conditional if the
TRASOP satisfies the provisions of sec-
tion 301(d)(14) of the 1975 TRA. For pur-
poses of section 301(d)(14), an invest-
ment credit is considered to be allowed
on the date the election for the appli-
cable year is made under paragraph
(c)(2) of this section.

(vi) Certain benefit offset mechanisms.
A TRASOP will be deemed to be not
funded to the extent that TRASOP se-
curities are used to offset benefits
under a defined benefit plan.

(9) Claiming additional credit—(i) In
general. Section 46(a)(3) subjects the
amount of investment credit earned
with respect to a taxpayer’s qualified
investment for a taxable year to a limi-
tation based on the corporation’s tax
liability.

(ii) Unused credit year. Section 46(a)(1)
provides a first-in-first-out rule for the
investment credit in a taxable year.
Section 46(b)(1) provides for the
carryback and carryover of unused
credits. If less than all of a taxpayer’s

credit earned for a taxable year is al-
lowable, the 10-percent credit deter-
mined under section 46(a)(2)(A) earned
for a particular year is allowed first.
Any portion of the additional credit for
a taxable year that is not allowable
may be carried back or carried over to
the extent permitted by section
46(b)(1). However, an additional credit
which is allowed for a taxable year is
not reduced by a carryback to that
year of an unused credit from a suc-
ceeding taxable year.

(iii) Example. Paragraph (c)(9)(ii) of
this section is illustrated by the fol-
lowing example:

Example. A calendar-year corporation be-
gins operation and establishes a TRASOP in
1975. The facts and treatment relating to the
corporation’s qualified investments and in-
vestment tax credits for 1975 and 1976 are as
follows:

1975 1976

Facts:
1. Qualified investment ........... $500,000 $500,000
2. Credits earned:

a. 10% credit ................... 50,000 50,000
b. Additional credit ........... 5,000 5,000
c. Carryover of additional

credit from prior year,
line 5 ............................ .................. 3,000

3. Sec. 46(a)(3) limitation 52,000 47,000
Treatment of credits:

4. Credits allowed:
a. Carryover of additional

credit ............................ .................. 3,000
b. Current 10% credit ...... 50,000 44,000
c. Current additional cred-

it ................................... 2,000 0
5. Unused credits:

a. 10% credit ................... 0 6,000
b. Additional credit ........... 3,000 5,000

Thus, in 1975 the section 46(a)(3) limitation
($52,000) is applied first to allow all of the 10-
percent investment credit ($50,000). Accord-
ingly only $2,000 of the additional credit
earned is allowed in 1975 and $3,000 of the ad-
ditional credit is carried forward to 1976. In
1976, section 46(a)(1) requires that this $3,000
of additional credit is allowed first, and then
only $44,000 of the 10-percent credit earned in
1976 is allowed since the section 46(a)(3) limi-
tation for that year is $47,000. The unused
credits from 1976 cannot be carried back
since 1975, the only prior year, is an unused
credit year.

(iv) Redeterminations increasing credit.
If a corporation’s allowable additional
credit is increased because of a redeter-
mination, the increase is treated as if
it were an unused credit carryover for
purposes of paragraphs (c)(1)(ii) and

VerDate 09<APR>98 01:58 Apr 18, 1998 Jkt 179084 PO 00000 Frm 00234 Fmt 8010 Sfmt 8010 Y:\SGML\179084.TXT 179084-3



239

Internal Revenue Service, Treasury § 1.46–8

(c)(8)(i) of this section. For purposes of
this subdivision (iv), the date of the in-
crease is determined under paragraph
(e)(9)(iii) of this section as if it were
the date of a reduction. Thus, for ex-
ample, assume that a calendar-year
corporation claims an additional credit
of $100,000 in 1978 because of a qualified
investment in that year. In 1980, the
additional credit attributable to 1978
qualified investment is redetermined
to be $110,000. With respect to the 1978
qualified investment, 1980 is also an ap-
plicable year to the extent of $10,000.
The increased credit is reflected on the
employer’s return for 1980. The cor-
poration must fund the TRASOP with
this $10,000 under paragraph (c)(8) of
this section.

(v) Redeterminations increasing tax li-
ability. If a corporation’s tax liability
for a year is increased such that an ad-
ditional credit carried forward and
claimed in a later year is allowable in
the earlier year, the claim of the addi-
tional credit will be considered timely
if it was otherwise timely under this
section. Thus, for example, assume
that a calendar-year corporation
makes qualified investment of
$5,000,000 in 1978 but, based on its in-
come tax liability, is unable to use any
of the credit until 1979, when the entire
$50,000 additional credit can be used.
The corporation adopts the TRASOP,
elects the full $50,000 credit and funds
in a timely manner for tax year 1979.
However, as a result of a 1981 redeter-
mination of the 1978 tax liability, the
corporation is able to use $30,000 of the
additional credit in 1978 and the re-
maining $20,000 in 1979. The allowable
credit for 1978 is increased by $30,000
and the increase is treated as an un-
used credit carryover, for which the
year of redetermination, 1981, is the ap-
plicable year. Assuming that no other
credits are available, the 1979 credit is
reduced from $50,000 to $20,000, and this
reduction is taken into account in the
redetermination year by offsetting the
reduction against amounts due the
plan or by deducting the amount of the
reduction. The adoption of the
TRASOP for 1979, rather than 1978, is
considered timely.

(10) Deductions at expiration of carry-
over period. Under paragraph (c)(1)(i) of
this section, a corporation that uses no

additional credit in the year of a
qualifed investment may nonetheless
treat the year in which the qualified
investment is made as the first appli-
cable year. If the carryover period
under section 46(b)(1)(B) expires before
the corporation uses the entire addi-
tional credit with respect to the quali-
fied investment, contributions attrib-
utable to the unused credit are deduct-
ible, subject to the limitations of sec-
tion 404(a), as if made in the taxable
year when the carryover period expires.
The amount deductible is the dollar
amount of the unused credit irrespec-
tive of the current value of the securi-
ties contributed with respect to the
credit.

(d) Formal plan requirements—(1) In
general. To be a TRASOP, a plan must
meet the formal requirements of this
paragraph (d).

(2) Plan year. To be a TRASOP, a plan
must specify a plan year that begins
with or within the corporation’s tax-
able year.

(3) Designed to invest primarily in em-
ployer securities. To be a TRASOP, a
plan must state that it is designed to
invest primarily in employer securi-
ties. A TRASOP intended to qualify as
an ESOP under § 54.4975–11 must state
that it is designed to invest primarily
in employer securities. See paragraph
(e)(10) of this section concerning the
requirement that a plan invest in em-
ployer securities on an ongoing basis.

(4) Separate accounting. To be a
TRASOP, a plan must state that
TRASOP securities are to be accounted
for separately from any other contribu-
tions to the plan.

(5) Debts and expenses of the TRASOP.
To be a TRASOP, a plan must state
that TRASOP securities cannot be used
to satisfy a loan made to the TRASOP
or be used as collateral for a loan made
to a TRASOP. However, if the plan so
provides, to the extent permitted under
section 301(d)(13) of the 1975 TRA and
paragraphs (e) (6) and (7) of this sec-
tion, certain amounts may be used for
the TRASOP’s start-up expenses and
administrative expenses.

(6) Allocation of TRASOP securities—(i)
General rules. To be a TRASOP, a plan
must provide for the allocation of
TRASOP securities under section
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301(d)(3) of the 1975 TRA and this sub-
paragraph (6).

(ii) Timing. TRASOP securities are al-
located as of the last day of the plan
year beginning with or within the ap-
propriate applicable year.

(iii) Participants. Each employee who
is a participant at any time during the
plan year for which allocation is made
must receive an allocation as of the
end of that year even though not then
employed by the employer. However, to
receive allocations, employees must
satisfy the minimum participation re-
quirements of the plan (for example,
1,000 hours of service).

(iv) Compensation considered. Under
section 301(d)(3) of the 1975 TRA, allo-
cations must be based on the propor-
tion that each participant’s compensa-
tion bears to all participants’ com-
pensation. Compensation in excess of
$100,000 must be disregarded in making
these allocations. A plan may have a
lower stated ceiling on compensation
(from $0 to $100,000) and if the plan has
such a lower ceiling, compensation in
excess of this ceiling must likewise be
disregarded. Also, allocations must be
based on a participant’s compensation
while actually employed, not just while
actually participating, in the plan
year.

(v) Section 415 priority rule; transitional
rule. For purposes of section 415, this
subdivision (v) applies only to limita-
tion years beginning after November
30, 1982. If a TRASOP security is not al-
located to a participant’s account for a
plan year because of section 415 and
section 301(d)(3) of the 1975 TRA, no
other amount may be allocated for
that participant under any defined con-
tribution plan of the same employer
after the actual allocation date for
that TRASOP plan year, until all
unallocated TRASOP securities have
been allocated as provided in para-
graphs (d)(6) (vi) and (vii) of this sec-
tion. This subdivision (v) applies to a
TRASOP when, under section
415(f)(1)(B), the TRASOP is treated
along with an employer’s other defined
contribution plans as one plan for pur-
poses of section 415.

(vi) Unallocated amounts. Under sec-
tion 301(d)(3) of the 1975 TRA, TRASOP
securities unallocated for a plan year
to participants’ accounts because of

section 415 must be allocated propor-
tionately to the accounts of other par-
ticipants until the addition to the ac-
count of each participant reaches the
limits of section 415.

(vii) Suspense account. If, after these
allocations, TRASOP securities remain
unallocated, they must be held in an
unallocated suspense account under
the TRASOP. Any income produced by
these securities must also be held in
the account. A plan with such an ac-
count will not fail to qualify under sec-
tion 401(a) merely because of the ac-
count. In each successive TRASOP plan
year (whether or not an applicable
year), the unallocated assets are re-
leased from this account for allocation
on a first-in-first-out basis. They are
then allocated to the participants’ ac-
counts proportionately under para-
graph (d)(6) (i) through (vi) of this sec-
tion for each later year until no
TRASOP securities remain
unallocated. Value for this allocation
is determined under paragraph (b)(7) of
this section as of the date of transfer
from the suspense account or, if the
special 20-day average rule applies, the
value is determined on the basis of the
20 consecutive trading days imme-
diately preceding the date of transfer
from the suspense account.

(viii) Escrow account. A TRASOP may
provide for the establishment of an es-
crow account instead of a suspense ac-
count. The escrow account must sat-
isfy paragraph (d)(6)(vii) of this sec-
tion. The beneficiary of the escrow ac-
count is to be the TRASOP. The cor-
poration may establish the escrow ac-
count and contribute stock or cash to
it. In such a case, the escrow agent
must transfer assets to the plan each
year equal to the amount to be allo-
cated proportionately under paragraph
(d)(6)(i)–(vi) of this section. Assets held
in an escrow account are plan assets.

(ix) Treatment of certain plan termi-
nations. To be a TRASOP, a plan must
provide that, if a plan terminates be-
cause the corporation ceases to exist,
unallocated amounts described in para-
graph (d)(6)(vi) of this section must be
allocated to the extent possible under
section 415 for the year of termination.
The remaining unallocated amounts
must then be withdrawn. These
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unallocated amounts are treated as re-
captured under all the rules of para-
graph (e)(9)(vii) of this section except
its last sentence. See paragraph
(d)(9)(i) of this section concerning dis-
tributions of allocated TRASOP securi-
ties.

(x) No integration. No TRASOP may
be integrated, directly or indirectly,
with contributions or benefits under
Title II of the Social Security Act or
any other state or federal law.

(xi) Fractional securities. Participants’
accounts are to be allocated fractional
securities or fractional rights to secu-
rities.

(xii) Accounting for amounts withheld
by employer or paid by plan as start-up or
administrative expenses. An employer
may withhold certain start-up and ad-
ministrative expenses from TRASOP
securities due the plan. Also, a plan
may reduce amounts to be allocated to
the extent that certain plan assets are
used to reimburse the employer, for ex-
ample for salaries of employees provid-
ing services to the plan, or to pay fees
directly to independent contractors for
expenses. These expenses do not reduce
the amount of additional credit
claimed and are not allowable as ex-
penses in computing taxable income.
Additional rules concerning these ex-
penses are in paragraphs (e) (6) and (7)
of this section.

(7) Nonforfeitability. To be a TRASOP,
a plan must state that each participant
has a nonforfeitable right to allocated
TRASOP securities. For purposes of
this section, forfeitures described in
section 411(a)(3) are not permitted.
However, amounts shall not fail to be
considered to be nonforfeitable if the
plan provides for their return to the
corporation—

(i) In the case of conditional con-
tributions, under section 301(d)(14) of
the 1975 TRA and paragraph (c)(8)(v) of
this section, and

(ii) In the case of investment credit
recapture or an event deemed to be a
recapture, under section 301(f) of the
1975 TRA and paragraph (f) of this sec-
tion.

(8) Voting rights—(i) Provision for pass-
through. To be a TRASOP, a plan must
state that each participant is entitled
to direct a designated fiduciary how to
exercise any voting rights on TRASOP

securities allocated to the account of
the participant. The plan need not per-
mit participants to direct the voting of
unallocated TRASOP or other securi-
ties held by the trust. It may authorize
the designated fiduciary to exercise
voting rights for unallocated securi-
ties.

(ii) Notification by the employer. To be
a TRASOP, the plan must obligate the
corporation to furnish the designated
fiduciary and participants with notices
and information statements when vot-
ing rights are to be exercised. The time
and manner for furnishing participants
with a notice or information statement
must comply with both applicable law
and the corporation’s charter and by-
laws as generally applicable to security
holders. In general, the content of the
statement must be the same for plan
participants as for other security hold-
ers.

(iii) Fractional securities. To be a
TRASOP, the plan must allow the par-
ticipants to vote any allocated frac-
tional securities or fractional rights to
securities. This requirement is met if
the designated fiduciary votes the com-
bined fractional securities or rights to
the extent possible to reflect the direc-
tion of the voting participants.

(iv) Unexercised voting rights. To be a
TRASOP, the plan may not permit the
designated fiduciary to exercise voting
rights which a participant fails to exer-
cise. However, the plan may permit the
solicitation and exercise of partici-
pants’ voting rights by management
and others under a proxy provision ap-
plicable to all security holders.

(9) Distributions—(i) In general. To be
a TRASOP, a plan must permit the dis-
tribution of allocated TRASOP securi-
ties only as provided under section
301(d)(4) of the 1975 TRA. Also, under
§ 1.401–1(b)(1)(i) of this chapter, to the
extent that a TRASOP is a money pur-
chase pension plan, it can only provide
for a distribution in the case of separa-
tion from service, death, or disability.
No TRASOP may provide for the dis-
tribution of TRASOP securities upon
plan termination within the 84–month
holding period. For purposes of section
301(d)(4) of the 1975 TRA, the 84–month
holding period begins on the date as of
which TRASOP securities are allo-
cated.
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(ii) Certain fractional securities. A
stock bonus TRASOP may distribute
cash instead of fractional securities.

(e) Operational plan requirements—(1)
General rule. To be a TRASOP, a plan in
operation must meet the requirements
of this paragraph (e). However, the pro-
visions under paragraph (e)(8) of this
section apply only to TRASOPs quali-
fied under section 401(a).

(2) Compliance with plan provisions. To
be a TRASOP, a plan must operate in
compliance with its provisions. Failure
to operate in compliance with plan pro-
visions constitutes an operational fail-
ure to comply. See paragraph (h)(5)(iii)
of this section.

(3) Compliance with certain Code provi-
sions. To be a TRASOP, a plan must
meet the requirements of section
301(d)(7) of the 1975 TRA. Thus, whether
or not it is qualified under section
401(a), a TRASOP must meet the re-
quirements of section 401(a) with re-
spect to allocations, section 410 with
respect to participation, and section
415 with respect to limitations on con-
tributions and benefits. However, these
requirements are modified by para-
graph (d)(6) of this section, relating to
allocations and section 415.

(4) Employee contributions. Under a
TRASOP, the participants’ receipt of
benefits attributable to TRASOP secu-
rities contributed for the additional
credit (but not the extra additional
credit) must not depend on contribu-
tions by participants. If a corporation
has a plan in existence which requires
employee contributions, a portion of
the plan may be a TRASOP if employee
contributions are not required with re-
spect to that portion of the plan.

(5) Controlled group of corporations,
etc. Whether or not a TRASOP is quali-
fied under section 401(a), all employees
who by reason of section 414 (b) and (c)
are treated as employees of an electing
corporation are treated as employed by
the corporation in determining wheth-
er the plan satisfies the requirements
of sections 301(d)(7) (B) and (C) of the
1975 TRA. A member of a controlled
group under paragraph (b)(4)(i) of this
section with a qualified investment but
with no actual employees may obtain
an additional credit even though the
only participants in the corporation’s

TRASOP are actually employed by an-
other member of the controlled group.

(6) Start-up expenses—(i) In general.
For purposes of this section, the term
‘‘start-up expense’’ means any ordinary
and necessary amount of a non-
recurring nature paid or incurred by
the corporation or by the plan in con-
nection with the establishment of a
TRASOP under paragraph (c)(7) of this
section. Thus, for example, start-up ex-
penses may include expenses relating
to: the drafting or amending of plan
documents to establish a TRASOP
under section 301(d) or (e) of the 1975
TRA, the seeking of agency approval
for these documents and related trans-
actions, the obtaining of shareholder
approval for establishing a TRASOP,
and the registering of securities for ini-
tial funding of a TRASOP.

(ii) Treatment of start-up expenses.
Start-up expenses may be withheld by
the employer from amounts that would
otherwise be due the plan under para-
graph (c)(8) of this section, to the ex-
tent that these amounts are known by
the employer when funding first occurs
for an applicable year. To the extent
that these amounts are not withheld by
the employer, the plan may pay re-
maining amounts from plan assets
within a reasonable time after the
amounts are known by the plan.

(iii) Ceiling on start-up expenses. Re-
imbursement for start-up expenses is
limited to a ceiling. This ceiling is the
sum of 10 percent of the first $100,000
that an employer is first required to
transfer under paragraph (c)(8) of this
section for an applicable year and 5
percent of that amount in excess of
$100,000. If this first year is an unused
credit year from which there is a carry-
over, amounts required to be trans-
ferred in subsequent years for claiming
carryovers from this first year are con-
sidered in determining this ceiling.
Thus, for example, assume that a cal-
endar-year corporation first earns an
additional credit in 1977 of $9,000 and
that $3,000 of this amount is claimed on
the income tax return for 1977, for 1978
and for 1979. The corporation’s ceiling
on start-up expenses is $300 when its
1977 return is filed. The total ceiling in-
creases to $600 when its 1978 return is
filed and to $900 when its 1979 return is
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filed, with the claiming of an addi-
tional $3,000 credit for each of the three
years.

(iv) Special rule for taxable years end-
ing before January 1, 1977. Special treat-
ment is available for expenses paid or
incurred before January 1, 1977, that
were not taken into account in the
manner provided by section 301(d)(13) of
the 1975 TRA. These expenses may be
withdrawn under paragraph (e)(9)(vii)
of this section in the same manner as
reductions in the corporation’s addi-
tional credit caused by a recapture.
This withdrawal may only be made
during the first taxable year ending
after March 20, 1979. It is subject to the
ceiling of section 301(d)(13) of the 1975
TRA. Expenses previously deducted by
a corporation must be reduced on a
timely-filed amended return by the
amount of this withdrawal.

(7) Administrative expenses—(i) In gen-
eral. For purposes of this section, the
term ‘‘administrative expense’’ means
any amount, other than a start-up ex-
pense, paid or incurred by the corpora-
tion or by the plan that is ordinary and
necessary in maintaining the TRASOP.
Thus, for example, administrative ex-
penses may include expenses relating
to: compensating plan fiduciaries and
administrators, leasing office space
and equipment, reproducing and mail-
ing information to participants and
beneficiaries, and filing reports, re-
turns, and amendments relating to a
TRASOP. Paragraph (e)(6) (ii) and (iv),
relating to treatment of start-up ex-
penses and to a special rule for taxable
years ending before January 1, 1977,
also applies to administrative ex-
penses.

(ii) Ceiling on administrative expenses.
Reimbursement for administrative ex-
penses under paragraph (e)(6)(ii) of this
section is limited to the smaller of two
amounts for each plan year. The first
amount is $100,000. The second amount
is the sum of 10 percent of the first
$100,000 of dividend income paid with
respect to TRASOP securities held by
the plan during the plan year ending
with or within the corporation’s tax-
able year and 5 percent of any such div-
idend income in excess of $100,000.

(8) TRASOP qualification under section
401(a)—(i) Permanence. A TRASOP is
not required to be a qualified plan

under section 401(a). However, to meet
the requirements of section 401(a), a
TRASOP must be a permanent plan, as
described in § 1.401–1(b)(2) of this chap-
ter. Under section 401(a)(21), a plan will
not fail to be considered permanent
merely because the amount of em-
ployer contributions under the plan is
determined solely by reference to the
amount of additional credit allowable
under this section. Thus, for example,
it will not fail to be considered perma-
nent merely because employer con-
tributions are not made for a year for
which an additional credit is not avail-
able by reason of no qualified invest-
ment for which an additional credit
can be obtained. Section 401(a)(21) ap-
plies only to the extent the TRASOP is
funded with TRASOP securities and
cash in lieu of TRASOP securities.

(ii) Partial discontinuance of contribu-
tions. A plan that meets the require-
ments of section 401(a) may receive
contributions of TRASOP securities as
well as other contributions. If the
other contributions continue on a per-
manent basis, the plan’s qualification
under section 401(a) will not be ad-
versely affected merely because
TRASOP securities cease to be contrib-
uted to it. The discontinuance of
TRASOP contributions does not alter
the requirement that past TRASOP
contributions remain invested in em-
ployer securities. See paragraph (e)(10)
of this section.

(iii) Income distribution. Income paid
with respect to employer securities ac-
quired by a TRASOP may be distrib-
uted at any time after receipt by the
plan to participants on whose behalf
such securities have been allocated
without adversely affecting the quali-
fied status of the plan under section
401(a). (See the last sentence of section
803(h), Tax Reform Act of 1976.) How-
ever, under a TRASOP that is a stock
bonus or profit-sharing plan, income
held by the plan for a 2-year period or
longer must be distributed under rules
generally applicable to stock bonus and
profit-sharing plans qualified under
section 401(a). Income distributed by a
TRASOP is not subject to the partial
exclusion of dividends provided in sec-
tion 116, whether or not the income is
held by the plan for two or more years.
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(9) Reductions in investment credit—(i)
General rule. Certain reductions in a
corporation’s investment credit result
from either a recapture under section
47 of the corporation’s investment
credit or a redetermination of the al-
lowable credit. If these reductions are
taken into account under a TRASOP,
the plan may only use one or more of
the methods described in paragraphs
(e)(9), (v), (vi), and (vii) of this section
for taking into account these reduc-
tions. Thus, for example, more than
one method is permitted upon a recap-
ture with respect to a qualified invest-
ment made in a particular year. How-
ever, the method described in para-
graphs (e)(9)(vii) of this section applies
only to a recapture and not to a rede-
termination.

(ii) Ratable reduction. A reduction is
allocated ratably between the 10-per-
cent credit and the additional credit.
Thus, for example, if a calendar-year
corporation claims a $33,000 investment
credit for 1976, including $3,000 addi-
tional credit, and $11,000 of the total
credit is recaptured in 1978, the $3,000
additional credit is reduced by $1,000.
This subdivision (ii) does not apply to a
reduction solely of the additional cred-
it as could occur, for example, in the
case of a redetermination caused by a
mathematical error in computing the
additional credit or in the case of a re-
capture caused by a bad faith failure to
comply under paragraph (h) of this sec-
tion.

(iii) Date of reduction. A reduction in
investment credit occurs under this
paragraph (e)(9) on the earliest of these
dates: (A) The date an income tax re-
turn (or an amended return) is filed re-
flecting the reduction; (B) the date a
judicial determination affecting the
amount of the reduction becomes final;
and (C) the date specified in a closing
agreement made under section 7121
that is approved by the Commissioner.
For purposes of this subdivision (iii), a
judicial determination becomes final at
the time prescribed in § 1.547–2(b)(1) (ii)
or (iii), relating to personal holding
company tax.

(iv) Year for taking reduction into ac-
count. A reduction in investment credit
must be taken into account in the ear-
liest year or years possible under the
applicable method beginning no later

than the year in which the date of the
reduction falls.

(v) Decrease future contributions. The
reduction may be taken into account
as a decrease in the value of TRASOP
securities to be transferred to the plan.
The amount of the decrease is equal to
the dollar amount of the reduction.

(vi) Deduct under section 404. On the
date of the reduction, the amount of
the reduction may be treated as an
amount paid to the TRASOP for pur-
poses of, and as a deduction to the ex-
tent allowed under, section 404.

(vii) Withdraw TRASOP securities. If
an additional credit allowed for a tax-
able year is recaptured, the corpora-
tion may withdraw from the plan
TRASOP securities transferred to, or
acquired by, the plan for claiming that
year’s credit. The withdrawal must
only be from assets segregated under
paragraph (f)(2) of this section and
must be first from assets accounted for
in an unallocated suspense account for
the particular year. The amount of as-
sets actually withdrawn bears the same
proportion to the amount of assets sub-
ject to withdrawal as the amount of ad-
ditional credit recaptured bears to the
amount of additional credit claimed.
Thus, for example, if the assets subject
to withdrawal consist of 300 shares of
one class of employer stock and one-
third of the additional credit is recap-
tured, 100 shares of the stock are with-
drawn. However, if the current value of
the assets subject to withdrawal ex-
ceeds the dollar amount of the addi-
tional credit claimed, assets may be
withdrawn only to the extent that
their current value does not exceed the
dollar amount of the recaptured por-
tion of the additional credit. Thus, for
example, if the 300 segregated shares in
the prior example have a current value
of $9,000 and the dollar value of the ad-
ditional credit claimed is $4,500, when
one-third of the additional credit is re-
captured, only 50 shares, not 100 shares,
are withdrawn. Current value is deter-
mined under paragraph (b)(7) of this
section as of the withdrawal date or, if
the special 20-day average rule is ap-
plied, it is based on the 20 consecutive
trading days immediately preceding
the withdrawal date. Withdrawals from
an individual’s account for the year
with respect to which recapture occurs
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must bear the same ratio to the total
amount withdrawn for that year as the
individual’s TRASOP account balance
for that year bears to the total
TRASOP account balances for that
year. In the case of a TRASOP security
acquired after March 20, 1979, the cor-
poration may not withdraw it unless
the plan meets the requirements of
paragraph (d)(7)(ii) of this section when
the plan acquires the TRASOP secu-
rity.

(viii) Prior distribution rule. If a
TRASOP distributes an amount allo-
cated with respect to an investment
credit for a taxable year and the credit
for that year is later recaptured, with-
drawals may not reduce participants’
accounts below the level to which they
would have been reduced had the prior
distribution not occurred. Recaptured
amounts above this level may only be
deducted under paragraph (e)(9)(vi) of
this section. They may not be used to
decrease future contributions under
paragraph (e)(9)(v).

(ix) Illustration. The operation of
paragraph (e)(9)(viii) of this section is
illustrated as follows:

Example. For 1977, a calendar-year corpora-
tion claims an additional credit of $10,000.
The corporation’s TRASOP meets the re-
quirements of section 301(f) of the 1975 TRA.
Each of 10 participants under the plan for
that year receives an equal allocation of 10
shares valued at $1,000. In 1978, one partici-
pant terminates employment and receives a
distribution of 10 shares. In 1979, a recapture
reduces the 1977 additional credit by $2,000.
The value of employer securities has not
changed from the allocation date. If the 10
shares had not been distributed, 20 shares
would be available for withdrawal, 2 shares
from each participant’s account. Since 9 par-
ticipants remain from 1977, only 18 shares
are available for withdrawal (2 shares x 9 re-
maining participants). If these 18 shares are
withdrawn, the corporation may take into
account 2 shares by deducting their value to
the extent permitted under paragraph
(e)(9)(vi) of this section.

(10) Continued investment in employer
securities. The requirement that a plan
be designed to invest primarily in em-
ployer securities is a continuing obli-
gation. Therefore, a transaction chang-
ing the status of a corporation as an
employer may require the conversion
of certain plan assets into other securi-
ties. See paragraphs (d)(9) and (g)(6) of
this section. In general, cash or other

assets derived from the disposition of
employer securities must be reinvested
in employer securities not later than
the 90th day following the date of dis-
position. However, the Commissioner
may grant an extension of the period
for reinvestment in employer securi-
ties depending on the facts and cir-
cumstances of each case.

(f) Section 301(f) withdrawals—(1) In
general. No assets may be withdrawn by
a corporation under section 301(f) of
the 1975 TRA unless the assets are ei-
ther TRASOP securities or plan assets
into which TRASOP securities have
been converted (‘‘withdrawal assets’’).
See paragraph (e)(10) concerning re-
strictions on investment of TRASOP
assets in assets other than employer
securities. Withdrawal assets must
meet the segregated accounting re-
quirements of this paragraph. The
physical segregation of assets is not re-
quired.

(2) Segregated accounting. The seg-
regated accounting requirements are
that—

(i) Withdrawal assets must be seg-
regated from other plan assets on a
taxable-year-by-taxable-year basis; and

(ii) Separate accounts must be main-
tained on a taxable-year-by-taxable-
year basis for each participant on
whose behalf withdrawal assets are al-
located.

(3) Aggregate plan year accounting.
Withdrawal assets for taxable years be-
ginning before October 4, 1976, also
meet the segregated accounting re-
quirements if they are aggregated and
accounted for in one separate account
apart from withdrawal assets in sepa-
rate accounts for later taxable years.

(g) Requirements for employer securi-
ties—(1) General rules. The term ‘‘em-
ployer security’’ does not include stock
rights, warrants and options. An em-
ployer security that is not common
stock must at all times be immediately
convertible into common stock that is
an employer security at a conversion
price which is no greater than the fair
market value of that common stock at
the time the plan acquires the secu-
rity.

(2) Common stock—(i) In general. To be
an employer security, common stock
must meet certain voting power and
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dividend right requirements. For pur-
poses of this paragraph (g), stock held
by the TRASOP is not treated as out-
standing.

(ii) Dividend right limitations. If divi-
dend rights are subject to a limitation,
then stock representing at least 50 per-
cent of the fair market value of the
employer’s outstanding common stock
at the time the commmon stock is
transferred to or purchased by the
TRASOP must be subject to the same
limitation. However, common stock
that satisfies paragraph (g)(3)(ii) of
this section is not subject to this sub-
division (ii).

(3) Voting power and dividend rights.
To be an employer security, common
stock must have voting power and divi-
dend rights which, when taken to-
gether, are ‘‘no less favorable’’ than
the voting power and dividend rights of
any other common stock issued by the
employer. Common stock which meets
one of the following tests is ‘‘no less fa-
vorable’’.

(i) Ten-percent shareholder test. The
stock is part of, or identical to, a class
of outstanding stock of which at least
50 percent is not owned by 10-percent
shareholders. For this purpose, a 10-
percent shareholder is one who owns at
least 10 percent of the outstanding
shares in a class, including shares con-
structively owned under section 318.

(ii) Substantial proportionality test.
More than one class of common stock
is outstanding and an identical per-
centage of shares from each class is
transferred to the TRASOP.

(iii) Voting power test. The stock is
part of, or identical to, the existing
class of stock having the greatest num-
ber of votes per unit of fair market
value. For example, assume there are
only two classes of common stock,
Class A and Class B. Their fair market
values per share are $1 and $.50, respec-
tively, and the owner of each share of
each class is entitled to one vote per
share. Thus, Class B has two votes per
$1 and Class A has one vote per $1. Ac-
cordingly, the Class B stock has the
greatest number of votes per unit of
fair market value.

(4) Right of first refusal. TRASOP se-
curities may, but need not, be subject
to a right of first refusal. However,
whether or not the plan is an ESOP,

any such right must meet the require-
ments of § 54.4975–7(b)(9) of this chapter.

(5) Put option. A TRASOP security
that is transferred to a TRASOP after
September 30, 1976, must be subject to
a put option if it is not publicly traded
when distributed or if it is subject to a
trading limitation when distributed.
The provisions of § 54.4975–7(b)(10)–(12)
and § 54.4975–11(a)(3) of this chapter
apply to such securities whether or not
the plan is an ESOP.

(6) Change of employer security status.
In general, a transaction changing the
status of a corporation as an employer,
or as a member of a controlled group of
corporations including the employer,
adversely affects the status as em-
ployer securities of common stock and
securities held by a plan (‘‘old em-
ployer securities’’). However, to the ex-
tent that the transaction causing the
change in status of the old employer
securities does not result in a recap-
ture under section 47 of any investment
credit underlying the transfer to, or ac-
quisition by, the plan of the old em-
ployer securities, common stock and
securities (‘‘new employer securities’’)
substituted for old employer securities
are treated as if they were the old em-
ployer securities if—

(i) The plan is not terminated,
(ii) The old employer securities and

the new employer securities are of
equal value at the time of the trans-
action changing the status of the old
employer securities, and

(iii) The new employer securities oth-
erwise meet the requirements of this
section.

(h) Failure to comply—(1) General
rule—(i) Effect of failure. If a corpora-
tion elects under paragraphs (c)(2)
through (5) of this section to obtain an
additional credit and fails to comply
with respect to that credit at any time,
it is liable to the United States for a
civil penalty equal to the amount in-
volved in the failure to comply. If the
corporation fails to comply with re-
spect to an additional credit during the
84-month period described in section
301(d)(4) of the 1975 TRA, the credit is
also recaptured. A separate failure to
comply occurs for each taxable year in
which a failure continues to exist.
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(ii) Illustration of continuing failure’s
effect. Assume that in 1975 an addi-
tional credit is allowed and a failure to
comply occurs in 1975 with respect to
that credit. Assume also that in 1976
the 1975 failure continues uncorrected,
another additional credit is allowed,
and a failure to comply occurs with re-
spect to the 1976 credit. Under these
circumstances, on the last day of 1976
three separate failures to comply exist:
(A) The 1975 failure with respect to the
1975 credit, (B) the 1976 failure with re-
spect to the 1975 credit, and (C) the 1976
failure with respect to the 1976 credit.

(2) Assessment and collection. The civil
penalty must be assessed and collected
in the same manner in which a defi-
ciency in the payment of federal in-
come tax is assessed and collected.

(3) Exception. If a failure to comply is
corrected within the correction period
described in paragraph (h)(5) of this
section—

(i) The corporation is not liable for a
civil penalty; and

(ii) If the corporation establishes
that at the time of the failure a good
faith effort to comply was made, its ad-
ditional credit is not disallowed.

(4) Failure to comply (penalty classi-
fications)—(i) In general. An electing
corporation fails to comply if a defect
described in paragraphs (h)(4) (ii)
through (iv) of this section occurs with
respect to an additional credit allowed
for a particular taxable year. The char-
acterization of the defect in this sub-
paragraph (4) determines the amount
involved under paragraph (h)(8) of this
section for the purpose of assessing the
civil penalty.

(ii) Funding defect. A funding defect
occurs if a corporation or its TRASOP
fails to satisfy the requirements of
paragraph (c) (8) or (9) of this section,
relating to funding a TRASOP and
claiming an additional credit.

(iii) Special operational defect. A spe-
cial operational defect occurs if a
TRASOP fails in operation to satisfy
the requirements described in para-
graphs (d) (5) through (9) of this sec-
tion, relating to debts and expenses of
a TRASOP, allocation of TRASOP se-
curities, nonforfeitability, voting
rights, and distributions, or paragraph
(e)(3) of this section, relating to com-
pliance with certain Code provisions.

(iv) De minimis defect. A de minimis
defect occurs if a corporation or its
TRASOP fails to satisfy any require-
ment of this section other than those
enumerated either in paragraph (h)(4)
(ii) and (iii) of this section or in para-
graphs (a)(2) and (c) (2) through (5) of
this section. A failure to comply under
this subdivision (iv) may be formal or
operational in nature.

(5) Failure to comply (correction rules
classifications)—(i) In general. If for an
electing corporation a defect described
in paragraph (h)(4) of this section oc-
curs, the procedure for correcting the
failure to comply depends upon wheth-
er the failure is classified as a ‘‘for-
mal’’ failure or an ‘‘operational’’ fail-
ure under this subparagraph (5).

(ii) Formal failure to comply. Formal
failures are corrected by retroactive
amendment. If a formal plan require-
ment is not met, the plan must be
retroactively amended by no later than
the expiration of the correction period
under paragraph (h)(6) of this section.
A plan fails to meet a formal plan re-
quirement of paragraph (d) of this sec-
tion if, for example, it does not state,
as required by paragraph (d)(3) of this
section, that it is designed to invest
primarily in employer securities.

(iii) Operational failure to comply.
Operational failures are corrected by
undoing the defective transaction and
by making the plan and the partici-
pants whole. If the value of TRASOP
securities transferred to the TRASOP
is less than the amount of the addi-
tional credit, the corporation must
make up any resulting funding defi-
ciency within the correction period.
This is done, for example, by contribut-
ing additional TRASOP securities plus
an amount equal to the dividends or in-
terest that would have been paid be-
tween the time that the TRASOP secu-
rities should have been transferred and
the actual time for the transfer. The
contribution of additional TRASOP se-
curities is based on their value under
paragraph (b)(7) of this section as of
the date by which they were required
to be transferred to the plan. An elect-
ing corporation fails to meet an obliga-
tion undertaken under this section if,
for example, it fails to comply with
paragraph (c)(8) of this section.
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(6) Correction period—(i) In general.
For purposes of this paragraph (h), the
‘‘correction period’’ begins when the
failure to comply occurs and ends 90
days after receipt by the corporation of
a notice of deficiency under section
6212 with respect to the civil penalty
and the investment credit.

(ii) Extensions of correction period. Ex-
tensions of the correction period are
determined under § 53.4941(e)–1(d)(2) (i),
(ii), and (iv) of this chapter (Founda-
tion Excise Tax Regulations). For this
purpose, a failure to comply is treated
as an act of self-dealing, the corpora-
tion is treated as a foundation, and a
civil penalty is treated as a tax under
section 4941(a)(1).

(7) Good faith. The corporation has
the burden of establishing under para-
graph (h)(3)(ii) of this section that it
made a good faith effort to comply. For
example, if a corporation shows that it
has made a good faith effort to estab-
lish the fair market value of the em-
ployer securities transferred to the
TRASOP, it may be entitled to the ad-
ditional credit even if, on later exam-
ination of the return, it is determined
that more securities should have been
transferred. For purposes of this para-
graph (h)(7), reasonable reliance on
Technical Information Release 1413
(1975–50 I.R.B. 16), questions and an-
swers relating to ESOP’s, is a good
faith effort to comply.

(8) Amount involved—(i) In general.
The amount involved in a failure to
comply is an amount described in this
subparagraph (8). A maximum amount
and a minimum amount are deter-
mined with respect to an additional
credit allowed for a particular taxable
year.

(ii) Maximum amount involved. Not-
withstanding any other rule in this
paragraph (h), all amounts involved
with respect to an additional credit al-
lowed for a particular taxable year
may not exceed the amount of that
credit.

(iii) Minimum amount involved. The
minimum amount is 1⁄2 of one percent
of the additional credit times the num-
ber of full months, or parts of full
months, during which the failure to
comply exists. ‘‘Full month’’ has the
meaning assigned in § 1.1250–1(d)(4) (re-
alty depreciation recapture).

(iv) Funding amount involved. The
amount involved for a funding defect is
the greater of the minimum amount in-
volved or the amount required to place
the plan in the position it would have
been in if no funding defect had oc-
curred.

(v) Special operational amount in-
volved. The amount involved for a spe-
cial operational defect is the maximum
amount involved.

(vi) De minimis amount involved. The
amount involved for a de minimis de-
fect is the minimum amount involved.

(9) Certain permissible actions—(i) Elec-
tions prior to January 19, 1979. A cor-
poration does not fail to comply (with-
in the meaning of this paragraph (h))
merely because it revokes an election
made prior to January 19, 1979, under
the general rule described in paragraph
(c)(1)(i) of this section and with respect
to which no additional credit was
claimed in the taxable year for which
the election was made. Such a revoca-
tion is permitted irrespective of wheth-
er the carryover option described in
paragraph (c)(1)(ii) is elected with re-
spect to qualified investment made in a
year for which a general rule election
is revoked.

(ii) Pro rata use of credit. A corpora-
tion does not fail to comply merely be-
cause, for an applicable year ending
prior to January 19, 1979, it provides for
pro rata use of the regular 10-percent
credit and the 1-percent additional
credit to the extent that less than all
of a taxpayer’s credit earned for a tax-
able year is allowable.

(iii) Transitional rule. The Commis-
sioner, based on the particular facts
and circumstances of individual cases,
may determine that a good faith fail-
ure to comply before January 19, 1979,
with a final or temporary rule adopted
under this section on or after that date
does not require retroactive correction
under paragraph (h)(5)(ii) of this sec-
tion.

(Sec. 301(d)(2)(C) of the Tax Reduction Act of
1975; sec. 7805 of the Internal Revenue Code
of 1954 (89 Stat. 38, 68A Stat. 917; 26 U.S.C.
7805))

[T.D. 7857, 47 FR 54795, Dec. 6, 1982]

VerDate 09<APR>98 01:58 Apr 18, 1998 Jkt 179084 PO 00000 Frm 00244 Fmt 8010 Sfmt 8010 Y:\SGML\179084.TXT 179084-3



249

Internal Revenue Service, Treasury § 1.46–9

§ 1.46–9 Requirements for taxpayers
electing an extra one-half percent
additional investment credit.

(a) Introduction—(1) In general. A cor-
poration that qualifies for an addi-
tional credit under § 1.46–8 may elect
under section 46(a)(2)(B)(ii) of the Code
to obtain an extra one-half percent ad-
ditional investment credit for property
described in section 46(a)(2)(D). Para-
graph (c) of this section provides addi-
tional procedures for electing this
extra credit. This section also provides
rules for implementing an employee
stock ownership plan that meets the
requirements of sections 301 (d) and (e)
of the Tax Reduction Act of 1975 (‘‘1975
TRA’’). The plan must meet the addi-
tional formal requirements of para-
graph (d), and the additional oper-
ational requirements of paragraph (e)
of this section. Unless otherwise indi-
cated, statutory references in this sec-
tion are to the Internal Revenue Code
of 1954, as applicable for the year in
which a qualified investment is made.

(2) Applicability of one-percent
TRASOP provisions. Subject to the ex-
ceptions and additional rules of this
section, the provisions of § 1.46–8 apply
to an election made, and to a plan im-
plemented, under this section. How-
ever, this section does not change the
requirements of § 1.46–8 for purposes of
obtaining an additional one-percent
credit.

(3) Effective date. This section applies
only to taxable years beginning after
December 31, 1976. See section
803(j)(2)(A) of the Tax Reform Act of
1976.

(b) Definitions—(1) One-percent terms.
When used in this section, the terms
listed below have the same meanings as
in § 1.46–8(b):

(i) TRASOP. See § 1.46–8(b)(1).
(ii) Employer. See § 1.46–8(b)(3).
(iii) Employer securities. See § 1.46–

8(b)(4).
(iv) TRASOP securities. See § 1.46–

8(b)(5).
(v) Publicly traded. See § 1.46–8(b)(6).
(vi) Value. See § 1.46–8(b)(7).
(vii) Compensation. See § 1.46–8(b)(8).
(2) Additional credit. An ‘‘additional

credit’’ or ‘‘extra additional credit’’ is
the extra one-half percent additional
investment credit under section
46(a)(2)(B)(ii)—

(i) For purposes of applying this sec-
tion, and

(ii) When the context requires, for
purposes of applying § 1.46–8 to this
extra credit.

(3) Matching employee contribution. A
‘‘matching employee contribution’’ is a
contribution that meets the require-
ments of paragraph (f) of this section.

(4) Basic amount. A ‘‘basic amount’’ is
a matching employee contribution
which is equal to the maximum credit
multiplied by a fraction. The numera-
tor of this fraction is a participant’s
compensation for the plan year. (See
§ 1.46–9(f)(3)(ii), concerning disregarded
compensation.) The denominator is the
aggregate of all participants’ com-
pensation for the plan year. The ‘‘max-
imum credit’’ is the estimated value of
all employer contributions under para-
graph (c)(4)(i) of this section for the ap-
plicable year, determined as if the
maximum possible matching employee
contributions were made.

(5) Supplemental contribution. A ‘‘sup-
plemental contribution’’ is a matching
employee contribution made in addi-
tion to a basic amount.

(c) Special procedures for extra addi-
tional credit—(1) Statement of election. A
corporation’s statement of election de-
scribed in § 1.46–8(c)(3) must contain the
name and taxpayer identification num-
ber of the corporation. Also, it must
declare in the following words, or in
words having substantially the same
meaning, that:

(i) The corporation elects to have
section 46(a)(2)(B) (i) and (ii) of the In-
ternal Revenue Code of 1954 apply; and

(ii) The corporation agrees to imple-
ment (or continue to implement, as ap-
propriate) a TRASOP and to claim the
additional credit as required by § 1.46–8
and § 1.46–9 of the Income Tax Regula-
tions.

(2) Separate election. A separate elec-
tion must be made for each year’s
qualified investment to obtain the
extra additional credit for the qualified
investment. If a corporation does not
make a timely election to obtain an
extra additional credit for a taxable
year, it may not subsequently make
the election on an amended return or
otherwise.
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(3) No partial election. To reduce ad-
ministrative costs, a plan may estab-
lish a ceiling on matching employee
contributions. Thus, for example, it
may provide for the contribution of
only a basic amount without supple-
mental contributions under paragraph
(f)(2)(iv) of this section. Such a ceiling
that in effect limits the additional
credit to less than one-half percent of
the qualified investment is not a par-
tial election prohibited by § 1.46–8(c)(5).

(4) Funding a TRASOP—(i) Employer
contributions. The carryover option
under § 1.46–8(c)(1)(ii) is available for
both the one-percent and one-half per-
cent additional credits or for the one-
half percent additional credit alone. In
applying § 1.46–8(c)(8)(iii), the value of
TRASOP securities, other than those
acquired with matching employee con-
tributions, for an applicable year must
equal one-half percent of the corpora-
tion’s qualified investment for that
year or, if less, the amount of match-
ing employee contributions received
(including pledges, where permitted by
the plan) by the time the election for
that year is made. However, if a cor-
poration exercises the carryover option
in § 1.46–8(c)(1)(ii), the value of these
TRASOP securities for an applicable
year must equal the amount of addi-
tional credit claimed for that year de-
termined after being reduced, if nec-
essary, to equal contributions received
(including pledges, if permitted) by the
time the credit is claimed for that
year. The value of these TRASOP secu-
rities, but not the amount of credit
claimed, is further reduced to the ex-
tent that the employer withholds
TRASOP securities to take into ac-
count start-up and administrative ex-
penses under paragraph (e)(1) of this
section or an investment tax credit re-
duction under paragraph (e)(2) of this
section.

(ii) Employee contributions. Paragraph
(f)(4) of this section, but not § 1.46–
8(c)(8) (i) through (iii), applies to
TRASOP securities acquired with
matching employee contributions.

(5) Claiming additional credit. In apply-
ing § 1.46–8(c)(9)(ii), if less than all of a
corporation’s credit earned for a tax-
able year is allowed, the extra addi-
tional credit under this section for that
year is allowed last.

(d) Additional formal plan require-
ments—(1) Contributions by employees—
(i) In general. The plan must contain
statements relating to matching em-
ployee contributions as required under
paragraph (f) of this section.

(ii) Aggregate floor. A plan may pro-
vide for the return of all matching em-
ployee contributions for a year if the
aggregate amount of such contribu-
tions is not at least equal to an
amount stated in the plan. See also
§ 1.46–9(f)(3)(iv).

(2) Separate accounting. The plan
must state that employer contribu-
tions and matching employee contribu-
tions respectively described in para-
graph (c)(4)(i) and (ii) of this section
are accounted for separately from each
other as well as from other contribu-
tions, including those described in
§ 1.46–8(c)(8).

(3) Allocation of TRASOP securities
contributed by employer. The plan must
provide for the allocation under section
301(e)(5) of the 1975 TRA and this sub-
paragraph (3) of TRASOP securities
contributed by the employer. These al-
locations reflect a ratable reduction
for TRASOP securities withheld by the
employer under paragraph (c)(4)(i) of
this section. TRASOP securities so al-
located are deemed to be allocated
under section 301(d) of the 1975 TRA. In
applying § 1.46–8(d)(6) to this section,
only subdivisions (ii), (iv), (ix), (x), (xi)
and (xii) thereof apply to allocations
under this section.

(4) Effect of section 415. In applying
the limitations of section 415 to limita-
tion years beginning after January 19,
1979, allocations of TRASOP securities
are considered in the following order:
first, allocations under § 1.46–8; second,
allocations under this section. See
§ 1.46–8(d)(6)(v) concerning the alloca-
tion of amounts under any other de-
fined contribution plan. No suspense or
escrow account may be maintained to
hold contributions under this section
that are unallocated because of section
415. Thus, section 415 in effect limits
the availability of an extra additional
credit in a particular year. However, if
the plan so provides, a potential extra
additional credit is treated as an in-
vestment credit carryover under the
carryover option described in § 1.46–
8(c)(1)(ii) to the extent that it is not
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used in a particular year because of
section 415.

(5) Nonforfeitability. Employer con-
tributions are also not considered to be
forfeitable under § 1.46–8(d)(7) merely
because the plan provides for their re-
turn to the corporation in an amount
equal to the excess of employer con-
tributions under this section over
matching employee contributions or in
the case of discriminatory operation
under paragraph (f)(3) of this section.
See paragraph (f)(3)(iv).

(6) Distributions. Notwithstanding
§ 1.46–8(d)(9)(i), a plan may not distrib-
ute from a participant’s employer con-
tribution account cash or employer se-
curities attributable to unpaid pledges
of the participant.

(e) Additional operational plan require-
ments—(1) Start-up and administrative
expenses—(i) In general. The expense of
establishing plan features relating to
the extra additional credit is a start-up
expense. The expense of collecting
matching employee contributions is an
administrative expense.

(ii) Payment. Under § 1.46–8(e) (6) and
(7), an employee may withhold or a
plan may use, to the extent not with-
held, TRASOP securities for start-up
and administrative expense payments.
However, withdrawals must be either
limited to employer contributions
under § 1.46–8(c)(8) or reasonably appor-
tioned between these employer con-
tributions and contributions under
paragraph (c)(4)(i) of this section. An
example of reasonable apportionment
is earmarking expenses attributable to
each of the additional credits and allo-
cating any remaining non-earmarked
expenses on either a 2:1 or 1:1 ratio be-
tween the additional credits. Another
example is simply apportioning ex-
penses between the additional credits
on a 2:1 or 1:1 ratio basis without ear-
marking. However, if one-percent and
one-half percent start-up expenses are
attributable to different qualified in-
vestments, withdrawals for one-half
percent expenses are limited to em-
ployer contributions under paragraph
(c)(4)(i) of this section.

(iii) Ceiling. In determining the ceil-
ing on start-up expenses under § 1.46–
8(e)(6)(iii), only employer contributions
under § 1.46–8(c)(8) and paragraph
(c)(4)(i) of this section are considered.

In determining the ceiling on adminis-
trative expenses under § 1.46–8(e)(7)(ii),
dividends on all TRASOP securities, in-
cluding those acquired with matching
employee contributions, are consid-
ered.

(2) Redeterminations and recaptures. A
reduction in investment credit because
of a redetermination or recapture is al-
located ratably under the principles of
§ 1.46–8(e)(9)(ii) among the 10-percent
credit, the one-percent credit, and the
one-half percent credit for a particular
year. However, as illustrated in § 1.46–
8(e)(9)(ii), this subparagraph (3) does
not apply to a redetermination solely
of one or both of the additional credits.

(3)Withdrawal asset segregation. The
segregated accounting provisions of
§ 1.46–8(f) apply independently to with-
drawal assets attributable to TRASOP
securities under § 1.46–8 and to TRASOP
securities under this section.

(f) Matching employee contributions—
(1) Designation by employee. The plan
must state that each employee on
whose behalf an allocation is made
under § 1.46–8(d)(6) for an applicable
year is eligible to designate and con-
tribute an amount to the TRASOP for
that year as a matching employee con-
tribution.

(2) Form and timing of contribution—(i)
Cash. A participant may contribute in
a manner provide under the plan a des-
ignated amount in cash directly to the
plan or indirectly by the employer’s
withholding from amounts otherwise
due the participant. The full amount,
or pledge in lieu of an amount, for an
applicable year must be contributed by
the applicable last day described in
§ 1.46–8(c)(8)(i).

(ii) Optional pledges in lieu of cash.
The plan need not permit a pledge.
However, when permitted by the plan,
an irrevocable written pledge made in
good faith by a participant is treated
as a matching employee contribution
of cash, whether or not the pledge is in
fact contractually binding. The pledge
must be to contribute, by no later than
a time specified in the TRASOP, a des-
ignated amount in cash directly to the
plan or indirectly by authorizing the
employer to withhold from compensa-
tion otherwise due a participant. The
specified time may not be later than 24
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months after the close of the applica-
ble year for which the amount is treat-
ed as a matching employee contribu-
tion.

(iii) Transitional rule. A plan may pro-
vide for the receipt of employee pledges
at any time before the later of the ap-
plicable last day or January 15, 1980. If
the last day for receipt of pledges for
an applicable year is January 15, 1980,
the one-half percent TRASOP credit
for the applicable year may be elected
on an amended return filed not later
than that date, and employer contribu-
tions for the applicable year must be
made by that date. A plan may provide
that pledges which otherwise would
have been payable on or before Decem-
ber 31, 1979 may be paid on or before
January 15, 1980.

(iv) Basic and supplemental contribu-
tions. A plan formula may limit a
matching employee contribution to a
basic amount. It may also permit
matching employee contributions of
supplemental amounts to the extent
that total basic amount contributions
do not equal the amount of the addi-
tional credit claimed under this sec-
tion. Employees may make supple-
mental contributions covering unpaid
pledges only after the employer has
disclosed the value of securities and in-
come attributable to the unpaid pledge.

(3) Prohibited discrimination—(i) Gen-
eral rule. Matching employee contribu-
tions must be based on a formula stat-
ed in the plan that does not result in
prohibited discrimination under sec-
tion 401(a)(4) either in form or in oper-
ation. Thus, for example, a flat dollar
amount required as a matching em-
ployee contribution to qualify for em-
ployer-provided benefits under this sec-
tion may not be too high for lower paid
employees to contribute under the
plan. Further, lower paid employees
must participate to such an extent
that allocations under this section do
not result in prohibited discrimination

(ii) Compensation disregarded. Com-
pensation disregarded in allocations
under § 1.46–8(d)(6)(iv) is disregarded
under this paragraph and for purposes
of determining basic amounts as de-
fined in paragraph (b)(4) of this section.

(iii) Former employees. A TRASOP
must give all participants a reasonable
opportunity to make matching em-

ployee contributions. However, neither
a former employee who is a participant
at the end of the plan year by reason of
§ 1.46–8(d)(6)(iii), nor the estate of a de-
ceased employee, need have the same
options as are available to other par-
ticipants. Thus, for example, a former
employee may be limited to cash con-
tributions even though other partici-
pants are permitted to make pledges.
Also, if former employees of estates of
deceased employees fail to make
matching employee contributions, they
are not considered in determining
whether or not a TRASOP is discrimi-
natory.

(iv) Return of contributions. A plan
may provide for the return of employee
and employer contributions for a year
to the extent that plan operation
would otherwise result in prohibited
discrimination.

(4) Investment in employer securities—
(i) General rule. Matching employee
contributions must be invested in
TRASOP securities no later than 30
days after the time for funding a
TRASOP under § 1.46–8(c)(8)(ii) or, if
later, the time specified under the spe-
cial rule for pledges.

(ii) Special rule for pledges. Cash con-
tributed to pay a pledge permitted by
paragraph (f)(2)(ii) of this section must
be invested in employer securites so
that the cash is not held more than 3
months. The 3-month period includes
the period, if any, that the cash is held
by the employer.

(5) Reduction of matching employee
contribution—(i) In general. Matching
employee contributions must be re-
duced in three cases. First, they are re-
duced to the extent that there are no
corresponding employer contributions
described in paragraph (c)(4)(i) of this
section. This occurs, for example, when
the aggregate of the basic amounts of
matching employee contributions ex-
ceeds the allowable credit. Second,
they are reduced to the extent that
corresponding employer contributions
matching them under paragraph
(c)(4)(i) of this section are withdrawn
under section 301(f) of the 1975 TRA.
Third, they are reduced by the amount
of any pledge unpaid at the time speci-
fied in paragraph (f)(2)(ii) of this sec-
tion.
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(ii) Apportioning reductions. Gen-
erally, the account of each contributor
under this section for an applicable
year is reduced by a percentage of the
account. This percentage equals the
total reduction of all matching em-
ployee contributions for that year di-
vided by the total, before the reduc-
tion, of all matching employee con-
tributions. However, if a reduction is
directly attributable to a particular
contributor, only that contributor’s ac-
count is reduced. A reduction is di-
rectly attributable to a particular con-
tributor when, for example, the limits
of section 415 prohibit a full allocation
of employer contributions equal to the
contributor’s matching employee con-
tribution for an applicable year or
when a contributor fails to pay a
pledge. A reduction may not yield a
negative balance in a participant’s ac-
count.

(iii) Disposing of reductions. If a par-
ticipant’s matching employee con-
tribution is reduced, the amount of the
reduction must either be treated as a
voluntary contribution or returned to
the participant by the later of two
dates. The first date is 30 days after the
time for investing in TRASOP securi-
ties under paragraph (f)(4) of this sec-
tion. The second date is the 30th day
after the date on which the withdrawal
of employer contributions occurs that
causes the reduction. It may be treated
as a voluntary contribution only if, as
stated in the plan, the participant so
indicates in writing when making the
matching employee contribution.

(iv) Supplemental contributions cover-
ing unpaid pledges. Notwithstanding the
timing requirements of paragraph (f)(2)
of this section, supplemental contribu-
tions covering unpaid pledges must be
made no later than 60 days after ac-
counting for the corresponding reduc-
tion under paragraph (f)(5)(ii) of this
section.

(v) Effect of reduction on credit. For
the purpose of applying section 415 to
an additional allocation to the account
of a participant attributable to a sup-
plemental contribution covering an un-
paid pledge, the contribution is treated
as an annual addition to the supple-
mental contributor’s account in the ap-
plicable year for which the reduction
occurred. An amount in excess of the

contribution may be allocated in equal
amounts for each year from the appli-
cable year to the year of the reduction.
The employer’s credit is reduced only
to the extent that a proportionate
transfer of assets is not made from the
account of the participant to whom the
reduction is attributable to the ac-
counts of supplemental contributors.

(vi) Example. The rules contained in
paragraphs (f) (2) and (5) of this section
are illustrated by the following exam-
ple:

Example. Assume that A is an employee of
corporation M, a calendar year taxpayer that
maintains a TRASOP. A has pledged $100 as
a matching employee contribution for 1977,
the first applicable year of M’s TRASOP. M
has transferred employer securitites valued
at $100 that have been allocated to A’s ac-
count under the Plan. The TRASOP provides
that pledges must be paid no later then 24
months after the end of the applicable year.
Thus, A’s $100 pledge must be paid by Decem-
ber 31, 1979. As of December 31, 1979, the em-
ployer securities attributable to A’s pledge
have a value of $90 and have produced undis-
tributed dividend income of $13. Thus, the
value of the portion of A’s account attrib-
utable to the unpaid pledge is $103. After De-
cember 31, 1979, the value of this portion of
A’s account is disclosed to participants, and
employee B chooses to pay off A’s unpaid
pledge, as provided in the plan, by making a
$100 supplemental contribution. The full
amount of the securities and dividend in-
come attributable to the unpaid pledge are
transferred from A’s account to that of B as
of December 31, 1979. M’s credit for 1977 is not
reduced. The $100 supplemental contribution
is an annual addition to B’s account for pur-
poses of applying section 415 in 1979. Income
attributable to the pledge in excess of the
supplemental contribution, $3 ($103–$100),
may be allocated and treated as an annual
addition by spreading this excess amount
over the years from the applicable year to
the year of the reduction (1977, 1978, 1979).

(g) Failure to comply—(1) General rule.
If a corporation elects under § 1.46–8(c)
(2) through (5) and paragraph (c)(1) of
this section to obtain an additional
credit, § 1.46–8(h) (1), (2), (3), (5), (6), and
(7) as modified by this paragraph (g)
apply.

(2) Failure to comply (penalty classi-
fications)—(i) In general. A corporation
fails to comply with an extra addi-
tional credit election if a defect de-
scribed in paragraph (g)(2) (ii)–(iv) of
this section occurs in a taxable year.
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(ii) Funding defect. A funding defect
occurs under this section if a corpora-
tion or its TRASOP fails to satisfy the
requirements of § 1.46–8(c) (8) or (9) or
paragraph (c)(4) of this section, as they
apply directly to the extra additional
credit.

(iii) Special operational defect. A spe-
cial operational defect occurs if a
TRASOP fails in operation to satisfy
the requirements decribed in § 1.46–8(d)
(5) through (9) (except (6) (i), (iii), and
(v) through (viii)) or (e)(3), or para-
graphs (d) (5), (6), and (e)(3) of this sec-
tion, as they apply directly to the
extra additional credit.

(iv) De minimis defect. A de minimis de-
fect occurs if a corporation or its
TRASOP fails to satisfy the require-
ments, other than those enumerated in
paragraphs (c) (1) and (2) and (g)(2) (ii)
and (iii), of this section or of § 1.46–8
other than those excluded under § 1.46–
8(h)(4)(iv).

(3) Amount involved. The amount in-
volved in a failure to comply under this
section is based upon the extra addi-
tional credit within the meaning of
section 46(a)(2)(B)(ii).

(4) Coordination of civil penalties. The
civil penalties under § 1.46–8 and this
section are determined separately. In
no case may the amount involved with
respect to a particular failure to com-
ply in one year exceed under both sec-
tions the full additional credit within
the meaning of section 46(a)(2)(B) (i)
and (ii).

[T.D. 7856, 47 FR 54805, Dec. 6, 1982]

§ 1.46–10 [Reserved]

§ 1.46–11 Commuter highway vehicles.

(a) In general. Section 46(c)(6) pro-
vides that the applicable percentage to
determine qualified investment under
section 46(c)(1) for a qualifying com-
muter highway vehicle is 100 percent. A
qualifying commuter highway vehicle
is a vehicle (defined in paragraph (b) of
this section)—

(1) Which is acquired by the taxpayer
on or after November 9, 1978,

(2) Which is placed in service by the
taxpayer before January 1, 1986, and

(3) With respect to which the tax-
payer makes an election under para-
graph (g) of this section.

(b) Definition of commuter highway ve-
hicle. A commuter highway vehicle is a
highway vehicle that meets the follow-
ing requirements:

(1) The vehicle is section 38 property
in the hands of the taxpayer. The rule
of section 48(d), allowing a lessor to
elect to treat the lessee of new section
38 property as having acquired the
property, applies to commuter highway
vehicles. If the vehicle is leased and
that
election is made, the lessee is treated
as the taxpayer under this section.
However, if that election is not made.
the lessor, and not the lessee, is treat-
ed as the taxpayer under this section.

(2) The vehicle must meet the seating
capacity requirement of paragraph (c)
of this section; and

(3) The taxpayer reasonably expects
to meet the commuter use requirement
of paragraph (d) of this section for at
least the first 36 months after the vehi-
cle is placed in service.

(c) Seating capacity. A commuter
highway vehicle must have a seating
capacity of a least 8 adults in addition
to the driver’s seat.

(d) Commuter use requirement. A vehi-
cle meets the commuter use require-
ment only if at least 80 percent of the
miles the vehicle is driven are for trips
to transport the taxpayer’s employees
between their residences and their
places of employment. A trip for this
purpose includes driving the vehicle be-
fore or after employees are in the vehi-
cle, so long as the mileage driven is
necessary either to pick up or drop off
passengers or to park the vehicle in its
regular parking space. A trip does not
include miles driven solely for mainte-
nance or to refuel the vehicle. A trip is
not considered to transport the tax-
payer’s employees between their resi-
dences and their places of employment
unless at least one-half the seating ca-
pacity (defined in paragraph (c) of this
section) is used to seat employees of
the taxpayer. In no event is the driver
counted as an employee of the tax-
payer.

(e) Definition of employee. An em-
ployee in this section is the same as in
section 3121 (d) (definition of employee
for withholding purposes).

(f) Transportation between employee’s
residence and place of employment. An
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employee is transported between that
employee’s residence and place of em-
ployment even if that place of employ-
ment is not the same as any of the
other employees transported, and even
if picked up or dropped off at some cen-
tral point between that residence and
place of employment. An employee is
not transported between that employ-
ee’s residence and place of employment
if the transportation is of the type for
which a deduction would be allowed
under § 1.162–2 were the employee pro-
viding it, such as the transportation
from one work site to another after be-
ginning work for the day.

(g) Election. A taxpayer must elect to
have the vehicle treated as a qualifying
commuter highway vehicle on the re-
turn for the taxable year in which the
vehicle is placed in service. The elec-
tion may be made only if the vehicle
actually meets the commuter use re-
quirement under paragraph (d) of this
section for that taxable year. It must
be made on or before the due date (in-
cluding extensions) of that return. The
election is effective as of that due date.

[T.D. 8035, 50 FR 29370, July 19, 1985]

§ 1.47–1 Recomputation of credit al-
lowed by section 38.

(a) General rule—(1) In general. (i) If
during the taxable year any section 38
property the basis (or cost) of which
was taken into account, under para-
graph (a) of § 1.46–3, in computing the
taxpayer’s qualified investment is dis-
posed of, or otherwise ceases to be sec-
tion 38 property or becomes public util-
ity property (as defined in paragraph
(g) of § 1.46–3) or is a qualifying com-
muter highway vehicle (as defined in
paragraph (a) of § 1.46–11) which under-
goes a change in use (as defined in
paragraph (m)(2) of this section) with
respect to the taxpayer, before the
close of the estimated useful life (as de-
termined under subparagraph (2)(i) of
this paragraph) which was taken into
account in computing such qualified
investment, then the credit earned for
the credit year (as defined in subdivi-
sion (ii) (a) of this subparagraph) shall
be recomputed under the principles of
paragraph (a) of § 1.46–1 and paragraph
(a) of § 1.46–3 substituting, in lieu of the
estimated useful life of the property

that was taken into account originally
in computing qualified investment, the
actual useful life of the property as de-
termined under subparagraph (2)(ii) of
this paragraph. There shall also be re-
computed under the principles of
§§ 1.46–1 and 1.46–2 the credit allowed
for the credit year and for any other
taxable year affected by reason of the
reduction in credit earned for the cred-
it year, giving effect to such reduction
in the computation of carryovers or
carrybacks of unused credit. If the re-
computation described in the preceding
sentence results in the aggregate in a
decrease (taking into account any re-
computations under this paragraph in
respect of prior recapture years, as de-
fined in subdivision (ii)(b) of this sub-
paragraph) in the credits allowed for
the credit year and for any other tax-
able year affected by the reduction in
credit earned for the credit year, then
the income tax for the recapture year
shall be increased by the amount of
such decrease in credits allowed. For
treatment of such increase in tax, see
paragraph (b) of this section. For rules
relating to ‘‘disposition’’ and ‘‘ces-
sation’’, see § 1.47–2. For rules relating
to certain exceptions to the application
of this section, see § 1.47–3. For special
rules in the case of an electing small
business corporation (as defined in sec-
tion 1371(b)), an estate or trust, or a
partnership, see respectively, §§ 1.47–4,
1.47–5, or 1.47–6. For rules applicable to
energy property, see paragraph (h) of
this section. For special rules relating
to recomputation of credit allowed by
section 38 if progress expenditure prop-
erty (as defined in § 1.46–5(d)) ceases to
be progress expenditure property with
respect to the taxpayer, see paragraph
(g) of this section.

(ii) For purposes of this section and
§§ 1.47–2 through 1.47–6—

(a) The term ‘‘credit year’’ means the
taxable year in which section 38 prop-
erty was taken into account in com-
puting a taxpayer’s qualified invest-
ment.

(b) The term ‘‘recapture year’’ means
the taxable year in which section 38
property the basis (or cost) of which
was taken into account in computing a
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taxpayer’s qualified investment is dis-
posed of, or otherwise ceases to be sec-
tion 38 property or becomes public util-
ity property with respect to the tax-
payer, before the close of the estimated
useful life which was taken into ac-
count in computing such qualified in-
vestment.

(c) The term ‘‘recapture determina-
tion’’ means a recomputation made
under this paragraph.

(2) Rules for applying subparagraph (1).
For purposes of subparagraph (1) of this
paragraph—

(i) In determining whether section 38
property is disposed of, or otherwise
ceases to be section 38 property with
respect to the taxpayer, before the
close of the estimated useful life which
was taken into account in computing
the taxpayer’s qualified investment,
the term ‘‘estimated useful life’’ means
the shortest life of the useful life cat-
egory within which falls the estimated
useful life which was assigned to such
property under paragraph (e) of § 1.46–3.
Thus, section 38 property which is as-
signed, under paragraph (e) of § 1.46–3,
an estimated useful life of 6 years shall
not be treated, for purposes of subpara-
graph (1) of this paragraph, as having
been disposed of before the close of its
estimated useful life if such property is
sold 5 years (that is, the shortest life of
the 5 years or more but less than 7
years useful life category) after the
date on which it was placed in service.
Likewise, section 38 property with an
estimated useful life of 15 years which
is placed in service on January 1, 1972,
shall not be treated as having been dis-
posed of before the close of its esti-
mated useful life if such property is
sold at any time after January 1, 1979
(that is, 7 years or more after the date
on which it was placed in service).

(ii) In determining the recomputed
qualified investment with respect to
property which is disposed of or other-
wise ceases to be section 38 property
the term ‘‘actual useful life’’ means,
except as otherwise provided in this
section and §§ 1.47–2 through 1.47–6, the
period beginning with the date on
which the property was placed in serv-
ice by the taxpayer and ending with
the date of such disposition or ces-
sation. See paragraph (c) of this sec-
tion.

(iii) In determining the recomputed
qualified investment with respect to
property which ceases to be section 38
property with respect to the taxpayer
after August 15, 1971, or which becomes
public utility property after such date,
such property shall be treated as if it
were property described in section 50 at
the time it was placed in service
(whether or not it was property de-
scribed in section 50 at such time).
Thus, if property was placed in service
on October 15, 1968, and was assigned an
estimated useful life of 4 years, there
would be no increase in tax under sec-
tion 47 if the property were disposed of
at any time after October 14, 1971, that
is, 3 years or more after the property
was placed in service.

(b) Increase in income tax and reduc-
tion of investment credit carryover—(1)
Increase in tax. Except as provided in
subparagraph (2) of this paragraph, any
increase in income tax under this sec-
tion shall be treated as income tax im-
posed on the taxpayer by chapter 1 of
the Code for the recapture year not-
withstanding that without regard to
such increase the taxpayer has no in-
come tax liability, has a net operating
loss for such taxable year, or no in-
come tax return was otherwise re-
quired for such taxable year.

(2) Special rule. Any increase in in-
come tax under this section shall not
be treated as income tax imposed on
the taxpayer by chapter 1 of the Code
for purposes of determining the
amount of the credits allowable to such
taxpayer under—

(i) Section 33 (relating to taxes of for-
eign countries and possessions of
United States),

(ii) Section 34 (relating to dividends
received by individuals before January
1, 1965),

(iii) Section 35 (relating to partially
tax-exempt interest received by indi-
viduals),

(iv) Section 37 (relating to retire-
ment income), and

(v) Section 38 (relating to investment
in certain depreciable property).

(3) Reduction in credit allowed as a re-
sult of a net operating loss carryback. (i)
If a net operating loss carryback from
the recapture year or from any taxable
year subsequent to the recapture year
reduces the amount allowed as a credit
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under section 38 for any taxable year
up to and including the recapture year,
then there shall be a new recapture de-
termination under paragraph (a) of this
section for each recapture year af-
fected, taking into account the reduced
amount of credit allowed after applica-
tion of the net operating loss
carryback.

(ii) Subdivision (i) of this subpara-
graph may be illustrated by the follow-
ing examples:

Example 1. (a) X Corporation, which makes
its return on the basis of a calendar year, ac-
quired and placed in service on January 1,
1962, an item of section 38 property with a
basis of $10,000 and an estimated useful life of
8 years. The amount of qualified investment
with respect to such asset was $10,000. For
the taxable year 1962, X Corporation’s credit
earned of $700 (7 percent of $10,000) was al-
lowed under section 38 as a credit against its
liability for tax of $700. In 1963 and 1964 X
Corporation had no liability for tax and
placed in service no section 38 property. On
January 3, 1963, such item of section 38 prop-
erty was sold to Y Corporation. Since the ac-
tual useful life of such item was only 1 year,
there was a recapture determination under
paragraph (a) of this section. The income tax
imposed by chapter 1 of the Code on X Cor-
poration for the taxable year 1963 was in-
creased by the $700 decrease in its credit
earned for the taxable year 1962 (that is, the
$700 original credit earned minus zero recom-
puted credit earned).

(b) For the taxable year 1965, X Corpora-
tion has a net operating loss which is carried
back to the taxable year 1962 and reduces its
liability for tax, as defined in paragraph (c)
of § 1.46–1, for such taxable year to $200. As a
result of such net operating loss carryback,
X Corporation’s credit allowed under section
38 for the taxable year 1962 is limited to $200
and the excess of $500 ($700 credit earned
minus $200 limitation based on amount of
tax) is an investment credit carryover to the
taxable year 1963.

(c) For 1965, there is a recapture deter-
mination under subdivision (i) of this sub-
paragraph for the 1963 recapture year. The
$700 increase in the income tax imposed on X
Corporation for the taxable year 1963 is rede-
termined to be $200 (that is, the $200 credit
allowed after taking into account the 1965
net operating loss minus zero credit which
would have been allowed taking into account
the 1963 recapture determination). In addi-
tion, X Corporation’s $500 investment credit
carryover to the taxable year 1963 is reduced
by $500 ($700 minus $200) to zero and X Cor-
poration is entitled to a $500 refund of the
tax paid as a result of the 1963 determina-
tion.

Example 2. (a) X Corporation, which makes
its returns on the basis of a calendar year,
acquired and placed in service on January 1,
1962, an item of section 38 property with a
basis of $10,000 and an estimated useful life of
8 years. The amount of qualified investment
with respect to such asset was $10,000. For
the taxable year 1962, X Corporation’s credit
earned of $700 (7 percent of $10,000) was al-
lowed under section 38 as a credit against its
liability for tax of $700. In 1963 and in 1964 X
Corporation had no liability for tax and
placed in service no section 38 property. On
January 3, 1965, such item of section 38 prop-
erty is sold to Y Corporation. For the tax-
able year 1965, X Corporation has a net oper-
ating loss which is carried back to the tax-
able year 1962 and reduces its liability for
tax, as defined in paragraph (c) of § 1.46–1, for
such taxable year to $100.

(b) As a result of such net operating loss
carryback, X Corporation’s credit allowed
under section 38 for the taxable year 1962 is
limited to $100 and the excess of $600 ($700
credit earned minus $100 limitation based on
amount of tax) is an investment credit car-
ryover to the taxable year 1963.

(c) Since the actual useful life of the item
of section 38 property sold to Y Corporation
was only 3 years, there is a recapture deter-
mination under paragraph (a) of this section.
X Corporation’s $600 investment credit car-
ryover to 1963 is reduced by $600 to zero. The
income tax imposed by chapter 1 of the Code
on X Corporation for the taxable year 1965 is
increased by the $100 reduction in credit al-
lowed by section 38 for 1962.

(4) Statement of recomputation. The
taxpayer shall attach to his income tax
return for the recapture year a sepa-
rate statement showing in detail the
computation of the increase in income
tax imposed on such taxpayer by chap-
ter 1 of the Code and the reduction in
any investment credit carryovers.

(c) Date placed in service and date of
disposition or cessation—(1) General rule.
For purposes of this section and §§ 1.47–
2 through 1.47–6, in determining the ac-
tual useful life of section 38 property—

(i) Such property shall be treated as
placed in service on the first day of the
month in which such property is placed
in service. The month in which prop-
erty is placed in service shall be deter-
mined under the principles of para-
graph (d) of § 1.46–3.

(ii) If during the taxable year such
property ceases to be section 38 prop-
erty with respect to the taxpayer—

(a) As a result of the occurrence of an
event on a specific date (for example, a
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sale, transfer, retirement or other dis-
position), such cessation shall be treat-
ed as having occurred on the actual
date of such event.

(b) For any reason other than the oc-
currence of an event on a specific date
(for example, because such property is
used predominantly in connection with
the furnishing of lodging during such
taxable year), such cessation shall be
treated as having occurred on the first
day of such taxable year.

(2) Special rule. Notwithstanding sub-
paragraph (1) of this paragraph, if a
taxpayer uses an averaging convention
(see § 1.167(a)(10)) in computing depre-
ciation with respect to section 38 prop-
erty, then, for purposes of this section
and §§ 1.47–2 through 1.47–6, he may use
the assumed dates of additions and re-
tirements in determining the actual
useful life of such property provided
such assumed dates are used consist-
ently for purposes of subpart B of part
IV of subchapter A of chapter 1 of the
Code with respect to all section 38
property for which such convention is
used for purposes of depreciation. This
subparagraph shall not apply in any
case fwhere from all the facts and cir-
cumstances it appears that the use of
such assumed dates results in a sub-
stantial distortion of the investment
credit allowed by section 38. Thus, for
example, if the taxpayer computes de-
preciation under a convention under
which the average of the beginning and
ending balances of the asset account
for the taxable year are taken into ac-
count, he may use July 1 as the as-
sumed date of all additions and retire-
ments to such account. Similarly, if
the taxpayer computes depreciation
under a convention under which the av-
erage of the beginning and ending bal-
ances of the asset account for each
month is taken into account, he may
use the date determined by reference to
the weighted average of the monthly
averages as the assumed date of all ad-
ditions and retirements to such ac-
count.

(3) Example. This paragraph may be
illustrated by the following example:

Example. Assume that section 38 property
is placed in service (within the meaning of
paragraph (d) of § 1.46–3) on December 1, 1965
(thus, the credit is treated as being earned in
1965) but under the taxpayer’s depreciation

practice the period for depreciation with re-
spect to such property begins on January 1,
1966, and that the property is actually re-
tired on December 2, 1970. Under the general
rule of subparagraph (1) of this paragraph,
the property is treated as placed in service
on December 1, 1965, and as ceasing to be sec-
tion 38 property with respect to the taxpayer
on December 2, 1970, even though under the
taxpayer’s depreciation practice the period
for depreciation with respect to such prop-
erty begins on January 1, 1966, and termi-
nates on January 1, 1971. However, under the
special rule of subparagraph (2) of this para-
graph the taxpayer may determine the ac-
tual useful life of the property by reference
to the assumed dates of January 1, 1966, and
January 1, 1971.

(d) Examples. Paragraphs (a) through
(c) of this section may be illustrated by
the following examples:

Example 1. (i) X Corporation, which makes
its returns on the basis of the calendar year,
acquired and placed in service on January 1,
1962, three items of section 38 property each
with a basis of $12,000 and an estimated use-
ful life of 15 years. The amount of qualified
investment with respect to each such asset
was $12,000. For the taxable year 1962, X Cor-
poration’s credit earned of $2,520 was allowed
under section 38 as a credit against its liabil-
ity for tax of $4,000. On December 2, 1965, one
of the items of section 38 property is sold to
Y Corporation.

(ii) The actual useful life of the item of
property which is sold on December 2, 1965, is
three years and eleven months. The recom-
puted qualified investment with respect to
such item of property is zero ($12,000 basis
multiplied by zero applicable percentage)
and X Corporation’s recomputed credit
earned for the taxable year 1962 is $1,680 (7
percent of $24,000). The income tax imposed
by chapter 1 of the Code on X Corporation
for the taxable year 1965 is increased by the
$840 decrease in its credit earned for the tax-
able year 1962 (that is, $2,520 original credit
earned minus $1,680 recomputed credit
earned).

Example 2. (i) The facts are the same as in
example 1 and in addition on December 2,
1966, a second item of section 38 property
placed in service in the taxable year 1962 is
sold to Y Corporation.

(ii) The actual useful life of the item of
property which is sold on December 2, 1966, is
four years and eleven months. The recom-
puted qualified investment with respect to
such item of property is $4,000 ($12,000 basis
multiplied by 331⁄3 percent applicable per-
centage) and X Corporation’s recomputed
credit earned for the taxable year 1962 is
$1,120 (7 percent of $16,000). The income tax
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imposed by chapter 1 of the Code on X Cor-
poration for the taxable year 1966 is in-
creased by $560 (that is, $1,400 ($2,520 original
credit earned minus $1,120 recomputed credit
earned) reduced by the $840 increase in tax
for 1965).

Example 3. (i) The facts are the same as in
example 1 except that for the taxable year
1962 X Corporation’s liability for tax under
section 46(a)(3) is only $1,520. Therefore, for
such taxable year X Corporation’s credit al-
lowed under section 38 is limited to $1,520
and the excess of $1,000 ($2,520 credit earned
minus $1,520 limitation based on amount of
tax) is an unused credit. Of such $1,000 un-
used credit, $100 is allowed as a credit under
section 38 for the taxable year 1963, $100 is al-
lowed for 1964, and $800 is carried to the tax-
able year 1965.

(ii) The actual useful life of the item of
property which is sold on December 2, 1965, is
three years and eleven months. The recom-
puted qualified investment with respect to
such item of property is zero ($12,000 basis
multiplied by zero applicable percentage)
and X Corporation’s recomputed credit
earned for the taxable year 1962 is $1,680 (7
percent of $24,000). If such $1,680 recomputed
credit earned had been taken into account in
place of the $2,520 original credit earned, X’s
credit allowed for 1962 would have been
$1,520, and of the $160 unused credit from 1962
$100 would have been allowed as a credit
under section 38 for 1963, and $60 would have
been allowed for 1964. X Corporation’s $800
investment credit carryover to the taxable
year 1965 is reduced by $800 to zero. The in-
come tax imposed by chapter 1 of the Code
on X Corporation for the taxable year 1965 is
increased by $40 (that is, the aggregate re-
duction in the credits allowed by section 38
for 1962, 1963, and 1964).

Example 4. (i) X Corporation, which makes
its returns on the basis of the calendar year,
acquired and placed in service on November
1, 1962, an item of section 38 property with a
basis of $12,000 and an estimated useful life of
10 years. The amount of qualified investment
with respect to such property was $12,000.
For the taxable year 1962, X Corporation’s
credit earned of $840 was allowed under sec-
tion 38 as a credit against its liability for tax
of $840. For each of the taxable years 1963 and
1964 X Corporation’s liability for tax was
zero and its credit earned was $400; therefore,
for each of such years its unused credit was
$400. For the taxable year 1965 its liability
for tax was $200 and its credit earned was
zero; therefore, $200 of the $400 unused credit
from 1963 was allowed as credit for 1965 and
$600 ($200 from 1963 and $400 from 1964) is an
investment credit carryover to 1966. On Feb-
ruary 2, 1966, such item of section 38 property
is sold to Y Corporation.

(ii) The actual useful life of such item of
property is three years and three months.

The recomputed qualified investment with
respect to such property is zero ($12,000 basis
multipled by zero) and X Corporation’s re-
computed credit earned for the taxable year
1962 is zero. If such zero recomputed credit
earned had been taken into account in place
of the $840 original credit earned, the entire
$400 unused credit from 1963 (including the
$200 portion which was originally allowed as
a credit for 1965) and the $400 unused credit
from 1964 would have been allowed as invest-
ment credit carrybacks against X Corpora-
tion’s liability for tax of $840 for 1962. (See
§ 1.46–2 for rules relating to the carryback of
unused credits.)

(iii) Therefore, the $600 carryover from 1963
and 1964 to 1966 is eliminated and the income
tax imposed by chapter 1 of the Code on X
Corporation for the taxable year 1966 is in-
creased by the $240 aggregate reduction in
the credits allowed by section 38 for the tax-
able years 1962 and 1965 (that is, $1,040 credit
allowed minus $800 which would have been
allowed).

Example 5. (i) X Corporation, which makes
its returns on the basis of the calendar year,
acquired and placed in service on November
1, 1962, an item of section 38 property with a
basis of $10,000 and an estimated useful life of
8 years. The amount of qualified investment
with respect to such asset was $10,000. For
the taxable year 1962, X Corporation’s credit
earned of $700 was allowed as a credit against
its liability for tax. For each of the taxable
years 1963, 1964, and 1965 X had no taxable in-
come. On July 3, 1966, the item of section 38
property is sold to Y Corporation. For the
taxable year 1966 X Corporation has a net op-
erating loss of $3,000.

(ii) The actual useful life of the item of
property is three years and eight months.
The recomputed qualified investment with
respect to such item of property is zero and
X Corporation’s recomputed credit earned
for the taxable year 1962 is zero. Notwith-
standing the $3,000 net operating loss for the
taxable year 1966, the income tax imposed by
chapter 1 of the Code on X Corporation for
such year is $700 (that is, the decrease in its
credit earned for the taxable year 1962).

(e) Identification of property—(1) Gen-
eral rule—(i) Record requirements. In
general, the taxpayer must maintain
records from which he can establish,
with respect to each item of section 38
property, the following facts:

(a) The date the property is disposed
of or otherwise ceases to be section 38
property,

(b) The estimated useful life which
was assigned to the property under
paragraph (e) of § 1.46–3,
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(c) The month and the taxable year
in which the property was placed in
service, and

(d) The basis (or cost), actually or
reasonably determined, of the prop-
erty.

(ii) Recapture determination. For pur-
poses of determining whether section
38 property is disposed of, or otherwise
ceases to be section 38 property with
respect to the taxpayer, before the
close of its estimated useful life, and
for purposes of determining recom-
puted qualified investment, the tax-
payer must establish from his records
the facts required by subdivision (i) of
this subparagraph.

(iii) Examples. If the taxpayer fails to
maintain records from which he can es-
tablish the facts required by subdivi-
sion (i) of this subparagraph, then this
section shall be applied to the taxpayer
in the manner indicated in the follow-
ing examples:

Example 1. Corporation X, organized on
January 1, 1964, files its income tax return
on the basis of a calendar year. During the
years 1964 and 1965, X places in service sev-
eral items of machinery to which it assigns
estimated useful lives of 8 years. X places
the items of machinery in a composite ac-
count for purposes of computing deprecia-
tion. When X’s 1966 return is being audited, X
is unable to establish whether the items
placed in service in 1964 and 1965 were still on
hand at the end of 1966. Therefore, for pur-
poses of paragraph (a) of this section, X is
treated as having disposed of, in 1966, all of
the items of machinery placed in service in
1964 and 1965.

Example 2. Corporation Y, organized on
January 1, 1960, files its income tax return
on the basis of a calendar year. During each
of the years 1960 through 1965, Y places in
service four items of machinery to each of
which it assigns an estimated useful life of 8
years for depreciation purposes (and for pur-
poses of computing qualified investment for
relevant years). Y places the items of ma-
chinery in a composite account for purposes
of computing depreciation (and for purposes
of computing qualified investment for rel-
evant years). When Y’s 1965 return is being
audited, Y can establish that it retired dur-
ing 1965 only six items of this machinery.
However, Y cannot establish the date on
which these six items were placed in service,
nor can Y establish that the items placed in
service in 1963 or 1964 are still on hand as of
the end of 1965. No previous recapture has
taken place with respect to any of the items
placed in service in 1963 or 1964. Assuming
that paragraph (e) (2) and (3) of this section

is not applicable, Y is treated, for purposes
of paragraph (a) of this section, as having
disposed of, in 1965, the four items placed in
service in 1964, the most recent year before
1965 in which such property was placed in
service, and two items from 1963, the next
most recent year.

Example 3. The facts are the same as in ex-
ample 2 except that when Y’s 1966 return is
being audited, Y can establish from its
records that all four items placed in service
in 1965 are still on hand and that only three
items were retired in 1966. For purposes of
paragraph (a) of this section, Y is treated as
having disposed of, in 1966, the two remain-
ing items of machinery placed in service in
1963, and one of the items placed in service in
1962.

(2) Treatment of ‘‘mass assets’’. (i) If, in
the case of mass assets (as defined in
subparagraph (4) of this paragraph), it
is impracticable for the taxpayer to
maintain records from which he can es-
tablish with respect to each item of
section 38 property the facts required
by subparagraph (1) of this paragraph,
and if he adopts other reasonable rec-
ordkeeping practices, consonant with
good accounting and engineering prac-
tices, and consistent with his prior rec-
ordkeeping practices, then he may sub-
stitute data from an appropriate mor-
tality dispersion table. An appropriate
mortality dispersion table must be
based on an acceptable sampling of the
taxpayer’s actual experience or other
acceptable statistical or engineering
techniques. In lieu of such mortality
dispersion table, the taxpayer may use
a standard mortality dispersion table
prescribed by the Commissioner. If the
taxpayer uses such standard mortality
dispersion table for any taxable year, it
must be used for all subsequent taxable
years unless the taxpayer obtains the
consent of the Commissioner to
change. If mass assets are placed in a
multiple asset account and if the de-
preciation rate for such account is
based on the maximum expected life of
the longest lived asset in such account,
in applying a mortality dispersion
table (including a standard mortality
dispersion table) the average expected
useful life of the mass assets in such
account must be used.

(ii) Subdivision (i) of this subpara-
graph shall not apply with respect to
assets placed in service in a taxable
year ending on or after June 30, 1967,
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and beginning before January 1, 1971,
or with respect to assets placed in serv-
ice for a taxable year beginning after
December 31, 1970, for which the tax-
payer has not made the election pro-
vided by section 167(m), unless the esti-
mated useful lives which were assigned
to such assets for purposes of determin-
ing qualified investment—

(a) Were separate lives based on the
estimated range of years taken into ac-
count in establishing the average use-
ful life of assets similar in kind under
paragraph (e)(3)(ii)(b) of § 1.46–3, and

(b) Were determined by use of a mor-
tality dispersion table (including a
standard mortality dispersion table).

(iii) Any standard mortality disper-
sion table prescribed by the Commis-
sioner shall be based on average useful
life categories and with respect to each
category shall contain five columns,
the first four of which shall state the
percentage of property assumed to
have a useful life of—

Column (1): Less than 4 years,
Column (2): 4 years or more but less than 6

years,
Column (3): 6 years or more but less than 8

years, and
Column (4): 8 years or more.

The fifth column shall show the total
qualified investment as a percentage
and shall be used in connection with
the determination to be made under
§ 1.46–3(e)(3)(iii). In the case of a table
which is to apply to property which is
described in section 50 or to property
which is treated as property described
in section 50 under paragraph (a)(2)(iii)
of this section, this subdivision shall be
applied by substituting ‘‘3 years’’ for ‘‘4
years’’, ‘‘5 years’’ for ‘‘6 years’’, and ‘‘7
years’’ for ‘‘8 years’’.

(iv) Whenever the standard mortality
dispersion table is used for a taxable
year under subdivision (i) of this sub-
paragraph (whether or not such table
was used in determining qualified in-
vestment), the percentage of property
shown in column (1) of the table shall
(for purposes of section 47, this section,
and §§ 1.47–2 through 1.47–6) be deemed
to have been disposed of on the day be-
fore the expiration of the 4-year period
beginning on the date on which it was
considered as placed in service under
§ 1.47–1(c); the percentage of property
shown in column (2) of the table shall

be deemed to have been disposed of on
the day before the expiration of the 6-
year period beginning on the date on
which it was so considered as placed in
service; and the percentage of property
shown in column (3) shall be deemed to
have been disposed of on the day before
the expiration of the 8-year period be-
ginning on the date on which it was so
considered as placed in service. In ap-
plying this subdivision for purposes of
recomputing qualified investment, the
proper average useful life category
shall be used whether or not such cat-
egory was used in determining quali-
fied investment. In the case of property
which is described in section 50 or prop-
erty which is treated as property de-
scribed in section 50 under paragraph
(a)(2)(iii) of this section (other than
property the qualified investment with
respect to which was determined by use
of the standard or an appropriate mor-
tality dispersion table), this subdivi-
sion shall be applied by substituting
‘‘3-year period’’ for ‘‘4-year period’’, ‘‘5-
year period’’ for ‘‘6-year period’’, and
‘‘7-year period’’ for ‘‘8-year period’’.

(v) In lieu of using subdivision (iv) of
this subparagraph for purposes of re-
computing qualified investment, a tax-
payer may, for the first recapture year
(as defined in paragraph (a)(1)(ii)(b) of
this section) to which such subdivision
(iv) would otherwise apply with respect
to any mass asset account, recompute
qualified investment on the basis of the
difference between (a) the proper total
qualified investment based on the per-
centage shown in column (5) of the
table, and (b) the total qualified invest-
ment actually claimed by the taxpayer
for the year in which the property was
placed in service.

Example. Assume that the taxpayer places
in service during 1963 mass assets costing
him $100,000, that he places these assets in a
multiple asset account for which he properly
claims a useful life of 6 years and a qualified
investment of $66,667 (2⁄3× $100,000), and that
he is allowed an investment credit of
$4,667.67. When the taxpayer’s 1967 return is
being audited he is unable to establish that
any of the mass assets placed in service in
1963 were still on hand at the end of 1967.

The taxpayer elects to use the standard
mortality dispersion table prescribed by the
Commissioner to determine the amount of
recapture with respect to these mass assets.
Assume that the table prescribed by the
Commissioner shows with respect to mass
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assets with an average useful life of 6 years
the following:

Percent of property assumed to have a useful life
of— Total

qualified
invest-

ment (per-
cent)

Less than
4 years

4 years or
more, but
less than
6 years

6 years or
more, but
less than
8 years

8 years or
more

(1) (2) (3) (4) (5)

15.87 34.13 34.13 15.87 50.00

(a) Under these circumstances 15.87 percent
of the mass assets placed in service in 1963
are deemed to have been disposed of during
1967. With respect to these assets, the
amount of qualified investment for 1963 was
$10,580 ($15,870×2⁄3) and the amount of credit
earned was $740.60 (7 percent of $10,580),
whereas the recomputed qualified invest-
ment is zero and the recomputed credit
earned is zero. Thus, the tax imposed by
chapter 1 of the Code for 1967 is increased by
$740.60.

(b) No recapture determination is required
for 1968 since no assets are deemed to have
been disposed of in that year. During 1969,
34.13 percent of the mass assets placed in
service in 1963 are deemed to have been dis-
posed of. With respect to these assets, the
amount of qualified investment for 1963 was
$22,753.34 ($34,130×2⁄3) and the amount of cred-
it earned was $1,592.73 (7 percent of
$22,753.34), whereas the recomputed qualified
investment is $11,376.67 ($34,130×1⁄3) and the
recomputed credit earned is $796.37 (7 percent
of $11,376.67). Thus, the tax imposed by chap-
ter 1 of the Code for 1969 is increased by
$796.36 ($1,592.73 minus $796.37).

(c) If the taxpayer chooses to recompute
qualified investment by using the method
provided in subdivision (v) of this subpara-
graph, the increase in tax for 1967 (the first
recapture year) would be $1,167.67, i.e., the
original credit earned, $4,667.67, minus the
recomputed credit earned, $3,500 (50 percent,
the percentage shown in column (5), of
$100,000 multiplied by 7 percent). As long as
the same average useful life category re-
flects the taxpayer’s experience for subse-
quent years, no recapture determination will
be required for any future year, except as
provided by subparagraph (3)(iv) of this para-
graph.

(vi) Subdivision (i) of this subpara-
graph shall not apply with respect to
section 38 property to which an elec-
tion under section 167(m) applies unless
the taxpayer assigns actual retire-
ments of such section 38 property for
all taxable years to the same vintage
account for purposes of section 47 and
for purposes of computing the allow-
ance for depreciation under section 167.

The assignment of actual retirements
of section 38 property for a taxable
year to particular vintage accounts
may be made on the basis of an appro-
priate mortality dispersion table
(based on an acceptable sampling of
the taxpayer’s actual experience or
other statistical or engineering tech-
niques) or on the basis of a standard
mortality dispersion table prescribed
by the Commissioner. If the taxpayer
assigns actual retirements for any tax-
able year to particular vintage ac-
counts on the basis of such standard
mortality dispersion table, actual re-
tirements for all subsequent taxable
years must be assigned to particular
vintage accounts on the basis of such
table. Actual retirements of section 38
property for a taxable year shall be as-
signed to particular vintage accounts
by—

(a) Determining the expected retire-
ments for such taxable year from each
vintage account containing such sec-
tion 38 property, and

(b) Ratably allocating such actual re-
tirements to each vintage account con-
taining such section 38 property.
However, the unadjusted basis of re-
tired assets assigned to any particular
vintage account shall not exceed the
unadjusted basis of the property con-
tained in such account.

(3) Special rules. (i) Taxpayers who
properly determine estimated useful
lives under § 1.46–3(e)(3) (ii)(b) or (iii)
may treat such assets as having been
disposed of or having ceased to be sec-
tion 38 assets in the order of the esti-
mated useful lives that were assigned
to such assets. Thus, the asset that is
first disposed of or first ceases to be
section 38 property may be treated as
the asset to which there was assigned
the shortest estimated useful life; the
next asset disposed of or ceasing to be
section 38 property may be treated as
the asset to which there was assigned
the second shortest life, etc.

(ii) In the case of taxpayers who use
the rule of subdivision (i) of this sub-
paragraph with respect to mass assets
for which the estimated useful life was
determined under § 1.46–3(e)(3)(iii), if
the dispersion shown by the mortality
dispersion table effective for a taxable
year subsequent to the credit year is
the same as the dispersion shown by
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the mortality table that was effective
for the credit year (for example, if the
same average useful life on the stand-
ard mortality dispersion table reflects
the taxpayer’s experience for both such
years), no recapture determination is
required for such subsequent taxable
year.

(iii) Notwithstanding subdivision (i)
of this subparagraph, taxpayers who,
for purposes of determining qualified
investment, do not use a mortality dis-
persion table with respect to certain
section 38 assets similar in kind but
who consistently assign under para-
graph (e)(3)(ii) (b) of § 1.46–3 to such as-
sets separate lives based on the esti-
mated range of years taken into con-
sideration in establishing the average
useful life of such assets, may select
the order in which such assets shall be
considered as having been disposed of,
regardless of the taxable years in
which such assets were placed in serv-
ice. If a taxpayer uses the method pro-
vided in this subdivision to determine
that any asset is considered as having
been disposed of, then, in addition to
complying with the record require-
ments of subparagraph (1)(i) of this
paragraph, such taxpayer must main-
tain records from which he can estab-
lish to the satisfaction of the district
director that such asset has not pre-
viously been considered as having been
disposed of. In addition, if, for any tax-
able year, a taxpayer uses the method
provided in this subdivision for any
asset, he must use for such year and for
each subsequent taxable year (unless
he obtains the district director’s con-
sent to change) with respect to all as-
sets similar in kind to such asset—

(a) The method of determining esti-
mated useful lives described in para-
graph (e)(3)(ii)(b) of § 1.46–3, and

(b) The method he has selected under
this subdivision for determining the
order in which such assets are consid-
ered as having been disposed of.

A request by a taxpayer to obtain the
district director’s consent to change a
system or method described in this
subdivision with respect to assets simi-
lar in kind must be submitted to the
district director on or before the last
day of the taxable year with respect to
which the change is sought.

(iv) Notwithstanding subdivisions (i),
(ii), and (iii) of this subparagraph,
there shall be taken into account sepa-
rately any abnormal retirement of sec-
tion 38 property of substantial value
for which the estimated useful life was
determined under § 1.46–3(e)(3) (ii)(b) or
(iii). For definition of abnormal retire-
ment, see paragraph (b) of § 1.167(a)–8.

(4) [Reserved]
(5) Example. This paragraph may be

illustrated by the following example:

Example. (i) Taxpayer A uses numerous
small returnable containers in his business.
It is impracticable for A to keep individual
detailed records with respect to such con-
tainers which are mass assets. In 1965, A
places in service 10 million containers pur-
chased for $1 million, and reasonably deter-
mines that each of such containers has a
basis of 10 cents. A places such containers in
a multiple asset account to which is assigned
a 5-year average useful life for purposes of
computing depreciation. A has conducted an
appropriate mortality study which shows
that the containers have the following esti-
mated useful lives:

Percent of assets Useful life
(years)

10 ......................................................................... 3
20 ......................................................................... 6
40 ......................................................................... 5
20 ......................................................................... 6
10 ......................................................................... 7

A assigns separate lives to such assets based
on the estimated range of years taken into
account in establishing the average useful
life of such containers. The qualified invest-
ment with respect to such containers is
$400,000 computed as follows:

Useful life Basis Applicable
percentage

Qualified
investment

4 ............................... $200,000 331⁄3 $66,666
5 ............................... 400,000 331⁄3 133,334
6 ............................... 200,000 662⁄3 133,334
7 ............................... 100,000 662⁄3 66,666

....................... 400,000

A’s credit earned for 1965 of $28,000 (7 percent
times $400,000) is allowed as a credit under
section 38 against A’s liability for tax of $2
million. (For purposes of this example the
computations of investment credit and re-
capture with respect to containers placed in
service in years other than 1965 are omitted.)
The mortality studies effective for 1966 and
1967 show that none of the containers placed
in service in 1965 was retired.

(ii) A’s mortality study effective with re-
spect to 1968 shows that the containers are
being retired as follows:
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Percent of assets Useful life
(years)

30 ......................................................................... 3
20 ......................................................................... 4
30 ......................................................................... 5
10 ......................................................................... 6
10 ......................................................................... 7

Thus, the 1968 study shows that 30 percent of
the 10 million containers placed in service in
1965 were retired in 1968. Under the rule of
subparagraph (3)(i) of this paragraph, the 3
million containers are treated as consisting
of the 1 million containers to which was as-
signed a 3-year useful life and the 2 million
containers to which was assigned a 4-year
useful life. Taking into account only the fact
that 30 percent of the containers placed in
service in 1965 had an actual life of less than
4 years, A’s recomputed qualified investment
for 1965 is $333,333 and his recomputed credit
earned is $23,333. A’s income tax for 1968 is
increased by $4,667 ($28,000 original credit
earned minus $23,333 recomputed credit
earned).

(iii) The mortality study effective for 1969
shows the same results as the mortality
study effective for 1968. Thus, it shows that
2 million containers were retired in 1969 (an
actual life of 4 years). Under the rule of sub-
paragraph (3)(i) of this paragraph such 2 mil-
lion containers are treated as having been
among 4 million containers to which were as-
signed a 5-year useful life. Therefore, no re-
capture determination is required for 1969.

(iv) The mortality study effective for 1970
shows the same results as the mortality
study effective for 1968. Thus, it shows that
3 million containers were retired in 1970 (an
actual life of 5 years). Under the rule of sub-
paragraph (3)(i) of this paragraph, the 3 mil-
lion are treated as having been assigned use-
ful lives as follows: 2 million as having been
assigned a useful life of 5 years, and 1 million
as having been assigned a useful life of 6
years. Taking into account only the fact
that 10 percent of the containers placed in
service in 1965 had an actual life of 5 years
rather than the 6 years estimated useful life
assigned to them, A’s recomputed qualified
investment is $300,000 and A’s credit earned
for 1965 is $21,000. Thus, taking into account
the 1968 recapture determination A’s income
tax for 1970 is increased by $2,333.

(f) Public utility property—(1) Recom-
puted qualified investment. In recomput-
ing qualified investment with respect
to section 38 property which becomes
public utility property (as defined in
paragraph (g) of § 1.46–3)—

(i) If such property becomes public
utility property less than 3 years from
the date on which it was placed in serv-
ice, then such property shall be treated

as public utility property for its entire
useful life.

(ii) If such property becomes public
utility property 3 years or more but
less than 5 years from the date on
which it was placed in service, then
such property shall be treated as sec-
tion 38 property which is not public
utility property for the first 3 years of
its estimated useful life and as public
utility property for the remaining pe-
riod of its estimated useful life.

(iii) If such property becomes public
utility property 5 years or more but
less than 7 years from the date on
which it was placed in service, then
such property shall be treated as sec-
tion 38 property which is not public
utility property for the first 5 years of
its estimated useful life and as public
utility property for the remaining pe-
riod of its estimated useful life.
If property becomes public utility
property before August 16, 1971, this
subparagraph shall be applied by sub-
stituting ‘‘4 years’’ for ‘‘3 years’’, ‘‘6
years’’ for ‘‘5 years’’, and ‘‘8 years’’ for
‘‘7 years’’.

(2) Examples. Subparagraph (1) of this
paragraph may be illustrated by the
following examples:

Example 1. (i) X Corporation, which makes
its returns on the basis of the calendar year,
acquired and placed in service on January 1,
1969, an item of section 38 property with a
basis of $12,000 and an estimated useful life of
8 years. The amount of qualified investment
with respect to such property was $12,000.
For the taxable year 1969, X Corporation’s
credit earned was $840 (7 percent of $12,000)
and for such taxable year X Corporation was
allowed under section 38 a credit of $840
against its liability for tax. During the tax-
able year 1972 such property becomes public
utility property (as defined in paragraph (g)
of § 1.46–3) with respect to X Corporation.

(ii) Such item of section 38 property is
treated as section 38 property which is not
public utility property for the first 3 years of
its 8-year estimated useful life and is treated
as public utility property for the remaining
5 years. The recomputed qualified invest-
ment with respect to such item of section 38
property is $7,428, computed as follows:
$12,000 basis×331⁄3 percent applicable percentage $4,000
$12,000 basis× 3⁄7 ×662⁄3 percent applicable per-

centage ................................................................. 3,428

Total recomputed qualified investment ..... 7,428

X Corporation’s recomputed credit earned
for the taxable year 1969 is $520 (7 percent of
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$7,428). The income tax imposed by chapter 1
of the Code on X Corporation for the taxable
year 1972 is increased by the $320 decrease in
its credit earned for the taxable year 1969
(that is, $840 original credit earned minus
$520 recomputed credit earned).

Example 2. (i) The facts are the same as in
example 1 and in addition the item of section
38 property which became public utility
property in 1972 is sold to Y Corporation on
January 2, 1975.

(ii) The actual useful life of such item of
property is 6 years. For the first 3 years of
its 8-year estimated useful life such item is
treated as section 38 property which is not
public utility property and for the remaining
3 years is treated as public utility property.
The recomputed qualified investment with
respect to such item of property is $5,714,
computed as follows:
$12,000 basis×331⁄3 percent applicable percentage $4,000
$12,000 basis× 3⁄7 ×331⁄3 percent applicable per-

centage ................................................................. 1,714

Total recomputed qualified investment ..... 5,714

X Corporation’s recomputed credit earned
for the taxable year 1969 is $400 (7 percent of
$5,714). The income tax imposed by chapter 1
of the Code on X Corporation for the taxable
year 1975 is increased by $120 (that is, $440
($840 original credit earned minus $400 re-
computed credit earned) minus $320 increase
in tax for 1969).

(g) Special rules for progress expendi-
ture property. Under section 47(a)(3), a
recapture determination is required if
property ceases to be progress expendi-
ture property (as defined in § 1.46–5(d)).
Property ceases to be progress expendi-
ture property if it is sold or otherwise
disposed of before it is placed in serv-
ice. For example, cancellation of the
contract for progress expenditure prop-
erty or abandonment of the project by
the taxpayer will be considered a ‘‘dis-
position’’ within the meaning of § 1.47–
2. A cessation occurs if progress ex-
penditure property ceases to be prop-
erty that will be section 38 property
with a useful life of 7 years or more
when placed in service. In general, a
sale and leaseback is treated as a ces-
sation. However, see paragraph (g)(2) of
§ 1.47–3 for special rules for certain sale
and leaseback transactions. Recapture
determinations for progress expendi-
ture property are to be made in a way
similar to that provided under §§ 1.47–1
through 1.47–6. Reduction of qualified
investment must begin with the most
recent credit year (i.e., the most recent

taxable year the property is taken into
account in computing qualified invest-
ment under § 1.46–3 or 1.46–5).

(h) Special rules for energy property—
(1) In general. A recapture determina-
tion is required for the investment
credit attributable to the energy per-
centage (energy credit) if property is
(i) disposed of or (ii) otherwise ceases
to be energy property (as defined in
section 48(l)) with regard to the tax-
payer before the close of the estimated
useful life (as determined under para-
graph (a)(2)(i) of this section) which
was taken into account in computing
qualified investment.

(2) Dispositions. The term ‘‘disposi-
tion’’ is described in § 1.47–2(a)(1). A
transfer of energy property that is a
‘‘disposition’’ requiring a recapture de-
termination for the investment credit
attributable to the regular percentage
(regular credit) and the ESOP percent-
age (ESOP credit) will also be a ‘‘dis-
position’’ requiring a recapture deter-
mination for the energy credit.

(3) Cessation. (i) The term ‘‘cessation’’
is described in § 1.47–2(a)(2). For energy
property, a cessation occurs during a
taxable year if, by reason of a change
in use or otherwise, the property would
not have qualified for an energy credit
if placed in service during that year. A
change in use will not require a recap-
ture determination for the regular or
ESOP credit unless, by reason of the
change, the property would not have
qualified for the regular or ESOP cred-
it if placed in service during that year.

(ii) A qualified intercity bus de-
scribed in § 1.48–9(q) must meet the pre-
dominant use test (of § 1.48–9(q)(7)) for
the remainder of the taxable year from
the date it is placed in service and for
each taxable year thereafter. A ces-
sation occurs in any taxable year in
which the bus is no longer a qualifying
bus under § 1.48–9(q)(6). A qualified
intercity bus does not cease to be en-
ergy property for a taxable year subse-
quent to the one in which it was placed
in service by reason of a decrease in op-
erating capacity (see § 1.48–9(q)(9)) for
that year compared to any prior tax-
able year.

(4) Recordkeeping requirement. For rec-
ordkeeping requirements with respect
to dispositions or cessations, the rules
of paragraph (e)(1) of this section
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apply. For example, the taxpayer must
maintain records for each recycling fa-
cility indicating the percentage of vir-
gin materials used each year. See,
§ 1.48–9(g)(5)(ii).

(5) Examples. The following examples
illustrate this paragraph (h).

Example 1. (a) In 1980, corporation X, a cal-
endar year taxpayer, acquires and places in
service a computer that will perform solely
energy conserving functions in connection
with an existing industrial process. Assume
the computer has a 10 year useful life and
qualifies for both the regular and energy
credits. In 1981, a change is made in the in-
dustrial process (within the meaning of
§ 1.48–9(l)(2)). However, for 1981 the computer
continues to perform solely energy conserv-
ing functions. In 1982, the computer ceases to
perform energy conserving functions and be-
gins to perform a production related func-
tion.

(b) For 1981, a recapture determination is
not required. For 1982, the entire energy
credit must be recaptured, although none of
the regular credit is recaptured. If in 1989 the
computer first ceased to perform an energy
conserving function, no part of the energy
credit would be recaptured.

Example 2. Assume the same facts and con-
clusion as in example 1. Assume further that
X sells the computer in 1985. A recapture de-
termination is required for the regular cred-
it.

Example 3. In 1981, corporation Y, a cal-
endar year taxpayer, acquires and places in
service recycling equipment. Assume the
equipment has a 7-year useful life and quali-
fies for both the regular credit and energy
credit. During the course of 1982, more than
10 percent of the material recycled is virgin
material. The energy credit is recaptured in
its entirety, although none of the regular
credit is recaptured. See § 1.48–9(g)(5)(B)(ii).

Example 4. In 1980, corporation Z, a cal-
endar year taxpayer, acquires and places in
service a boiler the primary fuel for which is
an alternate substance. The boiler has a 7-
year useful life. Assume the boiler is a struc-
tural component of a building within the
meaning of § 1.48–1(e)(2). Assume further that
the boiler is not a part of a qualified reha-
bilitated building (as defined in section
48(g)(1)) or a single purpose agricultural or
horticultural structure (as defined in section
48(p)). Z is allowed only an energy credit
since the boiler is a structural component of
a building. In 1984, Z modifies the boiler to
use oil as the primary fuel. A recapture de-
termination is required for the energy credit.
See § 1.48–9(c)(3).

(i)—(l) [Reserved]

(m) Commuter highway vehicles—(1)
Recomputed qualified investment. (i) If a
qualifying commuter highway vehicle
(as defined in § 1.46–11(a) undergoes a
change in use but does not cease to be
section 38 property, qualified invest-
ment for that vehicle is recomputed as
if the vehicle was section 38 property
which is not a qualifying commuter
highway vehicle for its entire useful
life.

(ii) The following example illustrates
this paragraph (m)(1).

Example. X Corporation, a calendar year
taxpayer, acquired and placed in service on
January 1, 1982, a qualifying commuter high-
way vehicle with a basis of $10,000 and which
qualified as three year recovery property
under section 168(c)(2)(A)(i). The amount of
qualified investment for the vehicle under
section 46(c) (1) and (6) is $10,000. For the tax-
able year 1982, X Corporation’s credit earned
was $1,000 (10 percent of $10,000) and X Cor-
poration was allowed under section 38 a
$1,000 credit against its 1982 tax liability.
During the taxable year 1984, the vehicle un-
dergoes a change in use but does not cease to
be section 38 property. The vehicle is treated
as section 38 property which is not a qualify-
ing commuter highway vehicle for its entire
useful life. The recomputed qualified invest-
ment for the vehicle is $6,000 (60 percent of
$10,000) and X Corporation’s recomputed
credit earned is $600 (10 percent of $6,000).
The income tax imposed by chapter 1 of the
Code on X Corporation for 1984 is increased
by the $400 decrease in its credit earned for
1982 ($1,000¥$600).

(2) Change in use—(i) A qualifying
commuter highway vehicle undergoes a
change in use if the vehicle does not
meet the commuter use requirement
(as defined in § 1.46–11(d)) for each com-
putation period.

(ii) Each of the following is a com-
putation period:

(A) The period beginning on the date
the vehicle was placed in service and
ending on the last day of the tax-
payer’s taxable year in which the vehi-
cle was placed in service;

(B) Each of the taxpayer’s taxable
years beginning after the date the vehi-
cle was placed in service and ending be-
fore the end of the first 36 months after
the vehicle was placed in service; and

(C) The period ending at the end of
the first 36 months after the vehicle
was placed in service and beginning on
the first day of the taxpayer’s taxable
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year in which the end of those first 36
months falls.

(iii) The following example illus-
trates this paragraph (m)(2).

Example. (a) Z Corporation, a calendar year
taxpayer, acquired and placed in service a
qualifying commuter highway vehicle on
January 15, 1979. Z Corporation used the ve-
hicle as set forth in the following table:

Taxable year ending Total miles Commuter
miles Ratio

1979 ............................................................................................................................... 10,000 9,000 .90
1980 ............................................................................................................................... 10,000 8,000 .80
1981 ............................................................................................................................... 10,000 8,000 .80
1982 (1–14) .................................................................................................................... 1,000 100 .10

(b) The first computation period begins on
the date the vehicle is placed in service, in
this example 1–15–79, and ends 12–31–79. In
that computation period, the ratio of com-
muter miles to total miles is .90 (9,000
miles÷10,000 miles). Therefore, the vehicle
meets the commuter use requirement for
that period and has not undergone a change
in use. Similar calculations for the computa-
tion periods 1–1–80 to 12–31–80 and 1–1–81 to
12–31–81 produce the same result.

(c) As of the computation period beginning
1–1–82 and ending 1–14–82, the ratio of com-
muter use to total mileage is .10 (100 miles
÷1,000 miles). Since that ratio is less than .80,
the vehicle does not meet the commuter use
requirement for the period and the vehicle
has undergone a change in use.

(secs. 38(b) (76 Stat. 963, 26 U.S.C. 38(b)),
48(l)(16) (94 Stat. 264, 26 U.S.C. 48(l)(16)), and
7805 (68A Stat. 917, 26 U.S.C. 7805))

[T.D. 6931, 32 FR 14027, Oct. 10, 1967, as
amended by T.D. 7203, 37 FR 17127, Aug. 25,
1972; T.D. 7765, 46 FR 7291, Jan. 23, 1981; T.D.
7982, 49 FR 39541, Oct. 9, 1984; T.D. 8035, 50 FR
29370, July 19, 1985; T.D. 8183, 53 FR 6625, Mar.
2, 1988; T.D. 8474, 58 FR 25557, Apr. 27, 1993]

§ 1.47–2 ‘‘Disposition’’ and ‘‘cessation’’.

(a) General rule—(1) ‘‘Disposition’’. For
purposes of this section and § 1.47–1 and
§§ 1.47–3 through 1.47–6, the term ‘‘dis-
position’’ includes a sale in a sale-and-
leaseback transaction, a transfer upon
the foreclosure of a security interest
and a gift, but such term does not in-
clude a mere transfer of title to a cred-
itor upon creation of a security inter-
est. See paragraph (g) of § 1.47–3 for
treatment of certain sale-and-lease-
back transactions.

(2) ‘‘Cessation’’. (i) A determination of
whether section 38 property ceases to
be section 38 property with respect to
the taxpayer must be made for each
taxable year subsequent to the credit
year. Thus, in each such taxable year
the taxpayer must determine, as if

such property were placed in service in
such taxable year, whether such prop-
erty would qualify as section 38 prop-
erty (within the meaning of § 1.48–1) in
the hands of the taxpayer for such tax-
able year.

(ii) Section 38 property does not
cease to be section 38 property with re-
spect to the taxpayer in any taxable
year subsequent to the credit year
merely because under the taxpayer’s
depreciation practice no deduction for
depreciation with respect to such prop-
erty is allowable to the taxpayer for
the taxable year, provided that the
property continues to be used in the
taxpayer’s trade or business (or in the
production of income) and otherwise
qualifies as section 38 property with re-
spect to the taxpayer.

(iii) This subparagraph may be illus-
trated by the following examples:

Example 1. A, an individual who makes his
returns on the basis of the calendar year, on
January 1, 1962, acquired and placed in serv-
ice in his trade or business an item of section
38 property with an estimated useful life of
eight years. On January 1, 1965, A removes
the item of section 38 property from use in
his trade or business by converting such
item to personal use. Therefore no deduction
for depreciation with respect to such item of
property is allowable to A for the taxable
year 1965. On January 1, 1965, such item of
property ceases to be section 38 property
with respect to A.

Example 2. On January 1, 1965, A placed in
service an item of section 38 property with a
basis of $10,000 and an estimated useful life of
4 years. A depreciates such item, which has
a salvage value of $2,000 (after taking into
account section 167(f)), on the declining bal-
ance method at a rate of 50 percent (that is,
twice the straight line rate of 25 percent).
With respect to such item, A is allowed de-
ductions for depreciation of $5,000 for 1965,
$2,500 for 1966, and $500 for 1967. A is not al-
lowed a deduction for depreciation for 1968
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although he continues to use such item in
his trade or business. Such item does not
cease to be section 38 property with respect
to A in 1968.

(b) Leased property—(1) In general. For
purposes of paragraph (a) of § 1.47–1,
generally the mere leasing of section 38
property by a lessor who took the basis
of such property into account in com-
puting his qualified investment for the
credit year shall not be considered to
be a disposition. However, in a case
where a lease is treated as a sale for in-
come tax purposes such transaction is
considered to be a disposition. Leased
section 38 property ceases to be section
38 property with respect to the lessor
if, in any taxable year subsequent to
the credit year, such property would
not qualify as section 38 property (as
defined in § 1.48–1) in the hands of the
lessor, the lessee, or any sublessee.
Thus, if, in a taxable year subsequent
to the credit year, a lessee uses the
property predominantly outside the
United States, such property shall be
considered to have ceased to be section
38 property with respect to the lessor.

(2) Where lessor elects to treat lessee as
purchaser. For purposes of paragraph
(a) of § 1.47–1, if, under § 1.48–4, the les-
sor of new section 38 property made a
valid election to treat the lessee as
having purchased such property for
purposes of the credit allowed by sec-
tion 38, the following rules apply in de-
termining whether such property is
disposed of, or otherwise ceases to be
section 38 property with respect to the
lessee:

(i) Generally, a mere disposition by
the lessor of property subject to a lease
shall not be considered to be a disposi-
tion by the lessee.

(ii) If the lessor makes a disposition
of property subject to a lease to a per-
son who may not, under § 1.48–4, make a
valid election to treat the lessee as
having purchased such property for
purposes of the credit allowed by sec-
tion 38 (such as a person described in
paragraph (a)(5) of § 1.48–4), such prop-
erty shall be considered to have ceased
to be section 38 property with respect
to the lessee on the date of such dis-
position.

(iii) If a lease is terminated and the
property is transferred by the lessee to
the lessor or to any other person, such

transfer shall be considered to be a dis-
position by the lessee.

(iv) If the lessee actually purchases
such property in the credit year or in a
taxable year subsequent to the credit
year, such purchase shall not be con-
sidered to be a disposition.

(v) The property ceases to be section
38 property with respect to the lessee if
in any taxable year subsequent to the
credit year such property would not
qualify as section 38 property (as de-
fined in § 1.48–1) in the hands of the les-
sor, the lessee, or any sublessee. Thus,
for example, if, in a taxable year subse-
quent to the credit year, a sublessee
uses the property predominantly out-
side the United States, the property
ceases to be section 38 property with
respect to the lessee.

(c) Reduction in basis of section 38
property—(1) General rule. If, in the
credit year or in any taxable year sub-
sequent to the credit year, the basis (or
cost) of section 38 property is reduced,
for example, as a result of a refund of
part of the cost of the property, then
such section 38 property shall be treat-
ed as having ceased to be section 38
property with respect to the taxpayer
to the extent of the amount of such re-
duction in basis (or cost) on the date
the refund which results in such reduc-
tion in basis (or cost) is received or ac-
crued, except that for purposes of § 1.47–
1(a) the actual useful life of the prop-
erty treated as having ceased to be sec-
tion 38 property shall be considered to
be less than 3 years.

(2) Example. Subparagraph (1) of this
paragraph may be illustrated by the
following example:

Example. (i) On January 1, 1962, A, a cash
basis taxpayer, acquired from X Cooperative
an item of section 38 property with a basis of
$100 and an estimated useful life of 10 years
which he placed in service on such date. The
amount of qualified investment with respect
to such asset was $100. For the taxable year
1962 A was allowed under section 38 a credit
of $7 against his liability for tax. On June 1,
1963, A receives a $10 patronage dividend
from X Cooperative with respect to such
asset. Under paragraph (c)(2)(i) of § 1.1385–1,
the basis of the asset in A’s hands is reduced
by $10.

(ii) Under subparagraph (1) of this para-
graph, on June 1, 1963, the item of section 38
property ceases to be section 38 property
with respect to A to the extent of $10 of the
original $100 basis.
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(d) Retirements. A retirement of sec-
tion 38 property, including a normal re-
tirement (as defined in paragraph (b) of
§ 1.167(a)–8, relating to definition of
normal and abnormal retirements),
whether from a single asset account or
a multiple asset account, and an aban-
donment, are dispositions for purposes
of paragraph (a) of § 1.47–1.

(e) Conversion of section 38 property to
personal use. (1) If, for any taxable year
subsequent to the credit year—

(i) A deduction for depreciation is al-
lowable to the taxpayer with respect to
only a part of section 38 property be-
cause such property is partially de-
voted to personal use, and

(ii) The part of the property (ex-
pressed as a percentage of its total
basis (or cost)) with respect to which a
deduction for depreciation is allowable
for such taxable year is less than the
part of the property with respect to
which a deduction for depreciation was
allowable in the credit year,
then such property shall be considered
as having ceased to be section 38 prop-
erty with respect to the taxpayer to
such extent. Further, property ceases
to be section 38 property with respect
to the taxpayer to the extent that a de-
duction for depreciation thereon is dis-
allowed under section 274 (relating to
disallowance of certain entertainment,
etc., expenses).

(2) Examples. Subparagraph (1) of this
paragraph may be illustrated by the
following examples:

Example 1. (i) A, a calendar-year taxpayer,
acquired and placed in service on January 1,
1962, an automobile with a basis of $2,400 and
an estimated useful life of four years. In the
taxable year 1962 the automobile was used by
A 80 percent of the time in his trade or busi-
ness and was used 20 percent of the time for
personal purposes. Thus, for the taxable year
1962 only 80 percent of the basis of the auto-
mobile qualified as section 38 property since
a deduction for depreciation was allowable
to A only with respect to 80 percent of the
basis of the automobile. In the taxable year
1963 the automobile is used by A only 60 per-
cent of the time in his trade or business.
Thus, for the taxable year 1963 a deduction
for depreciation is allowable to A only with
respect to 60 percent of the basis of the auto-
mobile.

(ii) Under subparagraph (1) of this para-
graph, on January 1, 1963, the automobile
ceases to be section 38 property with respect
to A to the extent of 20 percent (80 percent

minus 60 percent) of the $2,400 basis of the
automobile.

Example 2. (i) The facts are the same as in
example 1 and in addition for the taxable
year 1964 a deduction for depreciation is al-
lowable to A only with respect to 40 percent
of the basis of the property.

(ii) Under subparagraph (1) of this para-
graph, on January 1, 1964, the automobile
ceases to be section 38 property with respect
to A to the extent of 20 percent (60 percent
minus 40 percent) of the $2,400 basis of the
automobile.

[T.D. 6931, 32 FR 14032, Oct. 10, 1967, as
amended by T.D. 7203, 37 FR 17128, Aug. 25,
1972]

§ 1.47–3 Exceptions to the application
of § 1.47–1.

(a) In general. Notwithstanding the
provisions of § 1.47–2, relating to ‘‘dis-
position’’ and ‘‘cessation,’’ paragraph
(a) of § 1.47–1 shall not apply if para-
graph (b) of this section (relating to
transfers by reason of death), para-
graph (c) of this section (relating to
property destroyed by casualty), para-
graph (d) of this section (relating to re-
selection of used section 38 property),
paragraph (e) of this section (relating
to transactions to which section 381(a)
applies), paragraph (f) of this section
(relating to mere change in form of
conducting a trade or business), para-
graph (g) of this section (relating to
sale-and-leaseback transactions), or
paragraph (h) of this section (relating
to certain property replaced after Apr.
18, 1969) applies with respect to such
disposition or cessation.

(b) Transfers by reason of death— (1)
General rule. Notwithstanding the pro-
visions of § 1.47–2, relating to ‘‘disposi-
tion’’ and ‘‘cessation’’, paragraph (a) of
§ 1.47–1 shall not apply to a transfer of
section 38 property by reason of the
death of the taxpayer. Thus, for exam-
ple, with respect to section 38 property
held in joint tenancy, paragraph (a) of
§ 1.47–1 shall not apply to the transfer
of the deceased taxpayer’s interest to
the surviving joint tenant. If, under
§ 1.48–4, the lessor of new section 38
property made a valid election to treat
the lessee as having purchased such
property for purposes of the credit al-
lowed by section 38, paragraph (a) of
§ 1.47–1 does not apply if, by reason of
the death of the lessee, there is a ter-
mination of the lease and transfer of
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the leased property to the lessor, or
there is an assignment of the lease and
transfer of the leased property to an-
other person. Moreover, paragraph (a)
of § 1.47–1 does not apply to the transfer
of a partner’s interest in a partnership,
a beneficiary’s interest in an estate or
trust, or shares of stock of a share-
holder of an electing small business
corporation (as defined in section
1371(b)) by reason of the death of such
partner, beneficiary, or shareholder.
Paragraph (a) of § 1.47–1 shall not apply
to property prior to his death even if
the value of such gift is included in his
gross estate for estate tax purposes
(such as, a gift in contemplation of
death under section 2035). The effect of
this subparagraph is that any section
38 property held by a taxpayer at the
time of his death is deemed to have
been held by him for its entire esti-
mated useful life.

(2) Examples. Subparagraph (1) of this
paragraph may be illustrated by the
following examples:

Example 1. (i) A, an individual, acquired
and placed in service on January 1, 1962, an
item of section 38 property with a basis of
$10,000 and an estimated useful life of eight
years. On April 28, 1963, A dies and, as a re-
sult of A’s death, his interest in such item of
section 38 property is transferred to a testa-
mentary trust pursuant to A’s will, and on
February 1, 1967, the trust is terminated and
the item of section 38 property is transferred
to the beneficiaries of the trust.

(ii) Under subparagraph (1) of this para-
graph, paragraph (a) of § 1.47–1 does not apply
to the transfer, as a result of A’s death, of
his interest in such item of section 38 prop-
erty to the testamentary trust. Moreover,
paragraph (a) of § 1.47–1 does not apply to the
February 1, 1967, transfer of such item of sec-
tion 38 property by the trust to its bene-
ficiaries.

Example 2. (i) X Corporation, an electing
small business corporation (as defined in sec-
tion 1371(b)) which makes its returns on the
basis of a calendar year, acquired and placed
in service during 1962 an item of section 38
property. On December 31, 1962, X Corpora-
tion had 10 shares of stock outstanding
which were owned as follows: A owned eight
shares and B owned two shares. On December
31, 1962, 80 percent of the basis of the item of
section 38 property was apportioned to A and
20 percent to B. On June 1, 1964, A dies and,
as a result of A’s death, his eight shares of
stock in X Corporation are transferred to his
wife. On July 10, 1965, X Corporation sells the
item of section 38 property to Y Corporation.

(ii) Under subparagraph (1) of this para-
graph, paragraph (a) of § 1.47–1 does not apply
to the transfer, as a result of A’s death, of
his eight shares of stock in X Corporation to
his wife. Moreover, with respect to the July
10, 1965, sale paragraph (a) of § 1.47–1 applies
only to the 20 percent of the basis of the
item of section 38 property which was appor-
tioned to B.

(c) Property destroyed by casualty— (1)
Dispositions after April 18, 1969. Notwith-
standing the provisions of § 1.47–2, re-
lating to ‘‘disposition’’ and ‘‘ces-
sation’’, paragraph (a) of § 1.47–1 shall
not apply to property which, after
April 18, 1969, and before August 16,
1971, is disposed of or otherwise ceases
to be section 38 property with respect
to the taxpayer on account of its de-
struction or damage by fire, storm,
shipwreck, or other casualty, or by rea-
son of its theft.

(2) Dispositions before April 19, 1969. (i)
In the case of property which, before
April 19, 1969, is disposed of or other-
wise ceases to be section 38 property
with respect to the taxpayer on ac-
count of its destruction or damage by
fire, storm, shipwreck or other cas-
ualty, or by reason of its theft, para-
graph (a) of § 1.47–1 shall apply except
to the extent provided in subdivisions
(ii) and (iii) of this subparagraph.

(ii) Paragraph (a) of § 1.47–1 shall not
apply if—

(a) Section 38 property is placed in
service by the taxpayer to replace
(within the meaning of paragraph (h) of
§ 1.46–3) the destroyed, damaged, or sto-
len property, and

(b) The basis (or cost) of the section
38 property which is placed in service
by the taxpayer to replace the de-
stroyed, damaged, or stolen property is
reduced under paragraph (h) of § 1.46–3.

(iii) If property which would be sec-
tion 38 property but for section 49 is
placed in service by the taxpayer to re-
place the destroyed, damaged, or stolen
property, then the provisions of para-
graph (h) of this section (other than
the requirement that the replacement
take place within 6 months after the
disposition) shall apply.

(3) Examples. The provisions of sub-
paragraph (2)(ii) of this paragraph may
be illustrated by the following exam-
ples:
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Example 1. (i) A acquired and placed in
service on January 1, 1962, machine No. 1
which qualified as section 38 property with a
basis of $30,000 and an estimated useful life of
6 years. The amount of qualified investment
with respect to such machine was $20,000. For
the taxable year 1962 A’s credit earned of
$1,400 was allowed under section 38 as a cred-
it against its liability for tax. On January 1,
1963, machine No. 1 is completely destroyed
by fire. On January 1, 1963, the adjusted basis
of machine No. 1 in A’s hands is $24,500. A re-
ceives $23,000 in insurance proceeds as com-
pensation for the destroyed machine, and on
February 15, 1964, A acquires and places in
service machine No. 2, which qualifies as sec-
tion 38 property, with a basis of $41,000 and
an estimated useful life of 6 years to replace
machine No. 1.

(ii) Under subparagraph (1) of this para-
graph, paragraph (a) of § 1.47–1 does not apply
with respect to machine No. 1 since machine
No. 2 is placed in service to replace machine
No. 1 and the $41,000 basis of machine No. 2
is reduced, under paragraph (h) of § 1.46–3, by
$23,000. (See example 1 of paragraph (h)(3) of
§ 1.46–3.)

Example 2. (i) The facts are the same as in
example 1 except that A receives only $19,000
in insurance proceeds as compensation for
the destroyed machine.

(ii) Although machine No. 2 is placed in
service to replace machine No. 1, subpara-
graph (1) of this paragraph does not apply
with respect to machine No. 1 since the basis
of machine No. 2 is not reduced under para-
graph (h) of § 1.46–3. Paragraph (a) of § 1.47–1
applies with respect to the January 1, 1963,
destruction of machine No. 1. The actual use-
ful life of machine No. 1 is 1 year. The recom-
puted qualified investment with respect to
such machine is zero ($30,000 basis multiplied
by zero applicable percentage) and A’s re-
computed credit earned for the taxable year
1962 is zero. The income tax imposed by
chapter 1 of the Code on A for the taxable
year 1963 is increased by $1,400.

(d) Reselection of used section 38 prop-
erty—(1) Reselection. If—

(i) Used section 38 property (as de-
fined in § 1.48–3) the cost of which was
taken into account in computing the
taxpayer’s qualified investment is dis-
posed of, or otherwise ceases to be sec-
tion 38 property with respect to the
taxpayer, before the close of the esti-
mated useful life which was taken into
account in computing such qualified
investment, and

(ii) For the taxable year in which the
property described in subdivision (i) of
this subparagraph was placed in serv-
ice, the sum of (a) the cost of used sec-
tion 38 property placed in service by

the taxpayer, and (b) the cost of used
section 38 property apportioned to such
taxpayer exceeded $50,000,
then such taxpayer may treat the cost
of any used section 38 property (regard-
less of its estimated useful life) which
was not originally selected, under para-
graph (c)(4) of § 1.48–3, to be taken into
account in computing qualified invest-
ment for such taxable year (or pre-
viously reselected under this subpara-
graph) as having been selected (in ac-
cordance with the principles of para-
graph (c)(4)(ii) of § 1.48–3) in place of the
cost of the used section 38 property de-
scribed in subdivision (i) of this sub-
paragraph. Hereinafter such reselected
property is referred to as ‘‘newly se-
lected used section 38 property’’. For
purposes of this subparagraph, the cost
of used section 38 property apportioned
to a taxpayer means the sum of the
cost of used section 38 property appor-
tioned to him by a trust, estate, or
electing small business corporation (as
defined in section 1371(b)), and his
share of the cost of partnership used
section 38 property, with respect to the
taxable year of such trust, estate, cor-
poration or partnership ending with or
within such taxpayer’s taxable year. In
the case of a taxpayer to whom para-
graph (c)(2) of § 1.48–3 applied for the
taxable year in which the property de-
scribed in subdivision (i) of this sub-
paragraph was placed in service, a
$25,000 amount shall be substituted for
the $50,000 amount referred to in sub-
division (ii)(b) of this subparagraph,
and in the case of a member of an af-
filiated group (as defined in subpara-
graph (6) of § 1.48–3(e)) the amount ap-
portioned to such member under para-
graph (e) of § 1.48–3 shall be substituted
for such $50,000 amount.

(2) Application of paragraph (a) of
§ 1.47–1. (i) If a taxpayer treats, under
subparagraph (1) of this paragraph, the
cost of any used section 38 property
which was not originally selected as
having been selected in place of the
cost of used section 38 property de-
scribed in subparagraph (1)(i) of this
paragraph, then, not withstanding the
provisions of § 1.47–2 (relating to ‘‘dis-
position’’ and ‘‘cessation’’), paragraph
(a) of § 1.47–1 shall not apply to the
property described in subparagraph
(1)(i) of this paragraph to the extent of
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the cost of the newly selected used sec-
tion 38 property.

(ii) If the cost of the used section 38
property described in subparagraph
(1)(i) of this paragraph exceeds the cost
of the newly selected used section 38
property, then the property described
in subparagraph (1)(i) of this paragraph
shall cease to be section 38 property
with respect to the taxpayer to the ex-
tent of such excess.

(iii) If the newly selected used sec-
tion 38 property is disposed of, or oth-
erwise ceases to be section 38 property
with respect to the taxpayer, before
the close of the estimated useful life of
the property described in subparagraph
(1)(i) of this paragraph, then, unless he
reselects other used section 38 prop-
erty, paragraph (a) of § 1.47–1 shall
apply with respect to such newly se-
lected used section 38 property. For
purposes of recomputing qualified in-
vestment with respect to such newly
selected used section 38 property the
actual useful life shall be deemed to be
the period beginning with the date on
which the property described in sub-
paragraph (1)(i) of this paragraph was
placed in service by the taxpayer and
ending with the date of the disposition
or cessation with respect to such newly
selected used section 38 property. See
paragraph (c) of § 1.47–1, relating to
date placed in service and date of dis-
position or cessation.

(3) Information requirement. (i) If in
any taxable year this paragraph applies
to a taxpayer, such taxpayer shall at-
tach to his income tax return for such
taxable year a statement containing
the information required by subdivi-
sion (ii) of this subparagraph.

(ii) The statement referred to in sub-
division (i) of this subparagraph shall
contain the following information:

(a) The taxpayer’s name, address and
taxpayer account number; and

(b) With respect to the originally se-
lected used section 38 property and the
newly selected used section 38 prop-
erty, the month and year placed in
service, cost, and estimated useful life.

(4) Examples. This paragraph may be
illustrated by the following examples:

Example 1. (i) X Corporation purchased and
placed in service on January 1, 1962, ma-
chines No. 1 and No. 2, which qualified as
used section 38 property, each with a cost of

$50,000 and an estimated useful life of eight
years. The aggregate cost of used section 38
property taken into account by X Corpora-
tion in computing its qualified investment
for the taxable year 1962 could not exceed
$50,000; therefore, under paragraph (c)(4) of
§ 1.48–3, X selected the $50,000 cost of machine
No. 1 to be taken into account in computing
its qualified investment for the taxable year
1962. The qualified investment with respect
to machine No. 1 was $50,000. For the taxable
year 1962 X’s credit earned of $3,500 was al-
lowed under section 38 as a credit against its
liability for tax. On January 2, 1965, X Cor-
poration sells machine No. 1 to Y Corpora-
tion.

(ii) Under subparagraph (1) of this para-
graph, X Corporation treats the $50,000 cost
of machine No. 2 as having been selected to
be taken into account in computing its
qualified investment for the taxable year
1962 in place of the $50,000 cost of machine
No. 1. Therefore, under subparagraph (2)(i) of
this paragraph, paragraph (a) of § 1.47–1 does
not apply to the January 2, 1965, disposition
of machine No. 1.

Example 2. (i) The facts are the same as in
example 1 and in addition X Corporation, on
December 2, 1966, sells machine No. 2 to Z
Corporation.

(ii) Under subparagraph (2)(iii) of this para-
graph, paragraph (a) of § 1.47–1 applies with
respect to the December 2, 1966, disposition
of machine No. 2. The actual useful life of
machine No. 2 is four years and eleven
months (that is, the period beginning on
January 1, 1962, and ending on December 2,
1966). The recomputed qualified investment
with respect to machine No. 2 is $16,667
($50,000 cost multiplied by 331⁄3 percent appli-
cable percentage) and X Corporation’s re-
computed credit earned for the taxable year
1962 is $1,167. The income tax imposed by
chapter 1 of the Code on X Corporation for
the taxable year 1966 is increased by the
$2,333 decrease in its credit earned for the
taxable year 1962 (that is, $3,500 original
credit earned minus $1,167 recomputed credit
earned).

Example 3. (i) The facts are the same as in
example 1 except that machine No. 2 had a
cost of $30,000.

(ii) Under subparagraph (1) of this para-
graph, X Corporation treats the $30,000 cost
of machine No. 2 as having been selected to
be taken into account in computing its
qualified investment for the taxable year
1962 in place of the $50,000 cost of machine
No. 1. Therefore, under subparagraph (2)(i) of
this paragraph, paragraph (a) of § 1.47–1 does
not apply to the January 2, 1965, disposition
of machine No. 1 to the extent of $30,000 of
the $50,000 cost of machine No. 1. However,
under subparagraph (2)(ii) of this paragraph,
paragraph (a) of § 1.47–1 applies to the Janu-
ary 2, 1965, disposition of machine No. 1 to
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the extent of $20,000 (that is, $50,000 cost of
machine No. 1 minus $30,000 cost of machine
No. 2). The actual useful life of such $20,000
portion of machine No. 1 is three years (that
is, the period beginning on January 1, 1962,
and ending on January 2, 1965). The recom-
puted qualified investment with respect to
the $20,000 portion of the cost of machine No.
1 is zero ($20,000 portion of the cost multi-
plied by zero applicable percentage) and X
Corporation’s recomputed credit earned for
the taxable year 1962 is $2,100 (7 percent of
$30,000). The income tax imposed by chapter
1 of the Code on X Corporation for the tax-
able year 1965 is increased by the $1,400 de-
crease in its credit earned for the taxable
year 1962 (that is, $3,500 original credit
earned minus $2,100 recomputed credit
earned).

(e) Transactions to which section 381(a)
applies—(1) General rule. Notwithstand-
ing the provisions of § 1.47–2, relating to
‘‘disposition’’ and ‘‘cessation’’, para-
graph (a) of § 1.47–1 shall not apply to a
disposition of section 38 property in a
transaction to which section 381(a) (re-
lating to carryovers in certain cor-
porate acquisitions) applies. If the sec-
tion 38 property described in the pre-
ceding sentence is disposed of, or other-
wise ceases to be section 38 property
with respect to the acquiring corpora-
tion, before the close of the estimated
useful life which was taken into ac-
count in computing the transferor cor-
poration’s qualified investment, then
paragraph (a) of § 1.47–1 shall apply to
the acquiring corporation with respect
to such section 38 property. For pur-
poses of recomputing qualified invest-
ment with respect to such property its
actual useful life shall be the period be-
ginning with the date on which it was
placed in service by the transferor cor-
poration and ending with the date of
the disposition by, or cessation with
respect to, the acquiring corporation.

(2) Examples. This paragraph may be
illustrated by the following examples:

Example 1. (i) X Corporation, a wholly
owned subsidiary of Y Corporation, acquired
and placed in service on January 1, 1962, an
item of section 38 property with a basis of
$12,000 and an estimated useful life of eight
years. Both X and Y make their returns on
the basis of a calendar year. The qualified in-
vestment with respect to such item was
$12,000. For the taxable year 1962 X Corpora-
tion’s credit earned of $840 was allowed under
section 38 as a credit against its liability for
tax. On January 15, 1967, X Corporation is
liquidated under section 332 and all of its

properties, including the item of section 38
property, are transferred to Y Corporation.
The bases of the properties in the hands of Y
Corporation are determined under section
334(b)(1).

(ii) Under subparagraph (1) of this para-
graph, paragraph (a) of § 1.47–1 does not apply
to the January 15, 1967, transfer to Y Cor-
poration.

Example 2. (i) The facts are the same as in
example 1 and in addition on February 2,
1968, Y Corporation sells the item of section
38 property to Z Corporation.

(ii) Under subparagraph (1) of this para-
graph, paragraph (a) of § 1.47–1 does not apply
to the January 15, 1967, transfer to Y Cor-
poration. However, paragraph (a) of § 1.47 ap-
plies to the February 2, 1968, sale of the prop-
erty by Y Corporation. The actual useful life
of the property is six years and one month
(that is, the period beginning on January 1,
1962, and ending on February 2, 1968).

(f) Mere change in form of conducting a
trade or business—(1) General rule. (i)
Notwithstanding the provisions of
§ 1.47–2, relating to ‘‘disposition’’ and
‘‘cessation’’, paragraph (a) of § 1.47–1
shall not apply to section 38 property
which is disposed of, or otherwise
ceases to be section 38 property with
respect to the taxpayer, before the
close of the estimated useful life which
was taken into account in computing
the taxpayer’s qualified investment by
reason of a mere change in the form of
conducting the trade or business in
which such section 38 property is used
provided that the conditions set forth
in subdivision (ii) of this subparagraph
are satisfied.

(ii) The conditions referred to in sub-
division (i) of this subparagraph are as
follows:

(a) The section 38 property described
in subdivision (i) of this subparagraph
is retained as section 38 property in the
same trade or business,

(b) The transferor (or in a case where
the transferor is a partnership, estate,
trust, or electing small business cor-
poration, the partner, beneficiary, or
shareholder) of such section 38 prop-
erty retains a substantial interest in
such trade or business,

(c) Substantially all the assets
(whether or not section 38 property)
necessary to operate such trade or
business are transferred to the trans-
feree to whom such section 38 property
is transferred, and
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(d) The basis of such section 38 prop-
erty in the hands of the transferee is
determined in whole or in part by ref-
erence to the basis of such section 38
property in the hands of the transferor.
This subparagraph shall not apply to
the transfer of section 38 property if
paragraph (e) of this section, relating
to transactions to which section 381 ap-
plies, applies with respect to such
transfer.

(2) Substantial interest. For purposes
of this paragraph, a transferor (or in a
case where the transferor is a partner-
ship, estate, trust, or electing small
business corporation, the partner, ben-
eficiary, or shareholder) shall be con-
sidered as having retained a substan-
tial interest in the trade or business
only if, after the change in form, his
interest in such trade or business—

(i) Is substantial in relation to the
total interest of all persons, or

(ii) Is equal to or greater than his in-
terest prior to the change in form.
Thus, where a taxpayer owns a 5-per-
cent interest in a partnership, and,
after the incorporation of that partner-
ship, the taxpayer retains at least a 5-
percent interest in the corporation, the
taxpayer will be considered as having
retained a substantial interest in the
trade or business as of the date of the
change in form.

(3) Property held for the production of
income. Subparagraph (1)(i) of this
paragraph applies to section 38 prop-
erty held for the production of income
(within the meaning of section
167(a)(2)) as well as to section 38 prop-
erty used in a trade or business.

(4) Leased property. In a case where a
lessor of new section 38 property made
a valid election, under § 1.48–4, to treat
the lessee as having purchased such
property for purposes of the credit al-
lowed by section 38, in determining
whether subparagraph (1)(i) of this
paragraph applies to an assignment of
the lease and transfer of possession of
such property, the condition contained
in subparagraph (1)(ii) (d) of this para-
graph is not applicable.

(5) Disposition or cessation. (i) If sec-
tion 38 property described in subpara-
graph (1)(i) of this paragraph is dis-
posed of by the transferee, or otherwise
ceases to be section 38 property with
respect to the transferee, before the

close of the estimated useful life which
was taken into account in computing
the qualified investment of the trans-
feror (or in a case where the transferor
is a partnership, estate, trust, or elect-
ing small business corporation, the
qualified investment of the partners,
beneficiaries, or shareholders) then
under paragraph (a) of § 1.47–1 such
property ceases to be section 38 prop-
erty with respect to the transferor (or
such partners, beneficiaries, or share-
holders), and a recapture determina-
tion shall be made with respect to such
property. For purposes of recomputing
qualified investment with respect to
such property, the actual useful life
shall be the period beginning with the
date on which it was placed in service
by the transferor and ending with the
date of the disposition by, or cessation
with respect to, the transferee.

(ii) If in any taxable year the trans-
feror (or in a case where the transferor
is a partnership, estate, trust, or elect-
ing small business corporation, the
partner, beneficiary, or shareholder) of
the section 38 property described in
subparagraph (1)(i) of this paragraph
does not retain a substantial interest
in the trade or business directly or in-
directly (through ownership in other
entities provided that such other enti-
ties’ bases in such interest are deter-
mined in whole or in part by reference
to the basis of such interest in the
hands of the transferor) then, under
paragraph (a) of § 1.47–1, such property
ceases to be section 38 property with
respect to the transferor and he (or the
partner, beneficiary, or shareholder)
shall make a recapture determination.
For purposes of recomputing qualified
investment with respect to property
described in this subdivision, its actual
useful life shall be the period beginning
with the date on which it was placed in
service by the transferor and ending
with the first date on which the trans-
feror (or the partner, beneficiary, or
shareholder) does not retain a substan-
tial interest in the trade or business.
Any taxpayer who seeks to establish
his interest in a trade or business
under the rule of this subdivision shall
maintain adequate records to dem-
onstrate his indirect interest in such
trade or business after any such trans-
fer or transfers.
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(iii) In making a recapture deter-
mination under this subparagraph
there shall be taken into account any
prior recapture determinations with re-
spect to the transferor in connection
with the same property.

(iv) Notwithstanding subparagraph
(1) of this paragraph and subdivision
(ii) of this subparagraph in the case of
a mere change in the form of a trade or
business, if the interest of a taxpayer
in the trade or business is reduced but
such taxpayer has retained a substan-
tial interest in such trade or business,
paragraph (a)(2) of § 1.47–4 (relating to
electing small business corporations),
paragraph (a)(2) of § 1.47–5 (relating to
estates or trusts) or paragraph (a)(2) of
§ 1.47–6 (relating to partnerships) shall
apply, as the case may be.

(6) Examples. This paragraph may be
illustrated by the following examples
in each of which it is assumed that the
transfer satisfies the conditions of sub-
paragraphs (1)(ii) (a), (c), and (d) of this
paragraph.

Example 1. (i) On January 1, 1962, A, an in-
dividual, acquired and placed in service in
his sole proprietorship an item of section 38
property with a basis of $12,000 and an esti-
mated useful life of eight years. The quali-
fied investment with respect to such item
was $12,000. For the taxable year 1962 A’s
credit earned of $840 was allowed under sec-
tion 38 as a credit against his liability for
tax. On March 15, 1963, A transfers all of the
assets used in his sole proprietorship to X
Corporation, a newly formed corporation, in
exchange for 45 percent of the stock of X
Corporation.

(ii) Under subparagraph (1)(i) of this para-
graph, paragraph (a) of § 1.47–1 does not apply
to the March 15, 1963, transfer to X Corpora-
tion.

Example 2. (i) The facts are the same as in
example 1 and in addition on February 2,
1964, X Corporation sells the item of section
38 property to Y Corporation.

(ii) Under subparagraph (1)(i) of this para-
graph, paragraph (a) of § 1.47–1 does not apply
to the March 15, 1963, transfer to X Corpora-
tion. However, under subparagraph (5)(i) of
this paragraph, paragraph (a) of § 1.47–1 ap-
plies to the February 2, 1964, sale of the item
of section 38 property by X Corporation to Y
Corporation. The actual useful life of the
property is two years and one month (that is,
the period beginning on January 1, 1962, and
ending on February 2, 1964). The recomputed
qualified investment with respect to such
property is zero ($12,000 basis multiplied by
zero applicable percentage) and A’s recom-

puted credit earned for the taxable year 1962
is zero. The income tax imposed by chapter
1 of the Code on A for 1964 is increased by the
$840 decrease in his credit earned for the tax-
able year 1962 (that is, $840 credit earned
minus zero recomputed credit earned).

Example 3. (i) On January 1, 1962, partner-
ship ABC, which makes its returns on the
basis of a calendar year, acquired and placed
in service on item of section 38 property with
a basis of $20,000 and an estimated useful life
of eight years. Partnership ABC has 10 part-
ners who make their returns on the basis of
a calendar year and share partnership profits
equally. Each partner’s share of the basis of
such item of section 38 property is 10 per-
cent, that is, $2,000. On March 15, 1963, part-
nership ABC transfers all of the assets used
in its trade or business to the X Corporation,
a newly formed corporation, in exchange for
all of the stock of X Corporation and imme-
diately thereafter transfers 10 percent of
such stock to each of the 10 partners.

(ii) Under subparagraph (1)(i) of this para-
graph, paragraph (a) of § 1.47–1 does not apply
to the March 15, 1963 transfer by the ABC
Partnership to X Corporation.

Example 4. (i) The facts are the same as in
example 3 except that partnership ABC
transfers 10 percent of the stock in X Cor-
poration to each of 8 partners, 20 percent to
partner A, and cash to partner B.

(ii) Under subparagraph (1)(i) of this para-
graph, with respect to all of the partners (in-
cluding partner A) except partner B, para-
graph (a) of § 1.47–1 does not apply to the
March 15, 1963, transfer by the ABC Partner-
ship to X Corporation. Paragraph (a) of
§ 1.47–1 applies with respect to partner B’s
$2,000 share of the item of section 38 prop-
erty. See paragraph (a)(1) of § 1.47–6.

Example 5. (i) X Corporation operates a
manufacturing business and a separate per-
sonal service business. On January 1, 1962, X
acquired and placed in service a truck, which
qualified as section 38 property, in its manu-
facturing business. The truck had a basis of
$10,000 and an estimated useful life of 8
years. On February 10, 1965, X transfers all
the assets used in its manufacturing business
to Partnership XY in exchange for a 50-per-
cent interest in such partnership.

(ii) Under subparagraph (1)(i) of this para-
graph, paragraph (a) of § 1.47–1 does not apply
to the February 10, 1965, transfer to Partner-
ship XY.

(g) Sale-and-leaseback transactions—(1)
In general. Notwithstanding the provi-
sions of § 1.47–2, relating to ‘‘disposi-
tion’’ and ‘‘cessation’’, paragraph (a) of
§ 1.47–1 shall not apply where section 38
property is disposed of and as part of
the same transaction is leased back to
the vendor even though gain or loss is
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recognized to the vendor-lessee and the
property ceases to be subject to depre-
ciation in his hands. If paragraph (a) of
§ 1.47–1 applies with respect to such
property subsequent to the trans-
action, the actual useful life shall
begin with the date on which such
property was first placed in service by
the vendor-lessee as owner.

(2) Special rule for progress expenditure
property. The sale and leaseback (or
agreement or contract to leaseback) of
progress expenditure property (includ-
ing any contract rights to the prop-
erty), in general, will be treated as a
cessation described in section
47(a)(3)(A) with respect to the seller-
lessee. However, a sale and leaseback
(or agreement or contract to lease-
back) will not be treated as a cessation
to the extent qualified investment
passed through to the lessee under sec-
tion 48(d) in the year the property is
placed in service equals or exceeds
qualified progress expenditures for the
property taken into account by the les-
see. If a sale-leaseback transaction is
treated as a cessation, qualified invest-
ment must be reduced and the credit
recomputed, beginning with the most
recent credit year (i.e., the most recent
year property is taken into account in
computing qualified investment under
§ 1.46–3 or 1.46–5). The amount of the re-
duction is the amount, if any, by which
qualified progress expenditures taken
into account by the lessee in all prior
years exceeds qualified investment
passed through to the lessee under sec-
tion 48(d). This paragraph (g)(2) does
not apply to any progress expenditure
property that has been placed in serv-
ice by a vendor-lessee (as described in
paragraph (g)(1) of this section) prior
to a sale-leaseback of that property in
a transaction described in paragraph
(g)(1) of this section.

(h) Certain property replaced after April
18, 1969—(1) In general. (i) If section 38
property is disposed of and property
which is, for purposes of section 1033
and the regulations thereunder, similar
or related in service or use to the prop-
erty disposed of and which would be
section 38 property but for the applica-
tion of section 49 is placed in service to
replace the property disposed of, the
increase in income tax and adjustment
of investment credit carryovers and

carrybacks resulting from the re-
computation under paragraph (a) of
§ 1.47–1 shall be reduced (but not below
zero) by the credit that would be al-
lowed for the qualified investment of
the replacement property (determined
as if such property were section 38
property). The preceding sentence shall
not apply unless the replacement takes
place within 6 months after the disposi-
tion. If property otherwise qualifies as
replacement property, it is immaterial
that it is placed in service (for exam-
ple, to undergo testing) before the re-
placed property is disposed of. The as-
signment by the taxpayer in his return
of an estimated useful life to the re-
placement property in computing its
qualified investment will be considered
a representation by the taxpayer that
he expects to retain the replacement
property for its entire estimated useful
life. If such property is disposed of be-
fore the end of such life, then the cir-
cumstances surrounding the replace-
ment will be examined to determine
whether the taxpayer’s representation
was in good faith and, if appropriate,
the qualified investment of the replace-
ment property will be recomputed for
the year of replacement using the ac-
tual useful life of such property.

(ii) The provisions of subdivision (i)
of this subparagraph may be illustrated
by the following example:

Example. On January 1, 1967, A, a calendar
year taxpayer, acquired and placed in service
a new machine with a basis of $100 and an es-
timated useful life of 8 years. A’s qualified
investment was $100 and his credit earned
was $7, which was allowed as a credit against
tax for 1967. On January 15, 1971. A disposed
of the machine and replaced it with a similar
new machine costing $75 and having an esti-
mated useful life of 8 years. The new ma-
chine would be section 38 property but for
section 49. Since the actual useful life of the
original machine was at least 4 but less than
6 years, the recomputed qualified investment
of the machine is $33.33 (331⁄3 percent of $100)
and under paragraph (a) of § 1.47–1 the
amount of recapture tax would be $4.67 ($7,
the original credit earned, minus $2.33, the
recomputed credit earned). However, under
the provisions of this paragraph, the recap-
ture tax is reduced (but not below zero) by
the credit that would be allowed for the re-
placement property (determined as if such
property were section 38 property). Under
these facts the recapture tax is zero ($4.67,
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the recapture tax with respect to the origi-
nal machine, minus $5.25, the credit that
would be allowed on the new machine).

(2) Leased property. Property disposed
of may be replaced with property
leased from another, provided (i) an
election with respect to the newly
leased property could be made under
section 48(d) but for section 49, and (ii)
the lessee obtains the lessor’s written
statement that he will not claim such
property as replacement property
under this paragraph. The statement of
the lessor shall contain the informa-
tion specified in subdivisions (i)
through (vii) of § 1.48–4(f)(1) and the
statement (or a copy thereof) shall be
retained in the records of the lessor
and the lessee for a period of at least 3
years after the property is transferred
to the lessee.

[T.D. 6931, 32 FR 14033, Oct. 10, 1967, as
amended by T.D. 7126, 36 FR 11192, June 10,
1971; T.D. 7203; 37 FR 17128, Aug. 25, 1972; T.D.
8183, 53 FR 6625, Mar. 2, 1988]

§ 1.47–4 Electing small business cor-
poration.

(a) In general—(1) Disposition or ces-
sation in hands of corporation. If an
electing small business corporation (as
defined in section 1371(b)) or a former
electing small business corporation
disposes of any section 38 property (or
if any section 38 property otherwise
ceases to be section 38 property in the
hands of the corporation) before the
close of the estimated useful life which
was taken into account in computing
qualified investment with respect to
such property, a recapture determina-
tion shall be made with respect to each
shareholder who is treated, under
§ 1.48–5, as a taxpayer with respect to
such property. Each such recapture de-
termination shall be made with respect
to the pro rata share of the basis (or
cost) of such property taken into ac-
count by such shareholder in comput-
ing his qualified investment. For pur-
poses of each such recapture deter-
mination the actual useful life of such
property shall be the period beginning
with the date on which it was placed in
service by the electing small business
corporation and ending with the date
of the disposition or cessation. In mak-
ing a recapture determination under
this subparagraph there shall be taken

into account any prior recapture deter-
minations made with respect to the
shareholder in connection with the
same property. For definition of ‘‘re-
capture determination’’ see paragraph
(a)(1) of § 1.47–1.

(2) Disposition of shareholder’s interest.
(i) If—

(a) The basis (or cost) of section 38
property is apportioned, under § 1.48–5,
to a shareholder of an electing small
business corporation who takes such
basis (or cost) into account in comput-
ing his qualified investment, and

(b) After the end of the shareholder’s
taxable year in which such apportion-
ment was taken into account and be-
fore the close of the estimated useful
life of the property, such shareholder’s
proportionate stock interest in such
corporation is reduced (for example, by
a sale or redemption, or by the
issuance of additional shares) below
the percentage specified in subdivision
(ii) of this subparagraph,

then, on the date of such reduction
such section 38 property ceases to be
section 38 property with respect to
such shareholder to the extent of the
actual reduction in such shareholder’s
proportionate stock interest. (For ex-
ample, if $100 of the basis of section 38
property was apportioned to a share-
holder and if his proportionate stock
interest is reduced from 60 percent to
30 percent (that is, 50 percent of his
original interest), then such property
shall be treated as having ceased to be
section 38 property to the extent of
$50.) Accordingly, a recapture deter-
mination shall be made with respect to
such shareholder. For purposes of such
recapture determination the actual
useful life of such property shall be the
period beginning with the date on
which it was placed in service by the
electing small business corporation and
ending with the date on which it is
treated as having ceased to be section
38 property with respect to the share-
holder. In making a recapture deter-
mination under this subparagraph
there shall be taken into account any
prior recapture determination made
with respect to the shareholder in con-
nection with the same property.

(ii) The percentage referred to in sub-
division (i)(b) of this subparagraph is
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662⁄3 percent of the shareholder’s pro-
portionate stock interest in the cor-
poration on the date of the apportion-
ment under § 1.48–5. However, once
property has been treated under this
subparagraph as having ceased to be
section 38 property to any extent the
percentage referred to shall be 331⁄3 per-
cent of the shareholder’s proportionate
stock interest in the corporation on
the date of the apportionment under
§ 1.48–5.

(iii) In determining a shareholder’s
proportionate stock interest in a
former electing small business corpora-
tion for purposes of this subparagraph,
the shareholder shall be considered to
own stock in such corporation which
he owns directly or indirectly (through
ownership in other entities provided
such other entities’ bases in such stock
are determined in whole or in part by
reference to the basis of such stock in
the hands of the transferor). For exam-
ple, if A, who owns all of the 100 shares
of the outstanding stock of corporation
X, a corporation which was formerly an
electing small business corporation,
transfers on November 1, 1966, 70 shares
of X stock to corporation Y in ex-
change for 90 percent of the stock of Y
in a transaction to which section 351
applies, then, for purposes of subdivi-
sion (i) of this subparagraph, A shall be
considered to own 93 percent of the
stock of X, 30 percent directly and 63
percent indirectly (i.e., 90 percent of
70). Any taxpayer who seeks to estab-
lish his interest in the stock of a
former electing small business corpora-
tion under the rule of this subdivision
shall maintain adequate records to
demonstrate his indirect interest in
the corporation after any such transfer
or transfers.

(b) Election of a small business corpora-
tion under section 1372—(1) General rule.
If a corporation makes a valid election
under section 1372 to be an electing
small business corporation (as defined
in section 1371(b)), then on the last day
of the taxable year immediately pre-
ceding the first taxable year for which
such election is effective, any section
38 property the basis (or cost) of which
was taken into account in computing
the corporation’s qualified investment
in taxable years prior to the first tax-
able year for which the election is ef-

fective (and which has not been dis-
posed of or otherwise ceased to be sec-
tion 38 property with respect to the
corporation prior to such last day)
shall be considered as having ceased to
be section 38 property with respect to
such corporation and § 1.47–1 shall
apply. However, if the corporation and
each of the persons who are sharehold-
ers of the corporation on the first day
of the first taxable year for which the
election under section 1372 is to be ef-
fective, or on the date of such election,
whichever is later, execute the agree-
ment specified in subparagraph (2) of
this paragraph, § 1.47–1 shall not apply
to any such section 38 property by rea-
son of the election by the corporation
under section 1372.

(2) Agreement of shareholders and cor-
poration. (i) The agreement referred to
in subparagraph (1) of this paragraph
shall be signed by the shareholders and
the corporation, and shall recite that,
in the event the section 38 property de-
scribed in subparagraph (1) of this
paragraph is later disposed of by, or
ceases to be section 38 property with
respect to, the corporation during a
taxable year of the corporation for
which the election under section 1372 is
effective, each such signer agrees (a) to
notify the district director of such dis-
position or cessation, and (b) to be
jointly and severally liable to pay to
the district director an amount equal
to the increase in tax provided by sec-
tion 47. The amount of such increase
shall be determined as if such property
had ceased to be section 38 property as
of the last day of the taxable year im-
mediately preceding the first taxable
year for which the election under sec-
tion 1372 is effective, except that the
actual useful life (within the meaning
of paragraph (a) of § 1.47–1) of the prop-
erty shall be considered to have ended
on the date of the actual disposition
by, or cessation in the hands of, the
electing small business corporation.

(ii) The agreement shall set forth the
name, address, and taxpayer account
number of each party and the internal
revenue district in which each such
party files his or its income tax return
for the taxable year which includes the
last day of the corporation’s taxable
year immediately preceding the first
taxable year for which the election
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under section 1372 is effective. The
agreement may be signed on behalf of
the corporation by any person who is
duly authorized. The agreement shall
be filed with the district director with
whom the corporation files its income
tax return for its taxable year imme-
diately preceding the first taxable year
for which the election under section
1372 is effective and shall be filed on or
before the due date (including exten-
sions of time) of such return. However,
if the due date (including extensions of
time) of such income tax return is on
or before September 1, 1967, the agree-
ment may be filed on or before Decem-
ber 31, 1967. For purposes of the two
preceding sentences, the district direc-
tor may, if good cause is shown, permit
the agreement to be filed on a later
date.

(c) Examples. This section may be il-
lustrated by the following examples in
each of which it is assumed that X Cor-
poration, an electing small business
corporation which makes its returns on
the basis of the calendar year, acquired
and placed in service on June 1, 1962,
three items of section 38 property. The
basis and estimated useful life of each
item of section 38 property are as fol-
lows:

Asset No. Basis
Estimated
useful life
(Years)

1 ..................................................... $30,000 4
2 ..................................................... 30,000 6
3 ..................................................... 30,000 8

On December 31, 1962, X Corporation had 20
shares of stock outstanding which were
owned equally by A and B who make their
returns on the basis of a calendar year.
Under § 1.48–5, the total bases of section 38
properties was apportioned to the sharehold-
ers of X Corporation as follows:

Useful life category

4 to 6
years

6 to 8
years

8 years or
more

Total bases ....... $30,000 $30,000 $30,000

Shareholder A (10/
20) ......................... 15,000 15,000 15,000

Shareholder B (10/
20) ......................... 15,000 15,000 15,000

Assuming that during 1962 shareholders A
and B did not place in service any section 38
property and that they did not own any in-
terests in other electing small business cor-

porations, partnerships, estates, or trusts,
the qualified investment of each shareholder
is $30,000, computed as follows:

Basis Applicable
percentage

Qualified
investment

$15,000 .......................................... 331⁄3 $5,000
$15,000 .......................................... 662⁄3 10,000
$15,000 .......................................... 100 15,000

30,000

For the taxable year 1962, each shareholder’s
credit earned of $2,100 (7 percent of $30,000)
was allowed under section 38 as a credit
against his liability for tax.

Example 1. (i) On December 2, 1965, X Cor-
poration sells asset No. 3 to Y Corporation.

(ii) The actual useful life of asset No. 3 is
three years and six months. The recomputed
qualified investment with respect to each
shareholder’s share of the basis of asset No.
3 is zero ($15,000 share of basis multiplied by
zero applicable percentage) and for the tax-
able year 1962 each shareholder’s recomputed
credit earned is $1,050 (7 percent of $15,000).
The income tax imposed by chapter 1 of the
Code on each of the shareholders for the tax-
able year 1965 is increased by the $1,050 de-
crease in his credit earned for the taxable
year 1962 (that is, $2,100 original credit
earned minus $1,050 recomputed credit
earned).

Example 2. (i) On December 3, 1964, share-
holder A sells 5 of his 10 shares of stock in X
Corporation to C, and on December 3, 1965, A
sells his remaining 5 shares of stock to D. In
addition, on January 2, 1966, X Corporation
sells asset No. 3 to Y Corporation.

(ii) Under paragraph (a)(2) of this section,
on December 3, 1964, 50 percent of the share
of the basis of each of the three items of sec-
tion 38 property ceases to be section 38 prop-
erty with respect to shareholder A since im-
mediately after the December 3, 1964, sale
A’s proportionate stock interest in X Cor-
poration is reduced to 50 percent of the pro-
portionate stock interest in X Corporation
which he held on December 31, 1962. The ac-
tual useful life of the share of the bases of
the section 38 properties which cease to be
section 38 property with respect to A is two
years and six months (that is, the period be-
ginning with June 1, 1962, and ending with
December 3, 1964). A’s recomputed qualified
investment with respect to such properties is
$15,000, computed as follows:

Basis Applicable
percentage

Recom-
puted quali-
fied invest-

ment

$7,500 ........................................ 331⁄3 $2,500
$7,500 ........................................ 662⁄3 5,000
$7,500 ........................................ 100 7,500
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Basis Applicable
percentage

Recom-
puted quali-
fied invest-

ment

15,000

For the taxable year 1962 shareholder A’s re-
computed credit earned is $1,050 (7 percent of
$15,000). The income tax imposed by chapter
1 of the Code on shareholder A for the tax-
able year 1964 is increased by the $1,050 de-
crease in his credit earned for the taxable
year 1962 (that is, $2,100 original credit
earned minus $1,050 recomputed credit
earned).

(iii) Under paragraph (a)(2) of this section,
on December 3, 1965, the remaining 50 per-
cent of the share of the basis of each of the
three items of section 38 property ceases to
be section 38 property with respect to share-
holder A since immediately after the Decem-
ber 3, 1965, sale A’s proportionate stock in-
terest in X Corporation is reduced to zero.
The actual useful life of the share of the
bases of the section 38 properties which cease
to be section 38 property with respect to A is
three years and six months (that is, the pe-
riod beginning with June 1, 1962, and ending
with December 3, 1965). A’s recomputed
qualified investment with respect to such
properties is zero. For the taxable year 1962
shareholder A’s recomputed credit earned is
zero. The income tax imposed by chapter 1 of
the Code on shareholder A for the taxable
year 1965 is increased by $1,050 (that is, $2,100
($2,100 original credit earned minus zero re-
computed credit earned) reduced by the
$1,050 increase in tax for 1964).

(iv) The actual useful life of asset No. 3
which was sold on January 2, 1966, is three
years and seven months. The recomputed
qualified investment with respect to B’s
share of the basis of asset No. 3 is zero
($15,000 share of basis multiplied by zero ap-
plicable percentage) and for the taxable year
1962, B’s recomputed credit earned is $1,050 (7
percent of $15,000). The income tax imposed
by chapter 1 of the Code on shareholder B for
the taxable year 1966 is increased by the
$1,050 decrease in his credit earned for the
taxable year 1962 ($2,100 original credit
earned minus $1,050 recomputed credit
earned). The sale of asset No. 3 on January 2,
1966, by X Corporation has no effect on A.

(d) Termination or revocation of an
election under section 1372. Section 38
property shall not be considered to be
disposed of or to have ceased to be sec-
tion 38 property solely by reason of a
termination or revocation of a corpora-
tion’s election under section 1372.

[T.D. 6931, 32 FR 14035, Oct. 10, 1967]

§ 1.47–5 Estates and trusts.
(a) In general—(1) Disposition or ces-

sation in hands of estate or trust. If an
estate or trust disposes of any section
38 property (or if any section 38 prop-
erty otherwise ceases to be section 38
property in the hands of the estate or
trust) before the close of the estimated
useful life which was taken into ac-
count in computing qualified invest-
ment with respect to such property, a
recapture determination shall be made
with respect to the estate or trust, and
each beneficiary who is treated, under
§ 1.48–6, as a taxpayer with respect to
such property. Each such recapture de-
termination shall be made with respect
to the share of the basis (or cost) of
such property taken into account by
such estate or trust and such bene-
ficiary in computing its or his each
such recapture determination the ac-
tual useful life of such property shall
be the period beginning with the date
on which it was placed in service by
the estate or trust and ending with the
date of the disposition or cessation. In
making a recapture determination
under this subparagraph with respect
to a taxpayer there shall be taken into
account any prior recapture determina-
tions made with respect to such tax-
payer in connection with the same
property. For definition of ‘‘recapture
determination’’ see paragraph (a)(1) of
§ 1.47–1.

(2) Disposition of interest. (i) If—
(a) The basis (or cost) of section 38

property is apportioned, under § 1.48–6,
to an estate or trust which, or to a ben-
eficiary of an estate or trust who,
takes such basis (or cost) into account
in computing his qualified investment,
and

(b) After the date on which such sec-
tion 38 property was placed in service
by the estate or trust and before the
close of the estimated useful life of the
property, such estate’s, trust’s, or such
beneficiary’s proportionate interest in
the income of the estate or trust is re-
duced (for example, by a sale, or by the
terms of the estate or trust instru-
ment) below the percentage specified in
subdivision (ii) of this subparagraph,
then, on the date of such reduction,
such section 38 property ceases to be
section 38 property with respect to
such estate, trust, or beneficiary to the
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extent of the actual reduction in such
estate’s, trust’s, or beneficiary’s pro-
portionate interest in the income of
the estate or trust. (For example, if
$100 of the basis of section 38 property
was apportioned to a beneficiary and if
his proportionate interest in the in-
come of the estate or trust is reduced
from 60 percent to 30 percent (that is,
50 percent of his original interest),
then such property shall be treated as
having ceased to be section 38 property
to the extent of $50). Accordingly, a re-
capture determination shall be made
with respect to such estate, trust, or
beneficiary. For purposes of such re-
capture determination the actual use-
ful life of such property shall be the pe-
riod beginning with the date on which
it was placed in service by the estate or
trust and ending with the date on
which it is treated as having ceased to
be section 38 property with respect to
the estate, trust, or beneficiary. In
making a recapture determination
under this subparagraph there shall be
taken into account any prior recapture
determination made with respect to
the estate, trust, or beneficiary in con-
nection with the same property.

(ii) The percentage referred to in sub-
division (i)(b) of this subparagraph is
662⁄3 percent of the estate’s, trust’s, or
beneficiary’s proportionate interest in
the income of the estate or trust for
the taxable year of the apportionment
under § 1.48–6. However, once property
has been treated under this subpara-
graph as having ceased to be section 38
property to any extent the percentage
referred to shall be 331⁄3 percent of the
estate’s, trust’s, or beneficiary’s pro-
portionate interest in the income of
the estate or trust for the taxable year
of the apportionment under § 1.48–6.

(iii) In determining a beneficiary’s
proportionate interest in the income of
an estate or trust for purposes of this

subparagraph, the beneficiary shall be
considered to own any interest in such
an estate or trust which he owns di-
rectly or indirectly (through ownership
in other entities provided such other
entities’ bases in such interest are de-
termined in whole or in part by ref-
erence to the basis of such interest in
the hands of the beneficiary). For ex-
ample, if A, whose proportionate inter-
est in the income of trust X is 30 per-
cent, transfers all of such interest to
corporation Y in exchange for all of the
stock of Y in a transaction to which
section 351 applies, then, for purposes
of subdivision (i) of this subparagraph,
A shall be considered to own a 30-per-
cent interest in trust X. Any taxpayer
who seeks to establish his interest in
an estate or trust under the rule of this
subdivision shall maintain adequate
records to demonstrate his indirect in-
terest in the estate or trust after any
such transfer or transfers.

(b) Examples. Paragraph (a) of this
section may be illustrated by the fol-
lowing examples in each of which it is
assumed that XYZ Trust, which makes
its returns on the basis of the calendar
year, acquired and placed in service on
June 1, 1962, three items of section 38
property. The basis and estimated use-
ful life of each item of section 38 prop-
erty are as follows:

Asset No. Basis
Estimated
useful life
(Years)

1 ..................................................... $30,000 4
2 ..................................................... 30,000 6
3 ..................................................... 30,000 8

For the taxable year 1962 the income of XYZ
Trust is $20,000, which is allocable equally to
XYZ Trust and beneficiary A. Beneficiary A
makes his returns on the basis of a calendar
year. Under § 1.48–6, the total bases of the
section 38 properties was apportioned to XYZ
Trust and beneficiary A as follows:

Useful life category

4 to 6
years

6 to 8
years

8 years or
more

Total bases ...................................................................................... .................. $30,000 $30,000 $30,000

($10,000) 15,000 15,000 15,000

XYZ Trust ....................................................................................................... ($20,000)
Beneficiary A .................................................................................................. ($10,000) 15,000 15,000 15,000

($20,000)
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Assuming that during 1962 beneficiary A did
not place in service any section 38 property
and that he did not own any interests in
other estates, trusts, electing small business
corporations, or partnerships, the qualified
investment of XYZ Trust and of beneficiary
A is $30,000 each, computed as follows:

Basis Applicable
percentage

Qualified
investment

$15,000 .......................................... 331⁄3 $5,000
$15,000 .......................................... 662⁄3 10,000
$15,000 .......................................... 100 15,000

30,000

For the taxable year 1962, XYZ Trust and
beneficiary A each had a credit earned of
$2,100 (7 percent of $30,000). Each such credit
earned was allowed under section 38 as a
credit against the liability for tax.

Example 1. (i) On December 2, 1965, XYZ
Trust sells asset No. 3 to X Corporation.

(ii) The actual useful life of asset No. 3 is
three years and six months. The recomputed
qualified investment with respect to XYZ
Trust’s and beneficiary A’s share of the basis
of asset No. 3 is zero ($15,000 share of basis
multiplied by zero applicable percentage)
and for the taxable year 1962, XYZ Trust’s
and beneficiary A’s recomputed credit
earned is $1,050 (7 percent of $15,000). The in-
come tax imposed by chapter 1 of the Code
on XYZ Trust and on beneficiary A for the
taxable year 1965 is increased by the $1,050
decrease in his credit earned for the taxable
year 1962 (that is, $2,100 original credit
earned minus $1,050 recomputed credit
earned).

Example 2. (i) On December 3, 1964, bene-
ficiary A sells 50 percent of his interest in
the income of XYZ Trust to B, and on De-
cember 3, 1965, A sells his remaining 50 per-
cent interest to C. In addition, on January 2,
1966, XYZ Trust sells asset No. 3 to Y Cor-
poration.

(ii) Under paragraph (a)(2) of this section,
on December 3, 1964, 50 percent of the basis of
each of the three items of section 38 property
ceases to be section 38 property with respect
to beneficiary A since immediately after the
December 3, 1964, sale A’s proportionate in-
terest in the income of XYZ Trust is reduced
to 50 percent of his proportionate interest in
the income of XYZ Trust for the taxable
year 1962. The actual useful life of the share
of the bases of the section 38 properties
which cease to be section 38 property with
respect to A is two years and six months
(that is, the period beginning with June 1,
1962, and ending with December 3, 1964). Ben-
eficiary A’s recomputed qualified investment
with respect to such properties is $15,000,
computed as follows:

Basis Applicable
percentage

Qualified
investment

$7,500 ............................................ 331⁄3 $2,500
$7,500 ............................................ 662⁄3 5,000
$7,500 ............................................ 100 7,500

15,000

For the taxable year 1962 beneficiary A’s re-
computed credit earned is $1,050 (7 percent of
$15,000). The income tax imposed by chapter
1 of the Code on beneficiary A for the taxable
year 1964 is increased by the $1,050 decrease
in his credit earned for the taxable year 1962
(that is, $2,100 original credit earned minus
$1,050 recomputed credit earned).

(iii) Under paragraph (a)(2) of this section,
on December 3, 1965, the remaining 50 per-
cent of the share of the basis of each of the
three items of section 38 property ceases to
be section 38 property with respect to bene-
ficiary A since immediately after the Decem-
ber 3, 1965, sale A’s proportionate interest in
the income of XYZ Trust is reduced to zero.
The actual useful life of the share of the
basis of the section 38 properties which cease
to be section 38 property with respect to A is
three years and six months (that is, the pe-
riod beginning with June 1, 1962, and ending
with December 3, 1965). A’s recomputed
qualified investment with respect to such
properties is zero. For the taxable year 1962
beneficiary A’s recomputed credit earned is
zero. The income tax imposed by chapter 1 of
the Code on beneficiary A for the taxable
year 1965 is increased by $1,050 (that is, $2,100
($2,100 original credit earned minus zero re-
computed credit earned) reduced by the
$1,050 increase in tax for 1964).

(iv) The actual useful life of asset No. 3
which was sold on January 2, 1966, is three
years and seven months. The recomputed
qualified investment with respect to XYZ
Trust’s share of the basis of asset No. 3 is
zero ($15,000 share of basis multiplied by zero
applicable percentage) and for the taxable
year 1962, XYZ Trust’s recomputed credit
earned is $1,050 (7 percent of $15,000). The in-
come tax imposed by chapter 1 of the Code
on XYZ Trust for the taxable year 1966 is in-
creased by the $1,050 decrease in its credit
earned for the taxable year 1962 ($2,100 origi-
nal credit earned minus $1,050 recomputed
credit earned). The sale of asset No. 3 on
January 2, 1966, has no effect on A.

[T.D. 6931, 32 FR 14037, Oct. 10, 1967]

§ 1.47–6 Partnerships.
(a) In general—(1) Disposition or ces-

sation in hands of partnership. If a part-
nership disposes of any partnership sec-
tion 38 property (or if any partnership
section 38 property otherwise ceases to
be section 38 property in the hands of
the partnership) before the close of the
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estimated useful life which was taken
into account in computing qualified in-
vestment with respect to such prop-
erty, a recapture determination shall
be made with respect to each partner
who is treated, under paragraph (f) of
§ 1.46–3, as a taxpayer with respect to
such property. Each such recapture de-
termination shall be made with respect
to the share of the basis (or cost) of
such property taken into account by
such partner in computing his qualified
investment. For purposes of each such
recapture determination the actual
useful life of such property shall be the
period beginning with the date on
which it was placed in service by the
partnership and ending with the date of
the disposition or cessation. In making
a recapture determination under this
subparagraph there shall be taken into
account any prior recapture determina-
tions made with respect to the partner
in connection with the same property.
For definition of ‘‘recapture deter-
mination’’ see paragraph (a)(1) of § 1.47–
1.

(2) Disposition of partner’s interest. (i)
If—

(a) The basis (or cost) of partnership
section 38 property is taken into ac-
count by a partner in computing his
qualified investment, and

(b) After the date on which such part-
nership section 38 property was placed
in service by the partnership and be-
fore the close of the estimated useful
life of the property, such partner’s pro-
portionate interest in the general prof-
its of the partnership (or in the par-
ticular item of property) is reduced (for
example, by a sale, by a change in the
partnership agreement, or by the ad-
mission of a new partner) below the
percentage specified in subdivision (ii)
of this subparagraph, then, on the date
of such reduction such partnership sec-
tion 38 property ceases to be section 38
property with respect to such partner
to the extent of the actual reduction in
such partner’s proportionate interest
in the general profits of the partner-
ship (or in the particular item of prop-
erty). (For example, if $100 of the basis
of section 38 property was taken into
account by a partner and if his propor-
tionate interest in the general profits
of the partnership is reduced from 60
percent to 30 percent (that is, 50 per-

cent of his original interest), then such
property shall be treated as having
ceased to be section 38 property to the
extent of $50.) Accordingly, a recapture
determination shall be made with re-
spect to such partner. For purposes of
such recapture determination the ac-
tual useful life of such property shall
be the period beginning with the date
on which it was placed in service by
the partnership and ending with the
date on which it is treated as having
ceased to be section 38 property with
respect to the partner. In making a re-
capture determination under this sub-
paragraph there shall be taken into ac-
count any prior recapture determina-
tion made with respect to the partner
in connection with the same property.

(ii) The percentage referred to in sub-
division (i)(b) of this subparagraph is
662⁄3 percent of the partner’s propor-
tionate interest in the general profits
of the partnership (or in the particular
item of property) for the year in which
such property was placed in service.
However, once property has been treat-
ed under this subparagraph as having
ceased to be section 38 property to any
extent the percentage referred to shall
be 331⁄3 percent of the partner’s propor-
tionate interest in the general profits
of the partnership (or in the particular
item of property) for the year in which
such property was placed in service.

(iii) In determining a partner’s pro-
portionate interest in the general prof-
its of a partnership for purposes of this
subparagraph, the partner shall be con-
sidered to own any interest in such a
partnership which he owns directly or
indirectly (through ownership in other
entities provided the other entities’
bases in such interest are determined
in whole or in part by reference to the
basis of such interest in the hands of
the partner). For example, if A, whose
proportionate interest in the general
profits of partnership X is 20 percent,
transfers all of such interest to cor-
poration Y in exchange for all of the
stock of Y in a transaction to which
section 351 applies, then, for purposes
of subdivision (i) of this subparagraph,
A shall be considered to own a 20-per-
cent interest in partnership X. Any
taxpayer who seeks to establish his in-
terest in a partnership under the rule

VerDate 09<APR>98 01:58 Apr 18, 1998 Jkt 179084 PO 00000 Frm 00279 Fmt 8010 Sfmt 8010 Y:\SGML\179084.TXT 179084-3



284

26 CFR Ch. I (4–1–98 Edition)§ 1.47–6

of this subdivision shall maintain ade-
quate records to demonstrate his indi-
rect interest in the partnership after
any such transfer or transfers.

(b) Examples. Paragraph (a) of this
section may be illustrated by the fol-
lowing examples in each of which it is
assumed that ABC Partnership, which
makes its returns on the basis of the
calendar year, acquired and placed in
service on June 1, 1962, three items of
section 38 property. The basis and esti-
mated useful life of each item of sec-
tion 38 property are as follows:

Asset No. Basis
Estimated
useful life

Years

1 ..................................................... $30,000 4
2 ..................................................... 30,000 6
3 ..................................................... 30,000 8

Partners A and B, who make their returns on
the basis of a calendar year, share the profits
and losses of ABC Partnership equally.
Under paragraph (f)(2) of § 1.46–3, each part-
ner’s share of the basis of the partnership
section 38 property is as follows:

Asset No.

Esti-
mated
useful

life
(years)

Basis

Partners share of
basis

A 50
percent

B 50
percent

1 .......................... 4 $30,000 $15,000 $15,000
2 .......................... 6 30,000 15,000 15,000
3 .......................... 8 30,000 15,000 15,000

Assuming that during 1962 partners A and B
did not place in service any section 38 prop-
erty and that they did not own any interests
in other partnerships, electing small busi-
ness corporations, estates, or trusts, the
qualified investment of each partner is
$30,000, computed as follows:

Partnership asset No. Share of
basis

Applicable
percentage

Qualified
investment

1 ............................... $15,000 331⁄3 $5,000
2 ............................... 15,000 662⁄3 10,000
3 ............................... 15,000 100 15,000

30,000

For the taxable year 1962, each partner’s
credit earned of $2,100 (7 percent of $30,000)
was allowed under section 38 as a credit
against his liability for tax.

Example 1. (i) On December 2, 1965, ABC
Partnership sells asset No. 3 to X Corpora-
tion.

(ii) The actual useful life of asset No. 3 is
three years and six months. The recomputed
qualified investment with respect to each
partner’s share of the basis of asset No. 3 is

zero ($15,000 shares of basis multiplied by
zero applicable percentage) and for the tax-
able year 1962, each partner’s recomputed
credit earned is $1,050 (7 percent of $15,000).
The income tax imposed by chapter 1 of the
Code on each of the partners for the taxable
year 1965 is increased by the $1,050 decrease
in his credit earned for the taxable year 1962
(that is, $2,100 original credit earned minus
$1,050 recomputed credit earned).

Example 2. (i) On December 3, 1964, partner
A sells one-half of his 50 percent interest in
ABC Partnership to C, and on December 3,
1965, A sells the remaining one- half of his in-
terest to D. In addition, on January 2, 1966,
ABC Partnership sells asset No. 3 to X Cor-
poration.

(ii) Under paragraph (a)(2) of this section,
on December 3, 1964, 50 percent of the basis of
each of the three items of section 38 property
ceases to be section 38 property with respect
to partner A since immediately after the De-
cember 3, 1964, sale A’s proportionate inter-
est in the general profits of ABC Partnership
is reduced to 50 percent of his proportionate
interest in the general profits of ABC Part-
nership for 1962. The actual useful life of the
share of the basis of each of the section 38
properties which cease to be section 38 prop-
erty with respect to A is two years and six
months (that is, the period beginning with
June 1, 1962, and ending with December 3,
1964). Partner A’s recomputed qualified in-
vestment with respect to such properties is
$15,000, computed as follows:

Partnership asset No. Share of
basis

Applicable
percentage

Qualified
investment

1 ............................... $7,500 331⁄3 $2,500
2 ............................... 7,500 662⁄3 5,000
3 ............................... 7,500 100 7,500

15,000

For the taxable year 1962 partner A’s recom-
puted credit earned is $1,050 (7 percent of
$15,000). The income tax imposed by chapter
1 of the Code on partner A for the taxable
year 1964 is increased by the $1,050 decrease
in his credit earned for the taxable year 1962
(that is, $2,100 original credit earned minus
$1,050 recomputed credit earned).

(iii) Under paragraph (a)(2) of this section,
on December 3, 1965, the remaining 50 per-
cent of the share of the basis of each of the
three items of section 38 property ceases to
be section 38 property with respect to part-
ner A since immediately after the December
3, 1965, sale A’s proportionate interest in the
general profits of ABC Partnership is re-
duced to zero. The actual useful life of the
share of the bases of the section 38 properties
which cease to be section 38 property with
respect to A is three years and six months
(that is, the period beginning with June 1,
1962, and ending with December 3, 1965). A’s

VerDate 09<APR>98 01:58 Apr 18, 1998 Jkt 179084 PO 00000 Frm 00280 Fmt 8010 Sfmt 8010 Y:\SGML\179084.TXT 179084-3



285

Internal Revenue Service, Treasury § 1.48–1

recomputed qualified investment with re-
spect to such properties is zero. For the tax-
able year 1962 partner A’s recomputed credit
earned is zero. The income tax imposed by
chapter 1 of the Code on partner A for the
taxable year 1965 is increased by $1,050 (that
is, $2,100 ($2,100 original credit earned minus
zero recomputed credit earned) reduced by
the $1,050 increase in tax for 1964).

(iv) The actual useful life of asset No. 3
which was sold on January 2, 1966, is three
years and seven months. The recomputed
qualified investment with respect to partner
B’s share of the basis of asset No. 3 is zero
($15,000 share of basis multiplied by zero ap-
plicable percentage) and for the taxable year
1962, partner B’s recomputed credit earned is
$1,050 (7 percent of $15,000). The income tax
imposed by chapter 1 of the Code on partner
B for the taxable year 1966 is increased by
the $1,050 decrease in his credit earned for
the taxable year 1962 ($2,100 original credit
earned minus $1,050 recomputed credit
earned). The sale of asset No. 3 on January 2,
1966, has no effect on A.

[T.D. 6931, 32 FR 14039, Oct. 10, 1967]

§ 1.48–1 Definition of section 38 prop-
erty.

(a) In general. Property which quali-
fies for the credit allowed by section 38
is known as ‘‘section 38 property’’. Ex-
cept as otherwise provided in this sec-
tion, the term ‘‘section 38 property’’
means property (1) with respect to
which depreciation (or amortization in
lieu of depreciation) is allowable to the
taxpayer, (2) which has an estimated
useful life of 3 years or more (deter-
mined as of the time such property is
placed in service), and (3) which is (i)
tangible personal property, (ii) other
tangible property (not including a
building and its structural compo-
nents) but only if such other property
is used as an integral part of manufac-
turing, production, or extraction, or an
an integral part of furnishing transpor-
tation, communications, electrical en-
ergy, gas, water, or sewage disposal
services by a person engaged in a trade
or business of furnishing any such serv-
ice, or is a research or storage facility
used in connection with any of the
foregoing activities, (iii) an elevator or
escalator which satisfies the conditions
of section 48(a)(1)(C), or (iv) in the case
of a qualified rehabilitated building,
that portion of the basis which is at-
tributable to qualified rehabilitation
expenditures. The determination of
whether property qualifies as section 38

property in the hands of the taxpayer
for purposes of the credit allowed by
section 38 must be made with respect
to the first taxable year in which such
property is placed in service by the
taxpayer. See paragraph (d) of § 1.46–3.
For the meaning of ‘‘estimated useful
life’’, see paragraph (e) of § 1.46–3. In
the case of property which is not de-
scribed in section 50, this paragraph
shall be applied by substituting ‘‘4
years’’ for ‘‘3 years’’.

(b) Depreciation allowable. (1) Prop-
erty (with the exception of property de-
scribed in section 48(a)(1)(F) and para-
graph (p) of this section) is not section
38 property unless a deduction for de-
preciation (or amortization in lieu of
depreciation) with respect to such
property is allowable to the taxpayer
for the taxable year. A deduction for
depreciation is allowable if the prop-
erty is of a character subject to the al-
lowance for depreciation under section
167 and the basis (or cost) of the prop-
erty is recovered through a method of
depreciation, including, for example,
the unit of production method and the
retirement method as well as methods
of depreciation which measure the life
of the property in terms of years. If
property is placed in service (within
the meaning of paragraph (d) of § 1.46–3)
in a trade or business (or in the produc-
tion of income), but under the tax-
payer’s depreciation practice the pe-
riod for depreciation with respect to
such property begins in a taxable year
subsequent to the taxable year in
which such property is placed in serv-
ice, then a deduction for depreciation
shall be treated as allowable with re-
spect to such property in the earlier
taxable year (or years). Thus, for exam-
ple, if a machine is placed in service in
a trade or business in 1963, but the pe-
riod for depreciation with respect to
such machine begins in 1964, because
the taxpayer uses an averaging conven-
tion (see § 1.167(a)–10) in computing de-
preciation, then, for purposes of deter-
mining whether the machine qualifies
as section 38 property, a deduction for
depreciation shall be treated as allow-
able in 1963.

(2) If, for the taxable year in which
property is placed in service, a deduc-
tion for depreciation is allowable to
the taxpayer only with respect to a
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part of such property, then only the
proportionate part of the property with
respect to which such deduction is al-
lowable qualifies as section 38 property
for the purpose of determining the
amount of credit allowable under sec-
tion 38. Thus, for example, if property
is used 80 percent of the time in a trade
or business and is used 20 percent of
the time for personal purposes, only 80
percent of the basis (or cost) of such
property qualifies as section 38 prop-
erty. Further, property does not qual-
ify to the extent that a deduction for
depreciation thereon is disallowed
under section 274 (relating to disallow-
ance of certain entertainment, etc., ex-
penses).

(3) If the cost of property is not re-
covered through a method of deprecia-
tion but through a deduction of the full
cost in one taxable year, for purposes
of subparagraph (1) of this paragraph a
deduction for depreciation with respect
to such property is not allowable to the
taxpayer. However, if an adjustment
with respect to the income tax return
for such taxable year requires the cost
of such property to be recovered
through a method of depreciation, a de-
duction for depreciation will be consid-
ered as allowable to the taxpayer.

(4) If depreciation sustained on prop-
erty is not an allowable deduction for
the taxable year but is added to the
basis of property being constructed, re-
constructed, or erected by the tax-
payer, for purposes of subparagraph (1)
of this paragraph a deduction for depre-
ciation shall be treated as allowable
for the taxable year with respect to the
property on which depreciation is sus-
tained. Thus, if $1,000 of depreciation
sustained with respect to property No.
1, which is placed in service in 1964 by
taxpayer A, is not allowable to A as a
deduction for 1964 but is added to the
basis of property being constructed by
A (property no. 2), for purposes of sub-
paragraph (1) of this paragraph a de-
duction for depreciation shall be treat-
ed as allowable to A for 1964 with re-
spect to property no. 1. However, the
$1,000 amount is not included in the
basis of property no. 2 for purposes of
determining A’s qualified investment
with respect to property no. 2. See
paragraph (c)(1) of § 1.46–3.

(c) Definition of tangible personal prop-
erty. If property is tangible personal
property it may qualify as section 38
property irrespective of whether it is
used as an integral part of an activity
(or constitutes a research or storage fa-
cility used in connection with such ac-
tivity) specified in paragraph (a) of this
section. Local law shall not be control-
ling for purposes of determining wheth-
er property is or is not ‘‘tangible’’ or
‘‘personal’’. Thus, the fact that under
local law property is held to be per-
sonal property or tangible property
shall not be controlling. Conversely,
property may be personal property for
purposes of the investment credit even
though under local law the property is
considered to be a fixture and therefore
real property. For purposes of this sec-
tion, the term ‘‘tangible personal prop-
erty’’ means any tangible property ex-
cept land and improvements thereto,
such as buildings or other inherently
permanent structures (including items
which are structural components of
such buildings or structures). Thus,
buildings, swimming pools, paved park-
ing areas, wharves and docks, bridges,
and fences are not tangible personal
property. Tangible personal property
includes all property (other than struc-
tural components) which is contained
in or attached to a building. Thus, such
property as production machinery,
printing presses, transportation and of-
fice equipment, refrigerators, grocery
counters, testing equipment, display
racks and shelves, and neon and other
signs, which is contained in or at-
tached to a building constitutes tan-
gible personal property for purposes of
the credit allowed by section 38. Fur-
ther, all property which is in the na-
ture of machinery (other than struc-
tural components of a building or other
inherently permanent structure) shall
be considered tangible personal prop-
erty even though located outside a
building. Thus, for example, a gasoline
pump, hydraulic car lift, or automatic
vending machine, although annexed to
the ground, shall be considered tan-
gible personal property.

(d) Other tangible property—(1) In gen-
eral. In addition to tangible personal
property, any other tangible property
(but not including a building and its
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structural components) used as an in-
tegral part of manufacturing, produc-
tion, or extraction, or as an integral
part of furnishing transportation, com-
munications, electrical energy, gas,
water, or sewage disposal services by a
person engaged in a trade or business
of furnishing any such service, or
which constitutes a research or storage
facility used in connection with any of
the foregoing activities, may qualify as
section 38 property.

(2) Manufacturing, production, and ex-
traction. For purposes of the credit al-
lowed by section 38, the terms ‘‘manu-
facturing’’, ‘‘production’’, and ‘‘extrac-
tion’’ include the construction, recon-
struction, or making of property out of
scrap, salvage, or junk material, as
well as from new or raw material, by
processing, manipulating, refining, or
changing the form of an article, or by
combining or assembling two or more
articles, and include the cultivation of
the soil, the raising of livestock, and
the mining of minerals. Thus, section
38 property would include, for example,
property used as an integral part of the
extracting, processing, or refining of
metallic and nonmetallic minerals, in-
cluding oil, gas, rock, marble, or slate;
the construction of roads, bridges, or
housing; the processing of meat, fish or
other foodstuffs; the cultivation of or-
chards, gardens, or nurseries; the oper-
ation of sawmills, the production of
lumber, lumber products or other
building materials; the fabrication or
treatment of textiles, paper, leather
goods, or glass; and the rebuilding, as
distinguished from the mere repairing,
of machinery.

(3) Transportation and communications
businesses. Examples of transportation
businesses include railroads, airlines,
bus companies, shipping or trucking
companies, and oil pipeline companies.
Examples of communications busi-
nesses include telephone or telegraph
companies and radio or television
broadcasting companies.

(4) Integral part. In order to qualify
for the credit, property (other than
tangible personal property and re-
search or storage facilities used in con-
nection with any of the activities spec-
ified in subparagraph (1) of this para-
graph) must be used as an integral part
of one or more of the activities speci-

fied in subparagraph (1) of this para-
graph. Property such as pavements,
parking areas, inherently permanent
advertising displays or inherently per-
manent outdoor lighting facilities, or
swimming pools, although used in the
operation of a business, ordinarily is
not used as an integral part of any of
such specified activities. Property is
used as an integral part of one of the
specified activities if it is used directly
in the activity and is essential to the
completeness of the activity. Thus, for
example, in determining whether prop-
erty is used as an integral part of man-
ufacturing, all properties used by the
taxpayer in acquiring or transporting
raw materials or supplies to the point
where the actual processing com-
mences (such as docks, railroad tracks
and bridges), or in processing raw ma-
terials into the taxpayer’s final prod-
uct, would be considered as property
used as an integral part of manufactur-
ing. Specific examples of property
which normally would be used as an in-
tegral part of one of the specified ac-
tivities are blast furnaces, oil and gas
pipelines, railroad tracks and signals,
telephone poles, broadcasting towers,
oil derricks, and fences used to confine
livestock. Property shall be considered
used as an integral part of one of the
specified activities if so used either by
the owner of the property or by the les-
see of the property.

(5) Research or storage facilities. (i) If
property (other than a building and its
structural components) constitutes a
research or storage facility and if it is
used in connection with an activity
specified in subparagraph (1) of this
paragraph, such property may qualify
as section 38 property even though it is
not used as an integral part of such ac-
tivity. Examples of research facilities
include wind tunnels and test stands.
Examples of storage facilities include
oil and gas storage tanks and grain
storage bins. Although a research or
storage facility must be used in con-
nection with, for example, a manufac-
turing process, the taxpayer-owner of
such facility need not be engaged in
the manufacturing process.

(ii) In the case of property described
in section 50, property will constitute a
storage facility only if the facility is
used principally for the bulk storage of
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fungible commodities. Bulk storage
means the storage of a commodity in a
large mass prior to its consumption or
utilization. Thus, if a facility is used to
store oranges that have been sorted
and boxed, it is not used for bulk stor-
age.

(e) Definition of building and structural
components. (1) Generally, buildings and
structural components thereof do not
qualify as section 38 property. See,
however, section 48 (a)(1)(E) and (g),
and § 1.48–11 (relating to investment
credit for qualified rehabilitated build-
ing). The term ‘‘building’’ generally
means any structure or edifice enclos-
ing a space within its walls, and usu-
ally covered by a roof, the purpose of
which is, for example, to provide shel-
ter or housing, or to provide working,
office, parking, display, or sales space.
The term includes, for example, struc-
tures such as apartment houses, fac-
tory and office buildings, warehouses,
barns, garages, railway or bus stations,
and stores. Such term includes any
such structure constructed by, or for, a
lessee even if such structure must be
removed, or ownership of such struc-
ture reverts to the lessor, at the termi-
nation of the lease. Such term does not
include (i) a structure which is essen-
tially an item of machinery or equip-
ment, or (ii) a structure which houses
property used as an integral part of an
activity specified in section
48(a)(1)(B)(i) if the use of the structure
is so closely related to the use of such
property that the structure clearly can
be expected to be replaced when the
property it initially houses is replaced.
Factors which indicate that a struc-
ture is closely related to the use of the
property it houses include the fact that
the structure is specifically designed to
provide for the stress and other de-
mands of such property and the fact
that the structure could not be eco-
nomically used for other purposes.
Thus, the term ‘‘building’’ does not in-
clude such structures as oil and gas
storage tanks, grain storage bins, silos,
fractionating towers, blast furnaces,
basic oxygen furnaces, coke ovens,
brick kilns, and coal tipples.

(2) The term ‘‘structural compo-
nents’’ includes such parts of a build-
ing as walls, partitions, floors, and
ceilings, as well as any permanent cov-

erings therefor such as paneling or til-
ing; windows and doors; all components
(whether in, on, or adjacent to the
building) of a central air conditioning
or heating system, including motors,
compressors, pipes and ducts; plumbing
and plumbing fixtures, such as sinks
and bathtubs; electric wiring and light-
ing fixtures; chimneys; stairs, esca-
lators, and elevators, including all
components thereof; sprinkler systems;
fire escapes; and other components re-
lating to the operation or maintenance
of a building. However, the term
‘‘structural components’’ does not in-
clude machinery the sole justification
for the installation of which is the fact
that such machinery is required to
meet temperature or humidity require-
ments which are essential for the oper-
ation of other machinery or the proc-
essing of materials or foodstuffs. Ma-
chinery may meet the ‘‘sole justifica-
tion’’ test provided by the preceding
sentence even though it incidentally
provides for the comfort of employees,
or serves, to an insubstantial degree,
areas where such temperature or hu-
midity requirements are not essential.
For example, an air conditioning and
humidification system installed in a
textile plant in order to maintain the
temperature or humidity within a nar-
row optimum range which is critical in
processing particular types of yarn or
cloth is not included within the term
‘‘structural components’’. For special
rules with respect to an elevator or es-
calator, the construction, reconstruc-
tion, or erection of which is completed
by the taxpayer after June 30, 1963, or
which is acquired after June 30, 1963,
and the original use of which com-
mences with the taxpayer and com-
mences after such date, see section
48(a)(1)(C) and paragraph (m) of this
section.

(f) Intangible property. Intangible
property, such as patents, copyrights,
and subscription lists, does not qualify
as section 38 property. The cost of in-
tangible property, in the case of a pat-
ent or copyright, includes all costs of
purchasing or producing the item pat-
ented or copyrighted. Thus, in the case
of a motion picture or television film
or tape, the cost of the intangible prop-
erty includes manuscript and screen-
play costs, the cost of wardrobe and set
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design, the salaries of cameramen, ac-
tors, directors, etc., and all other costs
properly includible in the basis of such
film or tape. In the case of a book, the
cost of the intangible property includes
all costs of producing the original
copyrighted manuscript, including the
cost of illustration, research, and cleri-
cal and stenographic help. However, if
tangible depreciable property is used in
the production of such intangible prop-
erty, see paragraph (b)(4) of this sec-
tion.

(g) Property used outside the United
States—(1) General rule. (i) Except as
provided in subparagraph (2) of this
paragraph, the term ‘‘section 38 prop-
erty’’ does not include property which
is used predominantly outside the
United States (as defined in section
7701(a)(9)) during the taxable year. The
determination of whether property is
used predominantly outside the United
States during the taxable year shall be
made by comparing the period of time
in such year during which the property
is physically located outside the
United States with the period of time
in such year during which the property
is physically located within the United
States. If the property is physically lo-
cated outside the United States during
more than 50 percent of the taxable
year, such property shall be considered
used predominantly outside the United
States during that year. If property is
placed in service after the first day of
the taxable year, the determination of
whether such property is physically lo-
cated outside the United States during
more than 50 percent of the taxable
year shall be made with respect to the
period beginning on the date on which
the property is placed in service and
ending on the last day of such taxable
year.

(ii) Since the determination of
whether a credit is allowable to the
taxpayer with respect to any property
may be made only with respect to the
taxable year in which the property is
placed in service by the taxpayer, prop-
erty used predominantly outside the
United States during the taxable year
in which it is placed in service cannot
qualify as section 38 property with re-
spect to such taxpayer, regardless of
the fact that the property is perma-
nently returned to the United States in

a later year. Furthermore, if property
is used predominantly in the United
States in the year in which it is placed
in service by the taxpayer, and a credit
under section 38 is allowed with respect
to such property, but such property is
thereafter in any one year used pre-
dominantly outside the United States,
such property ceases to be section 38
property with respect to the taxpayer
and is subject to the application of sec-
tion 47.

(iii) This subparagraph applies
whether property is used predomi-
nantly outside the United States by
the owner of the property, or by the
lessee of the property. If property is
leased and if the lessor makes a valid
election under § 1.48–4 to treat the les-
see as having purchased such property
for purposes of the credit allowed by
section 38, the determination of wheth-
er such property is physically located
outside the United States during more
than 50 percent of the taxable year
shall be made with respect to the tax-
able year of the lessee; however, if the
lessor does not make such an election,
such determination shall be made with
respect to the taxable year of the les-
sor.

(2) Exceptions. The provisions of sub-
paragraph (1) of this paragraph do not
apply to—

(i) Any aircraft which is registered
by the Administrator of the Federal
Aviation Agency, and which (a) is oper-
ated, whether on a scheduled or non-
scheduled basis, to and from the United
States, or (b) is placed in service by the
taxpayer during a taxable year ending
after March 9, 1967, and is operated
under contract with the United States:
Provided, That use of the aircraft under
the contract constitutes its principal
use outside the United States during
the taxable year. The term ‘‘to and
from the United States’’ is not in-
tended to exclude an aircraft which
makes flights from one point in a for-
eign country to another such point, as
long as such aircraft returns to the
United States with some degree of fre-
quency;

(ii) Rolling stock, of a domestic rail-
road corporation subject to part I of
the Interstate Commerce Act, which is
used within and without the United
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States. For purposes of this subpara-
graph, the term ‘‘rolling stock’’ means
locomotives, freight and passenger
train cars, floating equipment, and
miscellaneous transportation equip-
ment on wheels, the expenditures for
which are chargeable (or, in the case of
leased property, would be chargeable)
to the equipment investment accounts
in the uniform system of accounts for
railroad companies prescribed by the
Interstate Commerce Commission;

(iii) Any vessel documented under
the laws of the United States which is
operated in the foreign or domestic
commerce of the United States. A ves-
sel is documented under the laws of the
United States if it is registered, en-
rolled, or licensed under the laws of the
United States by the Commandant,
U.S. Coast Guard. Vessels operated in
the foreign or domestic commerce of
the United States include those docu-
mented for use in foreign trade, coast-
wise trade, or fisheries;

(iv) Any motor vehicle of a United
States person (as defined in section
7701(a)(30)) which is operated to and
from the United States with some de-
gree of frequency;

(v) Any container of a United States
person which is used in the transpor-
tation of property to and from the
United States;

(vi) Any property (other than a vessel
or an aircraft) of a U.S. person which is
used for the purpose of exploring for,
developing, removing, or transporting
resources from the outer Continental
Shelf (within the meaning of section 2
of the Outer Continental Shelf Lands
Act, as amended and supplemented; 43
U.S.C. 1331). Thus for example, offshore
drilling equipment may be section 38
property;

(vii) Any property placed in service
after December 31, 1965 which (a) is
owned by a domestic corporation
(other than a corporation entitled to
the benefits of section 931 or 934(b)) or
by a United States citizen (other than
a citizen entitled to the benefits of sec-
tion 931, 932, 933, or 934(c)), and (b) is
used predominantly in a possession of
the United States during the taxable
year by such a corporation or such a
citizen, or by a corporation created or
organized in, or under the law of, a pos-
session of the United States. Thus,

property placed in service after Decem-
ber 31, 1965, which is owned by a domes-
tic corporation not entitled to the ben-
efits of section 931 or 934(b), which is
leased to a corporation organized under
the laws of a U.S. possession, and
which is used by such lessee predomi-
nantly in a possession of the United
States may qualify as section 38 prop-
erty. However, property which is owned
by a corporation not entitled to the
benefits of section 931 or 934(b) but
which is leased to a domestic corpora-
tion entitled to such benefits would not
qualify as section 38 property. The de-
termination of whether property is
used predominantly in a possession of
the United States during the taxable
year shall be made under principles
similar to those described in subpara-
graph (1) of this paragraph. For exam-
ple, if a machine is placed in service in
a possession of the United States on
July 1, 1966, by a calendar year tax-
payer and if it is physically located in
such a possession during more than 50
percent of the period beginning on July
1, 1966 and ending on December 31, 1966,
then such machine shall be considered
used predominantly in a possession of
the United States during the taxable
year 1966;

(viii) Any communications satellite
(as defined in section 103(3) of the Com-
munications Satellite Act of 1962, 47
U.S.C., sec. 702(3)), or any interest
therein, of a U.S. person;

(ix) Any cable which is property de-
scribed in section 50, or any interest
therein, of a domestic corporation en-
gaged in furnishing telephone service
to which section 46(c)(3)(B)(iii) applies
(or of a wholly owned domestic subsidi-
ary of such corporation), if such cable
is part of a submarine cable system
which constitutes part of a commu-
nications link exclusively between the
United States and one or more foreign
countries; and

(x) Any property described in section
50 (other than a vessel or an aircraft) of
a U.S. person which is used in inter-
national or territorial waters for the
purpose of exploring for, developing,
removing, or transporting resources
from ocean waters or deposits under
such waters.
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(h) Property used for lodging—(1) In
general. (i) Except as provided in sub-
paragraph (2) of this paragraph, the
term ‘‘section 38 property’’ does not in-
clude property which is used predomi-
nantly to furnish lodging or is used
predominantly in connection with the
furnishing of lodging during the tax-
able year. Property used in the living
quarters of a lodging facility, including
beds and other furniture, refrigerators,
ranges, and other equipment, shall be
considered as used predominantly to
furnish lodging. The term ‘‘lodging fa-
cility’’ includes an apartment house,
hotel, motel, dormitory, or any other
facility (or part of a facility) where
sleeping accommodations are provided
and let, except that such term does not
include a facility used primarily as a
means of transportation (such as an
aircraft, vessel, or a railroad car) or
used primarily to provide medical or
convalescent services, even though
sleeping accommodations are provided.

(ii) Property which is used predomi-
nantly in the operation of a lodging fa-
cility or in serving tenants shall be
considered used in connection with the
furnishing of lodging, whether fur-
nished by the owner of the lodging fa-
cility or another person. Thus, for ex-
ample, lobby furniture, office equip-
ment, and laundry and swimming pool
facilities used in the operation of an
apartment house or in serving tenants
would be considered used predomi-
nantly in connection with the furnish-
ing of lodging. However, property
which is used in furnishing, to the
management of a lodging facility or its
tenants, electrical energy, water, sew-
age disposal services, gas, telephone
service, or other similar services shall
not be treated as property used in con-
nection with the furnishing of lodging.
Thus, such items as gas and electric
meters, telephone poles and lines, tele-
phone station and switchboard equip-
ment, and water and gas mains, fur-
nished by a public utility would not be
considered as property used in connec-
tion with the furnishing of lodging.

(iii) Notwithstanding any other pro-
vision of this paragraph (h), in the case
of a qualified rehabilitated building
(within the meaning of section 48(g)(1)
and § 1.48–12(b)), expenditures for prop-
erty resulting in basis described in sec-

tion 48(a)(1)(E) shall not be treated as
section 38 property to the extent that
such property is attributable to a por-
tion of the building that is used for
lodging or in connection with lodging.
For example, if expenditures are in-
curred to rehabilitate a five story
qualified rehabilitated building, three
floors of which are used for apartments
and two floors of which are used as
commercial office space, the portion of
the basis of the building attributable
to qualified rehabilitated expenditures
attributable to the commercial part of
the building shall not be considered to
be expenditures for property, or in con-
nection with property, used predomi-
nantly for lodging. Allocation of ex-
penditures between the two portions of
the building are to be made using the
principles contained in § 1.48–
12(C)(10)(ii).

(2) Exceptions—(i) Nonlodging commer-
cial facility. A nonlodging commercial
facility which is available to persons
not using the lodging facility on the
same basis as it is available to the ten-
ants of the lodging facility shall not be
treated as property which is used pre-
dominantly to furnish lodging or pre-
dominantly in connection with the fur-
nishing of lodging. Examples of non-
lodging commercial facilities include
restaurants, drug stores, grocery
stores, and vending machines located
in a lodging facility.

(ii) Property used by a hotel or motel.
Property used by a hotel, motel, inn, or
other similar establishment, in connec-
tion with the trade or business of fur-
nishing lodging shall not be considered
as property which is used predomi-
nantly to furnish lodging or predomi-
nantly in connection with the furnish-
ing of lodging, provided that the pre-
dominant portion of the living accom-
modations in the hotel, motel, etc., is
used by transients during the taxable
year. For purposes of the preceding
sentence, the term ‘‘predominant por-
tion’’ means ‘‘more than one-half’’.
Thus, if more than one-half of the liv-
ing quarters of a hotel, motel, inn, or
other similar establishment is used
during the taxable year to accommo-
date tenants on a transient basis, none
of the property used by such hotel,
motel, etc., in the trade or business of
furnishing lodging shall be considered
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as property which is used predomi-
nantly to furnish lodging or predomi-
nantly in connection with the furnish-
ing of lodging. Accommodations shall
be considered used on a transient basis
if the rental period is normally less
than 30 days.

(iii) Coin-operated machines. In the
case of property which is described in
section 50, coin-operated vending ma-
chines and coin-operated washing ma-
chines and dryers shall not be consid-
ered as property which is used predomi-
nantly to furnish lodging or predomi-
nantly in connection with the furnish-
ing of lodging.

(iv) Certified historic structures. For
purposes of this paragraph (h), regard-
less of the actual use of a certified his-
toric structure, that portion of the
basis of such certified historic struc-
ture which is attributable to qualified
rehabilitation expenditures (as defined
in § 1.48–12(c)) shall not be considered as
property which is either used predomi-
nantly to furnish lodging or predomi-
nantly in connection with the furnish-
ing of lodging. Accordingly, such por-
tion of the basis may qualify as section
38 property. (For the definition of ‘‘cer-
tified historic structure,’’ see section
48(g)(3) and § 1.48–12(d).)

(i) [Reserved]
(j) Property used by certain tax-exempt

organizations. The term ‘‘section 38
property’’ does not include property
used by an organization (other than a
cooperative described in section 521)
which is exempt from the tax imposed
by chapter 1 of the Code unless such
property is used predominantly in an
unrelated trade or business the income
of which is subject to tax under section
511. If such property is debt-financed
property as defined in section 514(b),
the basis or cost of such property for
purposes of computing qualified invest-
ment under section 46(c) shall include
only that percentage of the basis or
cost which is the same percentage as is
used under section 514(a), for the year
the property is placed in service, in
computing the amount of gross income
to be taken into account during such
taxable year with respect to such prop-
erty. The term ‘‘property used by an
organization’’ means (1) property
owned by the organization (whether or
not leased to another person), and (2)

property leased to the organization.
Thus, for example, a data processing or
copying machine which is leased to an
organization exempt from tax would be
considered as property used by such or-
ganization. Property (unless used pre-
dominantly in an unrelated trade or
business) leased by another person to
an organization exempt from tax or
leased by such an organization to an-
other person is not section 38 property
to either the lessor or the lessee, and in
either case the lessor may not elect
under § 1.48–4 to treat the lessee of such
property as having purchased such
property for purposes of the credit al-
lowed by section 38. This paragraph
shall not apply to property leased on a
casual or short-term basis to an orga-
nization exempt from tax.

(k) Property used by governmental
units. The term ‘‘section 38 property’’
does not include property used by the
United States, any State (including the
District of Columbia) or political sub-
division thereof, any international or-
ganization (as defined in section
7701(a)(18)) other than the Inter-
national Telecommunications Satellite
Consortium or any successor organiza-
tion, or any agency or instrumentality
of the United States, of any State or
political subdivision thereof, or of any
such international organization. The
term ‘‘property used by the United
States, etc.’’ means (1) property owned
by any such governmental unit (wheth-
er or not leased to another person), and
(2) property leased to any such govern-
mental unit. Thus, for example, a data
processing or copying machine which is
leased to any such governmental unit
would be considered as property used
by such governmental unit. Property
leased by another person to any such
governmental unit or leased by such
governmental unit to another person is
not section 38 property to either the
lessor or the lessee, and in either case
the lessor may not elect under § 1.48–4
to treat the lessee of such property as
having purchased such property for
purposes of the credit allowed by sec-
tion 38. This paragraph shall not apply
to property leased on a casual or short-
term basis to any such governmental
unit.

(l) [Reserved]
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(m) Elevators and escalators—(1) In
general. Under section 48(a)(1)(C), an el-
evator or escalator qualifies as section
38 property if—

(i) The construction, reconstruction,
or erection of the elevator or escalator
is completed by the taxpayer after
June 30, 1963, or

(ii) The elevator or escalator is ac-
quired after June 30, 1963, and the
original use of such elevator or esca-
lator commences with the taxpayer
and commences after such date.
In the case of construction, reconstruc-
tion, or erection of an elevator or esca-
lator commenced before January 1,
1962, and completed after June 30, 1963,
there shall be taken into account in de-
termining the qualified investment
under section 46(c) only that portion of
the basis which is properly attributable
to construction, reconstruction, or
erection after December 31, 1961. Fur-
ther, if the construction, reconstruc-
tion, or erection of such property is
commenced after December 31, 1961,
and is completed after June 30, 1963,
the entire basis of the elevator or esca-
lator shall be taken into account in de-
termining qualified investment under
section 46(c). Also, if an elevator or es-
calator is reconstructed by the tax-
payer after June 30, 1963, the basis at-
tributable to such reconstruction may
be taken into account in determining
the qualified investment under section
46(c), irrespective of the fact that the
original construction or erection of
such elevator or escalator may have
occurred before January 1, 1962. Para-
graph (b) of § 1.48–2 shall be applied in
determining the date of acquisition,
original use, and basis attributable to
construction, reconstruction, or erec-
tion.

(2) Definition of elevators and esca-
lators. For purposes of this section the
term ‘‘elevator’’ means a cage or plat-
form and its hoisting machinery for
conveying persons or freight to or from
different levels and functionally relat-
ed equipment which is essential to its
operation. The term includes, for ex-
ample, guide rails and cables, motors
and controllers, control panels and
landing buttons, and elevator gates and
doors, which are essential to the oper-
ation of the elevator. The term ‘‘eleva-
tor’’ does not, however, include a struc-

ture which is considered a building for
purposes of the investment credit. The
term ‘‘escalator’’ means a moving
staircase and functionally related
equipment which is essential to its op-
eration. For purposes of determining
qualified investment under section
46(c) and § 1.46–3, the basis of an eleva-
tor or escalator does not include the
cost of any structural alterations to
the building, such as the cost of con-
structing a shaft or of making alter-
ations to the floor, walls, or ceiling,
even though such alterations may be
necessary in order to install or mod-
ernize the elevator or escalator.

(3) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. If an elevator with a total basis
of $100,000 is completed after June 30, 1963,
and the portion attributable to construction
by the taxpayer after December 31, 1961, is
determined by engineering estimates or by
cost accounting records to be $30,000, only
the $30,000 portion may be taken into ac-
count as an investment in new section 38
property in computing qualified investment.

Example 2. If construction of an elevator
with a total basis of $90,000 is commenced by
the taxpayer after December 31, 1961, and is
completed after June 30, 1963, the entire
basis of $90,000 may be taken into account as
an investment in new section 38 property.

Example 3. The facts are the same as in ex-
ample 2 except that construction of the ele-
vator was completed before June 30, 1963.
The elevator is not considered to be section
38 property.

Example 4. In 1964, a taxpayer reconditions
an elevator, which had been constructed and
placed in service in 1962 and which had an ad-
justed basis in 1964 of $75,000. The cost of re-
conditioning amounts to an additional
$50,000. The basis of the elevator which may
be taken into account in computing qualified
investment in section 38 property is $50,000,
irrespective of whether the taxpayer con-
tracts to have it reconditioned or recondi-
tions it himself, and irrespective of whether
the materials used in the process are new in
use.

(n) Amortized property. Any property
with respect to which an election under
167(k), 169, 184, 187, or 188 applies shall
not be treated as section 38 property.
In the case of any property to which
section 169 applies, the preceding sen-
tence shall apply only to so much of
the adjusted basis of the property as
(after the application of section 169(f))
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constitutes the amortizable basis for
purposes of section 169. This paragraph
shall not apply to property with re-
spect to which an election under sec-
tion 167(k), 184, 187, or 188 applies un-
less such property is described in sec-
tion 50.

(o) [Reserved]
(p) Qualified timber property. (1) Quali-

fied timber property (within the mean-
ing of section 194(c)(1)) shall be treated
as section 38 property to the extent of
the portion of the basis of such prop-
erty which is the amortizable basis (as
defined in § 1.194–3(b)) acquired during
the taxable year and taken into ac-
count under section 194 (after applying
the limitation of section 194(b)(1)).
Such amortizable basis shall qualify as
section 38 property whether or not an
election is made under section 194.
However, any portion of such amortiz-
able basis which is attributable to
property which otherwise qualifies as
section 38 property shall not be treated
as section 38 property under section
48(a)(1)(F) and this paragraph. For ex-
ample, amortizable basis attributable
to depreciation on equipment would
not qualify as section 38 property
under this paragraph if such equipment
qualifies as section 38 property under
sections 48(a)(1) (A) or (B). In determin-
ing the portion of amortizable basis
which qualifies as section 38 property
under this paragraph, the reduction in
amortizable basis to account for depre-
ciation sustained with respect to prop-
erty used in the reforestation process
(which otherwise qualifies as section 38
property) shall be applied before the
$10,000 limitation on eligible costs
under section 194(b)(1). For example, if
in a taxable year a taxpayer incurs
qualifying reforestation costs resulting
in $12,000 of amortizable basis with re-
spect to property for which an election
is in effect, and $2,000 of these costs are
attributable to depreciation of the tax-
payer’s equipment, such $12,000 would
first be reduced by the $2,000 of depre-
ciation, and the $10,000 limitation
under section 194(b)(1) would be applied
following such reduction.

(2) If a taxpayer makes an election to
amortize reforestation expenditures
under section 194, and allocates the
$10,000 limitation among more than one
property under § 1.194–2(b)(2), then such

allocation shall apply for purposes of
determining the amortizable basis that
qualifies as section 38 property under
paragraph (p)(1) of this section. If no
election is made under section 194, the
taxpayer may select the manner in
which the $10,000 limitation is to be al-
located among the qualified timber
properties.

(Sec. 38(b), 76 Stat. 963; 26 U.S.C. 38; secs. 194
(94 Stat. 1989; 26 U.S.C. 194) and 7805 (68A
Stat. 917, 26 U.S.C. 7805) of the Internal Reve-
nue Code of 1954)

[T.D. 6731, 29 FR 6073, May 8, 1964, as amend-
ed by T.D. 6838, 30 FR 9060, July 20, 1965; T.D.
6958, 33 FR 9171, June 21, 1968; T.D. 6971, 33 FR
12899, Sept. 12, 1968; T.D. 7203, 37 FR 17129,
Aug. 25, 1972; T.D. 7229, 37 FR 28142, Dec. 21,
1972; T.D. 7927, 48 FR 55849, Dec. 16, 1983; T.D.
8031, 50 FR 26697, June 28, 1985; T.D. 8233, 53
FR 39592, Oct. 11, 1988; T.D. 8474, 58 FR 25557,
Apr. 27, 1993; 59 FR 1476, Jan. 11, 1994]

§ 1.48–2 New section 38 property.

(a) In general. Section 48(b) defines
‘‘new section 38 property’’ as section 38
property—

(1) The construction, reconstruction,
or erection of which is completed by
the taxpayer after December 31, 1961, or

(2) Which is acquired by the taxpayer
after December 31, 1961, provided that
the original use of such property com-
mences with the taxpayer and com-
mences after such date.

In the case of construction, reconstruc-
tion, or erection of such property com-
menced before January 1, 1962, and
completed after December 31, 1961,
there shall be taken into account as
the basis of new section 38 property in
determining qualified investment only
that portion of the basis which is prop-
erly attributable to contruction, recon-
struction, or erection after December
31, 1961. See § 1.48–1 for the definition of
section 38 property.

(b) Special rules for determining date of
acquisition, original use, and basis attrib-
utable to construction, reconstruction, or
erection. For purposes of paragraph (a)
of this section, the principles set forth
in paragraphs (a) (1) and (2) of § 1.167(c)–
1 shall be applied. Thus, for example,
the following rules are applicable:

(1) Property is considered as con-
structed, reconstructed, or erected by
the taxpayer if the work is done for
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him in accordance with his specifica-
tions.

(2) The portion of the basis of prop-
erty attributable to construction, re-
construction, or erection after Decem-
ber 31, 1961, consists of all costs of con-
struction, reconstruction, or erection
allocable to the period after December
31, 1961, including the cost or other
basis of materials entering into such
work (but not including, in the case of
reconstruction of property, the ad-
justed basis of the reconstructed prop-
erty as of the time such reconstruction
is commenced).

(3) It is not necessary that materials
entering into construction, reconstruc-
tion, or erection be acquired after De-
cember 31, 1961, or that they be new in
use.

(4) If construction or erection by the
taxpayer began after December 31, 1961,
the entire cost or other basis of such
construction or erection may be taken
into account as the basis of new sec-
tion 38 property.

(5) Construction, reconstruction, or
erection by the taxpayer begins when
physical work is started on such con-
struction, reconstruction, or erection.

(6) Property shall be deemed to be ac-
quired when reduced to physical pos-
session, or control.

(7) The term ‘‘original use’’ means
the first use to which the property is
put, whether or not such use cor-
responds to the use of such property by
the taxpayer. For example, a recondi-
tioned or rebuilt machine acquired by
the taxpayer will not be treated as
being put to original use by the tax-
payer. The question of whether prop-
erty is reconditioned or rebuilt prop-
erty is a question of fact. Property will
not be treated as reconditioned or re-
built merely because it contains some
used parts.
If the cost of reconstruction may prop-
erly either be capitalized and recovered
through depreciation or charged
against the depreciation reserve, such
cost may be taken into account as the
basis of new section 38 property even
though it is charged against the depre-
ciation reserve.

(c) Examples. This section may be il-
lustrated by the following examples:

Example 1. If a machine with a total cost of
$100,000 is completed after December 31, 1961,

and the portion attributable to construction
by the taxpayer after December 31, 1961, is
determined by engineering estimates or by
cost accounting records to be $30,000, the
$30,000 amount shall be taken into account
by the taxpayer in computing qualified in-
vestment in new section 38 property.

Example 2. In 1965, a taxpayer reconditions
a machine, which he constructed and placed
in service in 1962 and which has an adjusted
basis in 1965 of $10,000. The cost of recondi-
tioning amounts to an additional $20,000. The
basis of the machine which shall be taken
into account in computing qualified invest-
ment in new section 38 property for 1965 is
$20,000, whether he contracts to have it re-
conditioned or reconditions it himself, and
irrespective of whether the materials used
for reconditioning are new in use.

Example 3. In 1961, a taxpayer pays the en-
tire purchase price of $10,000 for section 38
property to be delivered in 1962. In 1962 he
takes possession of the property and com-
mences the original use of the asset in that
year. The $10,000 amount shall be taken into
account in computing qualified investment
in new section 38 property for 1962.

Example 4. A taxpayer, instead of recondi-
tioning his old machine, buys a ‘‘factory re-
conditioned’’ or ‘‘rebuilt’’ machine in 1962 to
replace it. The reconditioned or rebuilt ma-
chine is not new section 38 property since
such taxpayer is not the first user of the ma-
chine. See, however, § 1.48–3 (relating to used
section 38 property).

Example 5. In 1962, a taxpayer buys from X
for $20,000 an item of section 38 property
which has been previously used by X. The
taxpayer in 1962 makes an expenditure on
the property of $5,000 of the type that must
be capitalized. Regardless of whether the
$5,000 is added to the basis of such property
or is capitalized in a separate account, such
amount shall be taken into account by the
taxpayer in computing qualified investment
in new section 38 property for 1962. No part of
the $20,000 purchase price may be taken into
account for such purpose. See, however,
§ 1.48–3 (relating to used section 38 property).

(d) Special rule for qualified rehabili-
tated buildings. Notwithstanding the
rules in paragraphs (a) through (c) of
this section, that portion of the basis
of a qualified rehabilitated building at-
tributable to qualified rehabilitation
expenditures is treated as new section
38 property. See section 48(a)(1)(E) and
(g), and § 1.48–11.

[T.D. 6731, 29 FR 6076, May 8, 1964, as amend-
ed by T.D. 8031, 50 FR 26698, June 28, 1985]
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§ 1.48–3 Used section 38 property.

(a) In general. (1) Section 48(c) pro-
vides that ‘‘used section 38 property’’
means section 38 property acquired by
purchase after December 31, 1961, which
is not ‘‘new section 38 property.’’ See
§§ 1.48–1 and 1.48–2, respectively, for
definitions of section 38 property and
new section 38 property. In determin-
ing whether property is acquired by
purchase, the provisions of paragraph
(c)(1) of § 1.179–3 shall apply, except
that (i) ‘‘1961’’ shall be substituted for
‘‘1957’’, and (ii) the definition of ‘‘com-
ponent member’’ of a controlled group
of corporations in paragraph (d)(4) of
this section shall be substituted for the
definition of such term in paragraph (e)
of § 1.179–3.

(2)(i) Property shall not qualify as
used section 38 property if, after its ac-
quisition by the taxpayer, it is used by
(a) a person who used such property be-
fore such acquisition, or (b) a person
who bears a relationship described in
section 179(d)(2) (A) or (B) to a person
who used such property before such ac-
quisition. Thus, for example, if prop-
erty is used by a person and is later
sold by him under a sale and lease-back
arrangement, such property in the
hands of the purchaser-lessor is not
used section 38 property because the
property, after its acquisition, is being
used by the same person who used it
before its acquisition. Similarly, where
a lessee has been leasing property and
subsequently purchases it (whether or
not the lease contains an option to pur-
chase), such property is not used sec-
tion 38 property with respect to the
purchaser because the property is being
used by the same person who used it
before its acquisition. In addition, if
property owned by a lessor is sold sub-
ject to the lease, or is sold upon the
termination of the lease, the property
will not qualify as used section 38 prop-
erty with respect to the purchaser if,
after the purchase, the property is used
by a person who used the property as a
lessee before the purchase.

(ii) For purposes of applying subdivi-
sion (i) of this subparagraph, property
shall not be considered as used by a
person before its acquisition if such
property was used only on a casual
basis by such person.

(iii) In determining whether a person
bears a relationship described in sec-
tion 179(d)(2) (A) or (B) to a person who
used property before its acquisition by
the taxpayer, the provisions of para-
graphs (c)(1) (i) and (ii) of § 1.179–3 shall
apply, except that the definition of
‘‘component member’’ of a controlled
group of corporations in paragraph
(d)(4) of this section shall be sub-
stituted for the definition of such term
in paragraph (e) of § 1.179–3.

(3) The provisions of this paragraph
may be illustrated by the following ex-
amples:

Example 1. Corporation P acquires prop-
erties 1 and 2 in 1960 and uses them in its
trade or business until 1962. In 1962, corpora-
tion P sells such properties to corporation Y,
which leases back property 1 to corporation
P and leases property 2 to corporation S, a
wholly owned subsidiary of corporation P.
Property 1 is not used section 38 property in
the hands of corporation Y because, after its
acquisition by corporation Y, it is used by a
person (corporation P) who used it prior to
such acquisition. Property 2 is not used sec-
tion 38 property because, after its acquisi-
tion by corporation Y, it is used by a person
(corporation S) who is related, within the
meaning of section 179(d)(2)(B), to a person
(corporation P) who used it before such ac-
quisition.

Example 2. In 1962, corporation L leases
property from corporation M. In 1964, cor-
poration L acquires the property that it pre-
viously had been leasing. The property ac-
quired by corporation L is not used section
38 property because such property is used
after such acquisition by the same person
(corporation L) who used the property before
its acquisition (corporation L).

Example 3. Corporation X buys property in
1962 and leases such property to corporation
Y. Corporation X in 1965 sells the property to
A subject to the lease. The property acquired
by A is not used section 38 property if such
property continues to be used by corporation
Y, because corporation Y used the property
before its acquisition by A.

Example 4. A owns a bulldozer which he
rents out to a number of different users, in-
cluding B. In 1962, B used the bulldozer from
February 16 to March 12 and again on Octo-
ber 15 and 16. B purchases the bulldozer from
A on December 1, 1962. The prior use of the
property by B does not disqualify such prop-
erty as used section 38 property to B, be-
cause he used such property only on a casual
basis prior to its purchase.

(b) Cost. (1) The cost of used section
38 property is equal to the basis of such
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property, but does not include so much
of such basis as is determined by ref-
erence to the adjusted basis of other
property (whether or not section 38
property) held at any time by the tax-
payer acquiring such used section 38
property.

(2) If property (whether or not sec-
tion 38 property) is disposed of by the
taxpayer (other than by reason of its
destruction or damage by fire, storm,
shipwreck, or other casualty, or its
theft) and used section 38 property
similar or related in service or use is
acquired as a replacement therefor in a
transaction in which the basis of the
replacement property is not deter-
mined by reference to the adjusted
basis of the property replaced, then the
cost of the used section 38 property so
acquired shall be its basis reduced by
the adjusted basis of the property re-
placed. The preceding sentence shall
apply only if the taxpayer acquires (or
enters into a contract to acquire) the
replacement property within a period
of 60 days before or after the date of
the disposition.

(3) Notwithstanding subparagraphs
(1) and (2) of this paragraph, the cost of
used section 38 property shall not be
reduced with respect to the adjusted
basis of any property disposed of if, by
reason of section 47, such disposition
resulted in an increase of tax or a re-
duction of investment credit
carrybacks or carryovers described in
section 46(b).

(4) The provisions of this paragraph
may be illustrated by the following ex-
amples:

Example 1. In 1972, A acquires machine 2 (an
item of used section 38 property which has a
sales price of $5,600) by trading in machine 1
(an item of section 38 property acquired in
1962), and by paying an additional $4,000 cash.
The adjusted basis of machine 1 is $1,600.
Under the provisions of sections 1012 and
1031(d), the basis of machine 2 is $5,600 ($1,600
adjusted basis of machine 1 plus cash ex-
pended of $4,000). The cost of machine 2
which may be taken into account in comput-
ing qualified investment for 1972 is $4,000
(basis of $5,600 less $1,600 adjusted basis of
machine 1).

Example 2. The facts are the same as in ex-
ample 1 except that machine 2 has a sales
price of $6,000. The trade-in allowance on ma-
chine 1 is $2,000. The result is the same as in
example 1, that is, the basis of machine 2 is

$5,600 ($1,600 plus $4,000); therefore, the cost
of machine 2 which may be taken into ac-
count in computing qualified investment for
1972 is $4,000 (basis of $5,600 less $1,600 ad-
justed basis of machine 1).

Example 3. On September 18, 1962, B sells
truck 1, which he acquired in 1961 and which
has an adjusted basis in his hands of $1,200.
On October 15, 1962, he purchases for $2,000
truck 2 (an item of used section 38 property)
as a replacement therefor. The cost of truck
2 which may be taken into account in com-
puting qualified investment is $800 ($2,000
less $1,200).

Example 4. In 1962, C acquires property 1, an
item of new section 38 property with a basis
of $12,000 and a useful life of eight years or
more. He is allowed a credit under section 38
of $840 (7 percent of $12,000) with respect to
such property. In 1968, C acquires property 2
(an item of used section 38 property) by trad-
ing in property 1 and by paying an additional
amount in cash. Section 47(a) applies to the
disposition of property 1 and C’s tax liability
for 1968 is increased by $280. Since the appli-
cation of section 47(a) results in an increase
in tax, for purposes of computing qualified
investment the cost of property 2 is not re-
duced by any part of the adjusted basis of
the property traded in.

(c) Dollar limitation—(1) In general.
Section 48(c)(2) provides that the ag-
gregate cost of used section 38 property
which may be taken into account for
any taxable year in computing quali-
fied investment under section
46(c)(1)(B) shall not exceed $50,000. If
the total cost of used section 38 prop-
erty exceeds $50,000, there must be se-
lected, in the manner provided in sub-
paragraph (4) of this paragraph, the
particular items of used section 38
property the cost of which is to be
taken into account in computing quali-
fied investment. The cost of used sec-
tion 38 property that may be taken
into account by a person in applying
the $50,000 limitation for any taxable
year includes not only the cost of used
section 38 property placed in service by
such person during such taxable year,
but also the cost of used section 38
property apportioned to such person.
For purposes of this section, the cost of
used section 38 property apportioned to
any person means the cost of such
property apportioned to him by a trust,
estate, or electing small business cor-
poration (as defined in section 1371(b)),
and his share of the cost of partnership
used section 38 property, with respect
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to the taxable year of such trust, es-
tate, corporation or partnership ending
with or within such person’s taxable
year. Thus, if an individual places in
service during his taxable year used
section 38 property with a cost of
$25,000, if the cost of used section 38
property apportioned to him by an
electing small business corporation for
such year is $30,000, and if his share for
such year of the cost of used section 38
property placed in service by a partner-
ship is $20,000, he may select from the
used section 38 property with a total
cost of $75,000 the particular used sec-
tion 38 property the cost of which he
wishes to take into account. No part of
the excess of $25,000 ($75,000 cost minus
$50,000 annual limitation) may be
taken into account in any other tax-
able year. For determining the amount
of the cost to be apportioned by an
electing small business corporation,
see paragraph (a)(2) of § 1.48–5; in the
case of estates and trusts, see para-
graph (a)(2) of § 1.48–6. See paragraph
(e) of this section for application of
$50,000 limitation in the case of affili-
ated groups.

(2) Married individuals filing separate
returns. In the case of a husband or wife
who files a separate return, the aggre-
gate cost of used section 38 property
which may be taken into account for
the taxable year to which such return
relates cannot exceed $25,000. The pre-
ceding sentence shall not apply, how-
ever, unless the taxpayer’s spouse
places in service (or is apportioned the
cost of) used section 38 property for the
taxable year of such spouse which ends
with or within the taxpayer’s taxable
year. Thus, if a husband and wife who
file separate returns on a calendar year
basis both place in service used section
38 property during the taxable year,
the maximum cost of used section 38
property which may be taken into ac-
count by each is $25,000. However, in
such case, if only one spouse places in
service (or is apportioned the cost of)
used section 38 property during the
taxable year, such spouse may take
into account a maximum of $50,000 for
such year. The determination of wheth-
er an individual is married shall be
made under the principles of section
143 and the regulations thereunder.

(3) Partnerships. In the case of a part-
nership, the aggregate cost of used sec-
tion 38 property placed in service by
the partnership (or apportioned to the
partnership) which may be taken into
account by the partners with respect to
any taxable year of the partnership
may not exceed $50,000. If such aggre-
gate cost exceeds $50,000, the partner-
ship must make a selection in the man-
ner provided in subparagraph (4) of this
paragraph. The $50,000 limitation ap-
plies to each partner, as well as to the
partnership.

(4) Selection of $50,000 cost. (i) If the
sum of (a) the cost of used section 38
property placed in service during the
taxable year by any person, (b) such
person’s share of the cost of partner-
ship used section 38 property placed in
service during the taxable year of a
partnership ending with or within such
person’s taxable year, and (c) the cost
of used section 38 property apportioned
to such person for such taxable year by
an electing small business corporation,
estate, or trust, exceeds $50,000, such
person must make a selection for such
taxable year in the manner provided in
subdivision (ii) of this subparagraph.

(ii) For purposes of computing quali-
fied investment (or, in the case of a
partnership, electing small business
corporation, estate, or trust, for pur-
poses of selecting used section 38 prop-
erty the cost of which may be taken
into account by the partners, share-
holders, or estate or trust and its bene-
ficiaries) any person to whom subdivi-
sion (i) of this subparagraph applies
must select a total cost of $50,000 from
(a) the cost of specific used section 38
property placed in service by such per-
son, (b) such person’s share of the cost
of specific used section 38 property
placed in service by a partnership and
(c) the cost of used section 38 property
apportioned to such person by an elect-
ing small business corporation, estate,
or trust. When a particular property is
selected, the entire cost (or entire
share of cost of a particular property in
the case of partnership property) of
such property must be taken into ac-
count unless, as a result of the selec-
tion of such particular property, the
$50,000 limitation is exceeded. Like-
wise, in the case of an apportionment
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from an electing small business cor-
poration, estate, or trust, when the
cost in a particular useful life category
is selected, the entire cost in such cat-
egory must be taken into account un-
less, as a result of the selection of such
cost, the $50,000 limitation is exceeded.
Thus, if a person places in service dur-
ing the taxable year three items of
used section 38 property, each with a
cost of $20,000, he must select the en-
tire cost of two of the items and only
$10,000 of the cost of the third item; he
may not select a portion of the cost of
each of the three items. The selection
by any person shall be made by taking
the cost of used section 38 property
into account in computing qualified in-
vestment (or in selecting the used sec-
tion 38 property the cost of which may
be taken into account by the partners,
etc.), and if such property was placed
in service by such person, he must
maintain records which permit specific
identification of any item of used sec-
tion 38 property selected.

(5) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. H, who operates a sole propri-
etorship, purchases and places in service in
1963 used section 38 property with a cost of
$60,000. His spouse, W, is a shareholder in an
electing small business corporation which
purchases and places in service during its fis-
cal year ending June 30, 1963, used section 38
property with a cost of $50,000. Both spouses
file separate returns on a calendar year
basis. W, as a 60 percent shareholder on the
last day of the taxable year of the corpora-

tion, is apportioned $30,000 (60 percent of
$50,000) of the cost of the used section 38
property placed in service by the corpora-
tion. The cost of used section 38 property
that may be taken into account by H on his
separate return is $25,000. The cost of used
section 38 property that may be taken into
account by W on her separate return is
$25,000. On the other hand, if the corporation
had made no investment in used section 38
property, H could take $50,000 of the $60,000
cost into account.

Example 2. Partners X, Y, and Z share the
profits and losses of partnership XYZ in the
ratio of 50 percent, 30 percent, and 20 per-
cent, respectively. The partnership and each
partner make returns on the basis of the cal-
endar year. Each partner also operates a sole
proprietorship. In 1963, the partnership and
the partners purchase and place in service
the following used section 38 property:

Property
Estimated
useful life

(years)
Cost

Partnership XYZ
Property No. 1 ................................ 9 $10,000
Property No. 2 ................................ 7 50,000
Property No. 3 ................................ 7 50,000
Property No. 4 ................................ 5 30,000

Partner X
Property No. 5 ................................ 6 30,000

Partner Y
Property No. 6 ................................ 10 60,000

Partner Z
Property No. 7 ................................ 4 36,000

(i) Selection by partnership. In accordance
with subparagraph (4)(ii) of this paragraph,
the partnership selects property No. 1 and
$40,000 of the cost of property No. 2 to be
taken into account. Therefore, each part-
ner’s share of cost of the property selected
by the partnership is as follows:

Property No.
Estimated
useful life

(years)

Selected
cost

Partner’s share of cost

X (50%) Y (30%) Z (20%)

1 ...................................................................................... 9 $10,000 $5,000 $3,000 $2,000
2 ...................................................................................... 7 40,000 20,000 12,000 8,000

Total ................................................................. .................... 50,000 25,000 15,000 10,000

(ii) Selection by partners. In accordance with
subparagraph (4)(ii) of this paragraph, the
partners make the following selections:
Partner X selects property No. 5 ($30,000), his
share of the cost of property No. 1 ($5,000),
and $15,000 of his share of the cost of prop-
erty No. 2. Partner Y selects $50,000 of the
cost of property No. 6, and no part of his
share of the cost of partnership property.

Partner Z, having an aggregate cost of used
section 38 property of only $46,000 (partner-
ship property of $10,000 and individually
owned property of $36,000), takes into ac-
count the entire $46,000.

(iii) Qualified investment of partner X. X’s
total qualified investment in used section 38
property for 1963 is $35,000, computed as fol-
lows:
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Property No.
Estimated
useful life

(years)

Selected
cost

Applicable
percentage

Qualified in-
vestment

1 ............................................................................................................. 9 $5,000 100 $5,000
2 ............................................................................................................. 7 15,000 662⁄3 10,000
5 ............................................................................................................. 6 30,000 662⁄3 20,000

Total ................................................................................................ .................... 50,000 .................... 35,000

(iv) Qualified investment of partner Y. Y’s
total qualified investment in used section 38
property for 1963 is $50,000 (100 percent of
$50,000) since he selected $50,000 of the cost of
property No. 6 which has a useful life of 8
years or more.

(v) Qualified investment of partner Z. Z’s
total qualified investment in used section 38
property for 1963 is $19,333, computed as fol-
lows:

Property No.
Estimated
useful life

(years)

Selected
cost

Applicable
percentage

Qualified in-
vestment

1 ............................................................................................................. 9 $2,000 100 $2,000
2 ............................................................................................................. 7 8,000 662⁄3 5,333
7 ............................................................................................................. 4 36,000 331⁄3 12,000

Total ................................................................................................ .................... 46,000 .................... 19,333

(d) Dollar limitation for component
members of a controlled group—(1) In gen-
eral. (i) Section 48(c)(2)(C) provides that
the $50,000 limitation on the cost of
used section 38 property which may be
taken into account for any taxable
year shall, in the case of component
members of a controlled group (as de-
fined in subparagraph (4) of this para-
graph) on a particular December 31, be
reduced for each such member by ap-
portioning the $50,000 amount among
such component members for their tax-
able years that include such December
31 in accordance with their respective
amounts of used section 38 property
which may be taken into account, that
is, in accordance with the total cost of
used section 38 property placed in serv-
ice by each such member during its
taxable year (without regard to the
$50,000 limitation or the applicable per-
centages to be applied in computing
qualified investment).

(ii) Except as otherwise provided in
this paragraph, the $50,000 amount
shall be apportioned among those cor-
porations which are component mem-
bers of the controlled group on a De-
cember 31. For the taxable year of each
such member which includes such De-
cember 31, the cost of used section 38
property taken into account in com-
puting qualified investment under sec-

tion 46(c)(1)(B) shall not exceed the
amount which bears the same ratio to
$50,000 as the cost of used section 38
property placed in service by such
member for such taxable year bears to
the total cost of used section 38 prop-
erty placed in service by all component
members of the controlled group for
their taxable years which include such
December 31.

(iii) If a component member of the
group makes its income tax return on
the basis of a 52–53-week taxable year,
the principles of section 441(f)(2)(A)(ii)
and paragraph (b)(1) of § 1.441–2 apply in
determining the last day of such a tax-
able year.

(2) Statement by the ‘‘filing member’’.
For purposes of this paragraph, the
term ‘‘filing member’’ with respect to a
particular December 31 means the
member (or members) of a controlled
group which has, among those mem-
bers of the group which are appor-
tioned part of the $50,000 amount for
their taxable years which include such
December 31, the taxable year includ-
ing such December 31 which ends on
the earliest date. The filing member of
the group shall attach to its income
tax return a statement containing the
name, address, and employer identi-
fication number of each component
member of the controlled group on
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such December 31 and a schedule show-
ing the computation of the apportion-
ment of the $50,000 amount among the
component members of the group. Each
such other member shall retain as part
of its records a copy of the statement
containing the apportionment sched-
ule. Except as otherwise provided in
subparagraph (3)(ii) of this paragraph,
each member which is apportioned part
of the $50,000 amount shall take such
apportioned amount into account in
filing its return for its taxable year
which includes such December 31.

(3) Estimate of used section 38 property
to be placed in service. (i) For purposes
of subparagraphs (1) and (2) of this
paragraph, if on the date (including ex-
tensions of time) for filing the income
tax return of the filing member of the
group with respect to a particular De-
cember 31, the total cost of used sec-
tion 38 property actually placed in
service by any component member of
the group during such member’s tax-
able year that includes such December
31 is not known, then such member
shall estimate such cost. The estimate
shall be made on the basis of the facts
and circumstances known as of the
time of the estimate. Any such esti-
mate shall also be used in determining
the total cost of used section 38 prop-
erty placed in service by all component
members for their taxable years in-
cluding such December 31.

(ii) If an estimate is used by any
component member of a controlled
group pursuant to subdivision (i) of
this subparagraph, each member may
later file an original or amended return
in which the apportionment of the
$50,000 amount is based upon the cost of
used section 38 property actually
placed in service by all component
members of the group during their tax-
able year which include such December
31. Such amended apportionment shall
be made only if each component mem-
ber of the group whose limitation
would be changed files an original or
amended return which reflects the
amended apportionment based upon
the cost of the used section 38 property
actually placed in service by compo-
nent members of the group. In such
case, the new statement reflecting the
amended apportionment shall be at-
tached to the amended return of the

filing member of the group, and a copy
of such statement shall be retained by
each such member pursuant to the re-
quirements of subparagraph (2) of this
paragraph.

(4) Definitions of controlled group of
corporations and component member of
controlled group. For purposes of this
section, the terms ‘‘controlled group of
corporations’’ and ‘‘component mem-
ber’’ of a controlled group of corpora-
tions shall have the same meaning as-
signed to those terms in section 1563 (a)
and (b), except that the phrase ‘‘more
than 50 percent’’ shall be substituted
for the phrase ‘‘at least 80 percent’’
each place it appears in section
1563(a)(1). For purposes of applying
§ 1.1563–1(b)(2)(ii)(c), an electing small
business corporation shall be treated as
an excluded member whether or not it
is subject to the tax imposed by section
1378.

(5) Members of controlled group filing a
consolidated return. For the purpose of
apportioning the $50,000 amount in the
case of component members of a con-
trolled group which join in filing a con-
solidated return, all such members
shall be treated as though they were a
single component member of the con-
trolled group. Thus, in determining the
limitation on the cost of used section
38 property which may be taken into
account by the group filing the consoli-
dated return, the apportionment pro-
vided in subparagraph (1)(ii) of this
paragraph shall be made by using the
aggregate cost of such property placed
in service by all members of the group
filing the consolidated return. If all
component members of the controlled
group join in filing a consolidated re-
turn, the group may select the items to
be taken into account to the extent of
an aggregate cost of $50,000; if some
component members of the controlled
group do not join in filing the consoli-
dated return, then the members of the
group which join in filing the consoli-
dated return may select the items to be
taken into account to the extent of the
amount apportioned to such members
under subparagraph (1)(ii) of this para-
graph.

(6) Examples. This paragraph may be
illustrated by the following examples:
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Example 1. (i) On December 31, 1970, cor-
porations M, N, and O are component mem-
bers of the same controlled group. The tax-
able years of M, N, and O end, respectively,
on January 31, March 31, and April 30. During
the respective taxable years of each corpora-
tion which include December 31, 1970, M
places in service no used section 38 property,
and N and O place in service used section 38
property with respective costs of $100,000 and
$150,000. N is the ‘‘filing member’’ of the
group since N, among the members (N and O)
which are apportioned part of the $50,000
amount for their taxable years which include
such December 31, has the taxable year end-
ing on the earliest date.

(ii) The cost of used section 38 property
taken into account by N for its taxable year
ending March 31, 1971, may not exceed
$20,000, that is, an amount which bears the
same ratio to $50,000 as the cost of used sec-
tion 38 property placed in service by N for its
taxable year ($100,000) bears to the total cost
of used section 38 property placed in service
by all component members of the controlled
group (M, N, and O) for their taxable years
which include December 31, 1970 ($250,000).
Similarly, the cost of used section 38 prop-
erty taken into account by O for its taxable
year ending April 30, 1971, may not exceed
$30,000.

Example 2. (i) On December 31, 1971, cor-
porations S and T are component members of
the same controlled group. The taxable years
of corporations S and T end, respectively, on
January 31 and June 30. On April 15, 1972, S
files an income tax return for its taxable
year ending January 31, 1972, during which
year it places in service used section 38 prop-
erty costing $100,000. T estimates that it will
place in service used section 38 property
costing $150,000 during its taxable year end-
ing June 30, 1972.

(ii) S, the ‘‘filing member’’ of the group,
must file an apportionment schedule under
which it may take into account as the cost
of used section 38 property an amount not in
excess of $20,000 ($100,000/$250,000× $50,000). If
T actually places in service during its tax-
able year used section 38 property costing
more or less than $150,000, its income tax re-
turn for its taxable year ending June 30, 1972,
may reflect the amended apportionment of
the $50,000 limitation based upon the cost of
used section 38 property actually placed in
service by the group, provided that S at-
taches a new apportionment schedule to an
amended return to reflect the amended ap-
portionment. For example, if T places in
service used section 38 property costing
$200,000, the cost of used section 38 property
taken into account by S and T for their re-
spective taxable years could not exceed
$16,667 ($100,000/$300,000×$50,000) and $33,333
($200,000/$300,000×$50,000), respectively, under
an amended apportionment.

(Secs. 38(b) and 7805 of the Internal Revenue
Code of 1954 (76 Stat. 962, U.S.C. 38(b); 68A
Stat. 917; 26 U.S.C. 7805)

[T.D. 6731, 29 FR 6076, May 8, 1964, as amend-
ed by T.D. 7181, 37 FR 8064, Apr. 25, 1972; T.D.
7820, 47 FR 25139, June 10, 1982]

§ 1.48–4 Election of lessor of new sec-
tion 38 property to treat lessee as
purchaser.

(a) In general—(1) Lessee treated as
purchaser. Under section 48(d), a lessor
of property may elect to treat the les-
see of such property as having pur-
chased such property (or, in the case of
short-term lease property described in
subparagraph (2) of this paragraph, a
portion of such property) for purposes
of the credit allowed by section 38 if
the following conditions are satisfied:

(i) The property must be ‘‘section 38
property’’ in the hands of the lessor;
that is, it must be property with re-
spect to which depreciation (or amorti-
zation in lieu of depreciation) is allow-
able to the lessor, it must have a useful
life of 3 years (4 years in the case of
property which is not described in sec-
tion 50) or more in his hands, and in
every other respect it must meet the
requirements of § 1.48–1. Thus, for ex-
ample, property leased by a municipal-
ity to a taxpayer for use in what is
commonly known as an ‘‘industrial
park’’ is not eligible for the election
since, under paragraph (k) of § 1.48–1,
property used by a governmental unit
is not section 38 property. In addition,
property used by the lessee predomi-
nantly outside the United States is not
eligible for the election since, under
paragraph (g) of § 1.48–1, such property
is not section 38 property. For purposes
of this subdivision, if the lessor is an
estate or trust, depreciation (or amor-
tization in lieu of depreciation) will be
considered allowable to the estate or
trust even if it is apportioned to the
beneficiaries or other persons.

(ii) The property must be ‘‘new sec-
tion 38 property’’ (within the meaning
of § 1.48–2) in the hands of the lessor,
and the original use of such property
must commence with the lessor. See
paragraph (b) of this section for the ap-
plication of the rules relating to
‘‘original use’’ in the case of leased
property.

(iii) The property would constitute
‘‘new section 38 property’’ to the lessee
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if such lessee had actually purchased
the property. Thus, the election is not
available if the lessee is not the origi-
nal user of the property. See paragraph
(b) of this section for the application of
the rules relating to ‘‘original use’’ in
the case of leased property. See para-
graph (d) of this section for the deter-
mination of the estimated useful life of
leased property in the hands of the les-
see.

(iv) A statement of election to treat
the lessee as a purchaser has been filed
in the manner and within the time pro-
vided in paragraph (f) or (g) of this sec-
tion.

(v) The lessor is not a person referred
to in section 46(d)(1), that is, a mutual
savings bank, cooperative bank, or do-
mestic building and loan association to
which section 593 applies; a regulated
investment company or real estate in-
vestment trust subject to taxation
under subchapter M, chapter 1 of the
Code; or a cooperative organization de-
scribed in section 1381(a).
The election may be made on a prop-
erty-by-property basis or a general
election may be made with respect to
each taxable year of a particular les-
see. If the conditions of this subpara-
graph have been met, the lessee shall
be treated as though he were the actual
owner of all or a portion of the prop-
erty for purposes of the credit allowed
by section 38. Thus, the lessee shall be
entitled to a credit allowed by section
38 with respect to such property for the
taxable year in which he places such
property in service, and the lessor shall
not be entitled to a credit allowed by
section 38 with respect to such prop-
erty unless the property is short-term
lease property (as defined in subpara-
graph (2) of this paragraph). Moreover,
if the leased property is disposed of, or
if it otherwise ceases to be section 38
property, the property will be subject
to the provisions of section 47 (relating
to early dispositions, etc.).

(2) Short-term lease property. For pur-
poses of this section, the term ‘‘short-
term lease property’’ means property
which—

(i) Is new section 38 property;
(ii) Has a class life (determined under

section 167(m)) in excess of 14 years;
(iii) Is leased under a lease entered

into after November 8, 1971, for a period

which is less than 80 percent of the
class life of such property; and

(iv) Is not leased subject to a net
lease within the meaning of section
57(c)(1)(B) and the regulations there-
under.
The class life of property shall be de-
termined under section 167(m) and the
regulations prescribed in connection
with that section, except that such
class life shall be determined without
regard to any variance from the class
life permitted under such section. If a
class life has not been prescribed for
property under section 167(m) on the
date such property is leased, the class
life of the property shall be the esti-
mated useful life used to compute the
allowance for depreciation with respect
to such property under section 167. For
purposes of subdivision (iii) of this sub-
paragraph, the period for which a lease
is entered into shall be determined
without regard to any option on the
part of the lessee to extend or renew
such lease, and without regard to any
option on the part of the lessee to can-
cel the lease after a specified period if
under the terms of such lease, such a
cancellation would result in the impo-
sition of a substantial penalty upon the
lessee. Generally, a penalty equal to 25
percent of the total remaining rental
payments due under the lease will be
regarded as substantial.

(b) Original use. For purposes of this
section only, the lessor and the lessee
may both be considered as the original
users of an item of leased property. The
determination of whether the lessor
qualifies as the original user of leased
property shall be made under para-
graph (b)(7) of § 1.48–2. The determina-
tion of whether the lessee qualifies as
the original user of leased property
shall be made, under paragraph (b)(7) of
§ 1.48–2, as if the lessee actually pur-
chased the property. Thus, the lessee
would not be considered the original
user of the property if it has been pre-
viously used by the lessor or another
person, or if it is reconstructed, re-
built, or reconditioned property. How-
ever, the lessee would be considered the
original user if he is the first person to
use the property for its intended func-
tion. Thus, the fact that the lessor may
have, for example, tested, stored, or at-
tempted to lease the property to other
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persons will not preclude the lessee
from being considered the original
user.

(c) Qualified investment—(1) In general.
If a valid election is made under this
section, the amount of qualified invest-
ment under section 46(c) with respect
to the leased property shall be deter-
mined under this paragraph and para-
graphs (d) and (e) of this section.

(2) Nonshort-term lease property. In the
case of property which is not short-
term lease property, the lessee is treat-
ed as having acquired the entire prop-
erty for an amount equal to—

(i) The fair market value of such
property on the date possession is
transferred to the lessee, or

(ii) If the property is leased by a com-
ponent member of a controlled group
to another component member of the
same controlled group (within the
meaning of paragraph (f)(4) of § 1.46–1)
on the date possession of the property
is transferred to the lessee, the basis of
the property in the hands of the lessor.

(3) Short-term lease property. (i) In the
case of short-term lease property, the
lessee is treated as having acquired a
portion of such property. The amount
for which the lessee is treated as hav-
ing acquired such portion is an amount
equal to a fraction, the numerator of
which is the term of the lease and the
denominator of which is the class life
of the property leased, of the amount
for which the lessee would be treated
as having acquired the property under
subparagraph (2) of this paragraph if
the property were not short-term lease
property.

(ii) In the case of short-term lease
property, the qualified investment of
the lessor is an amount equal to his
qualified investment in such property
determined under section 46(c) multi-
plied by a fraction, the numerator of
which is the class life of the property
leased minus the term of the lease and
the denominator of which is the class
life of such property.

(4) Example. The provisions of this
paragraph may be illustrated by the
following example:

Example. (a) On December 1, 1971, X cor-
poration completed construction of an item
of new section 38 property with a basis of
$10,000. Under section 167(m), the property
has a class life of 16 years. On December 1,

1971, X leases the property to individual A
for 4 years and A immediately places the
property in service. The lease is not a net
lease within the meaning of section
57(c)(1)(B). On the date of the lease, the fair
market value of the property is $12,000. The
property would qualify as new section 38
property in A’s hands if it had been pur-
chased by A. Under this section, the property
is short-term lease property. X makes the
election under this section to treat A as hav-
ing acquired a portion of the property.

(b) A is treated as having acquired from X
a portion of the property for $3,000 (the fair
market value of the property, $12,000, multi-
plied by a fraction, 4/16 , the numerator of
which is the term of the lease and the de-
nominator of which is the class life of the
leased property). Since under paragraph (d)
of this section the useful life of such prop-
erty in the hands of A is the same as the use-
ful life of such property in the hands of X,
and such useful life is at least 7 years, A’s
qualified investment with respect to the
property is $3,000.

(c) The qualified investment of X is $7,500
(the qualified investment of X under section
46(c), $10,000, multiplied by a fraction, 12⁄16,
the numerator of which is the class life of
the leased property, 16, minus the term of
the lease, 4, and the denominator of which is
the class life of the property).

(d) Estimated useful life of leased prop-
erty. The estimated useful life to the
lessee of property subject to the elec-
tion shall be deemed to be the esti-
mated useful life in the hands of the
lessor for purposes of computing depre-
ciation, regardless of the term of the
lease. The lessor shall determine the
estimated useful life of each leased
property on an individual basis even
though multiple asset accounts are
used. However, in the case of assets
similar in kind contained in a multiple
asset account, the lessor shall assign to
each of such assets the average useful
life of such assets used in computing
depreciation. Thus, for example, if dur-
ing a taxable year a lessor leases 10
similar trucks with an average esti-
mated useful life for depreciation pur-
poses of 6 years, based on an estimated
range of 5 to 7 years, he must assign a
useful life of 6 years to each of the 10
trucks.

(e) Lessor itself a lessee—(1) In general.
If the lessee of property is treated,
under this section, as having purchased
all or a portion of such property and if
such lessee leases such property to a
sublessee, the qualified investment
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with respect to such property in the
hands of the sublessee shall be deter-
mined under paragraphs (c) and (d) of
this section as if the original lessor had
leased the property directly to the sub-
lessee for the term of the sublessee’s
lease on the date possession of the
property is transferred to the subles-
see. For this purpose, property which is
short-term lease property in the hands
of the lessee shall be treated as short-
term lease property in the hands of the
sublessee regardless of whether such
property is leased to the sublessee sub-
ject to a net lease (within the meaning
of section 57(c)(1)(B)). In the case of
property which is short-term lease
property in the hands of the sublessee,
the amount for which the lessee is
treated as having acquired such prop-
erty under paragraph (c) of this section
shall be reduced by an amount equal to
such amount multiplied by a fraction,
the numerator of which is the term of
the lease of the sublessee and the de-
nominator of which is the term of the
lease of the lessee.

(2) Example. The provisions of this
paragraph may be illustrated by the
following example:

Example. (a) On December 1, 1971, corpora-
tion X completes construction of a machine
at a cost of $10,000. The machine has a class
life under section 167(m) of 20 years. On De-
cember 1, 1971, X leases the machine to cor-
poration Y for 12 years, and Y immediately
subleases the machine to individual A for 8
years. X and Y are component members of
the same controlled group. The lease be-
tween X and Y is not a net lease within the
meaning of section 57(c)(1)(B). The fair mar-
ket value of the property on December 1,
1971, is $16,000. Both X and Y make valid elec-
tions under this section.

(b) The property is short-term lease prop-
erty and this paragraph applies.

(c) The qualified investment of A is $6,400.
Such amount is determined by multiplying
$16,000, the amount for which A would be
treated under paragraph (c)(2) of this section
as having acquired the property if it were
not short-term lease property, by 8⁄20.

(d) The qualified investment of Y is $2,000.
Such amount is determined by multiplying
$10,000, the amount for which Y would be
treated under paragraph (c)(2) of this section
as having acquired the property if it were
not short-term lease property, by 12⁄20, and by
reducing the amount so determined ($6,000)
by 8⁄12 of such amount ($4,000) to $2,000.

(e) The qualified investment of X is $4,000.
Such amount is determined by multiplying

the amount of X’s qualified investment de-
termined under section 46(c) without regard
to this section ($10,000) by 8⁄20.

(f) Property-by-property election— (1)
Manner of making election. The election
of a lessor with respect to a particular
property (or properties) shall be made
by filing a statement with the lessee,
signed by the lessor and including the
written consent of the lessee, contain-
ing the following information:

(i) The name, address, and taxpayer
account number of the lessor and the
lessee;

(ii) The district director’s office with
which the income tax returns of the
lessor and the lessee are filed;

(iii) A description of each property
with respect to which the election is
being made;

(iv) The date on which possession of
the property (or properties) is trans-
ferred to the lessee;

(v) The estimated useful life category
of the property (or properties) in the
hands of the lessor, that is, 3 years or
more but less than 5 years, 5 years or
more but less than 7 years, or 7 years
or more;

(vi) The amount for which the lessee
(or sublessee) is treated as having ac-
quired the leased property under para-
graph (c)(2) or (3) of this section; and

(vii) If the lessor is itself a lessee, the
name, address, and taxpayer account
number of the original lessor, and the
district director’s office with which the
income tax return of such original les-
sor is filed.

(2) Time for making election. The state-
ment referred to in subparagraph (1) of
this paragraph shall be filed with the
lessee on or before the due date (in-
cluding any extensions of time) of the
lessee’s return for the lessee’s taxable
year during which possession of the
property is transferred to the lessee,
except that if such taxable year ends
after March 31, 1971, and before Decem-
ber 11, 1971, the statement shall be filed
with the lessee on or before the due
date (including any extensions of time)
of the lessee’s return for such taxable
year, or on or before October 24, 1972,
whichever is later.
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(3) Election is irrevocable. An election
under this paragraph shall be irrev-
ocable as of the time the statement re-
ferred to in subparagraph (1) of this
paragraph is filed with the lessee.

(g) General election—(1) In general. In
lieu of making elections on a property-
by-property basis in the manner and
time prescribed in paragraph (f) of this
section, a lessor may, with respect to a
particular taxable year of a particular
lessee, make a general election to treat
such lessee as having purchased all
properties possession of which is trans-
ferred under lease by the lessor to the
lessee during such taxable year of the
lessee.

(2) Manner and time for making general
election. The general election of a lessor
with respect to a taxable year of a les-
see shall be made by filing a statement
with the lessee, signed by the lessor
and including the written consent of
the lessee, on or before the due date
(including any extensions of time) of
the lessee’s return for such taxable
year, except that if such taxable year
ends after March 31, 1971, and before
December 11, 1971, the statement shall
be filed with the lessee on or before the
due date (including any extensions of
time) of the lessee’s return for such
taxable year, or on or before October
24, 1972, whichever is later. Such state-
ment of general election shall contain:

(i) The name, address, and taxpayer
account number of the lessor and the
lessee;

(ii) The taxable year of the lessee
with respect to which such general
election is made;

(iii) The district director’s office
with which the income tax returns of
the lessor and the lessee are filed;

(iv) If the lessor is itself a lessee, the
name, address, and taxpayer account
number of the original lessor, and the
district director’s office with which the
income tax return of such original les-
sor is filed.

(3) Election is irrevocable. A general
election under this paragraph shall be
irrevocable as of the time the state-
ment referred to in subparagraph (2) of
this paragraph is filed with the lessee
and shall be binding on the lessor and
the lessee for the entire taxable year of
the lessee with respect to which such
general election is made.

(4) Information requirement. If a lessor,
with respect to a taxable year of the
lessee, makes a general election under
this paragraph, such lessor shall pro-
vide such lessee, on or before the date
required for filing the statement under
subparagraph (2) of this paragraph,
with a statement (or statements) con-
taining the information required by
paragraphs (f)(1) (iii), (iv), (v), and (vi)
of this section with respect to all prop-
erties possession of which is trans-
ferred under lease by the lessor to the
lessee during such taxable year.

(h) Signature. The statement referred
to in paragraph (f)(1) or (g)(2) of this
section shall not be valid unless signed
by both the lessor and the lessee. The
signature of the lessee shall constitute
the consent of the lessee to the elec-
tion. The statement shall be signed by
the taxpayer or a duly authorized
agent of the taxpayer. For purposes of
this section, a facsimile signature may
be used in lieu of a signature manually
executed and, if used, shall be as bind-
ing as a signature manually executed.

(i) [Reserved]
(j) Record requirements. The lessor and

the lessee shall keep as a part of their
records the statement referred to in
paragraph (f)(1), or the statements re-
ferred to in paragraphs (g)(2) and (g)(4),
of this section. The lessor shall attach
to his income tax return a summary
statement of all property leased during
his taxable year with respect to which
an election is made. In the case of a
taxable year ending after March 31,
1971, and before December 11, 1971, a
summary statement may be filed on or
before the due date (including any ex-
tensions of time) of the return or on or
before October 24, 1972, whichever is
later, with the Internal Revenue Serv-
ice Center with which the return has
been filed. Such summary statement
shall contain the following informa-
tion: (1) The name, address, and tax-
payer account number of the lessor;
and (2) in numerical account number
order, each lessee’s account number,
name, and address, the estimated use-
ful life category of the property (or, if
applicable, the estimated useful life ex-
pressed in years), and the basis or fair
market value of the property, which-
ever is applicable.
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(k) Adjustment of rental deductions—(1)
In general. The rules of this paragraph
apply only to section 38 property
placed in service before January 1, 1964,
and with respect to any such property
only for taxable years of a lessee begin-
ning before January 1, 1964. If a lessor
makes a valid election under this sec-
tion with respect to property placed in
service by the lessee before January 1,
1964, section 48(g) and § 1.48–7 (relating
to adjustments to basis of property)
shall not apply to the lessor with re-
spect to such property. Thus, the lessor
is not required to reduce under section
48(g)(1) the basis of such property.
However, if such an election is made,
the deductions otherwise allowable
under section 162 to the lessee for
amounts paid or accrued to the lessor
under the lease shall be adjusted in the
manner provided in this paragraph. For
special adjustment for taxable years
beginning after December 31, 1963, see
paragraph (m) of this section.

(2) Decrease in rental deduction. (i) The
deductions otherwise allowable under
section 162 to the lessee for amounts
paid or accrued to the lessor under the
lease with respect to leased property
placed in service before January 1, 1964,
shall be decreased under subdivision
(ii) or (iii) of this subparagraph, which-
ever is applicable, by an amount deter-
mined by reference to the credit earned
on the leased property. The ‘‘credit
earned’’ on the leased property is de-
termined by multiplying the qualified
investment (as defined in section 46(c))
with respect to such property by 7 per-
cent. Thus, the credit earned (and the
decrease in deductions) is determined
without regard to the limitation based
on tax which, under section 46(a)(2),
may limit the amount of the credit the
lessee may take into account in any
one year.

(ii) If, in the case of property placed
in service before January 1, 1964, the
lessor, under paragraph (f)(1)(v) of this
section, supplies the lessee with the
useful life of such property expressed in
years, then for each taxable year begin-
ning before January 1, 1964, any part of
which falls within a period beginning
with the month in which the leased
property is placed in service by the les-
see and ending with the close of the es-
timated useful life of such property (as

determined under paragraph (d) of this
section), the lessee shall decrease the
deduction otherwise allowable under
section 162 for each such taxable year
with respect to such property. The de-
crease for each such taxable year shall
be equal to (a) the credit earned, di-
vided by (b) the estimated useful life of
the property (expressed in months),
multiplied by (c) the number of cal-
endar months in which the leased prop-
erty was held by the lessee during such
taxable year. Thus, if leased property
with a basis of $27,000 in the hands of a
calendar-year lessee, and with an esti-
mated useful life of 10 years, is placed
in service by the lessee on July 15, 1963,
the lessee must decrease his section 162
deduction with respect to the leased
property for the taxable year 1963 by
$94.50 ($1,890 credit earned, divided by
120, multiplied by 6).

(iii) If, in the case of property placed
in service before January 1, 1964, the
lessor, under paragraph (f)(1)(v) of this
section, supplies the lessee with the
useful life category of such property,
then for each taxable year beginning
before January 1, 1964, during a period
equal to the shortest life of the useful
life category used by the lessee in com-
puting qualified investment under sec-
tion 46(c) with respect to the leased
property, the lessee shall decrease the
deduction otherwise allowable under
section 162 for such taxable year with
respect to such property. The decrease
for each such taxable year shall be
equal to the credit earned divided by
such shortest life, that is, 4, 6, or 8.
Such decreases shall begin with the
taxable year during which the lessee
places the property in service. Thus, if
leased property with a basis of $30,000
to the lessee, and an estimated useful
life falling within the 4 years or more
but less than 6 years useful life cat-
egory, is placed in service by the lessee
within the lessee’s taxable year ending
December 31, 1962, the lessee must de-
crease his section 162 deduction with
respect to the leased property for each
of the taxable years 1962 and 1963 by
$175 ($700 credit earned divided by 4).

(iv) To the extent that a required de-
crease, under subdivision (ii) or (iii) of
this subparagraph, is not taken into
account for any taxable year beginning
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before January 1, 1964, because the de-
duction otherwise allowable under sec-
tion 162 for such taxable year with re-
spect to the leased property is less
than the required decrease for such
taxable year, then the balance of the
required decrease not taken into ac-
count for such taxable year shall de-
crease the amount otherwise allowable
as a deduction under section 162 with
respect to such property for the next
succeeding taxable year (or years) be-
ginning before January 1, 1964, if any,
for which a deduction is allowable with
respect to such property. Thus, if the
required decrease with respect to
leased property is $200 for 1962 but the
lessee’s deduction otherwise allowable
under section 162 for such taxable year
with respect to such property is only
$50, the balance of $150 must be applied
in 1963 to decrease the deduction other-
wise allowable to the lessee with re-
spect to the leased property for such
taxable year.

(v) See paragraph (b) of § 1.48–7 for re-
duction of basis in the case of an actual
purchase of leased property by a lessee
(in a taxable year of such lessee begin-
ning before January 1, 1964) who has
been treated as a purchaser of such
property under this section.

(3) Increase in rental deductions on ac-
count of early disposition, etc. (i) If, as a
result of an early disposition, etc., in a
taxable year beginning before January
1, 1964, with respect to leased property
placed in service before such date, the
lessee’s tax is increased under section
47(a) (1) or (2), or an adjustment in a
carryback or carryover is made under
section 47(a)(3) by reduction of an un-
used credit, the rental deductions (if
any) otherwise allowable under section
162 to such lessee for amounts paid or
accrued to the lessor under the lease
with respect to such property shall be
increased in an amount equal to the
total decreases previously made in the
lessee’s rental deductions under sub-
paragraph (2) of this paragraph.

(ii) Except as provided in subdivision
(iii) of this subparagraph, the increase
in rental deductions described in sub-
division (i) of this subparagraph shall
be taken into account as an increase in
rental deductions otherwise allowable
under section 162 for the taxable year

in which the early disposition, etc., oc-
curred.

(iii) If, after the event which caused
section 47(a) (1), (2), or (3) to apply the
lessee continues the use of the property
in a trade or business or in the produc-
tion of income, the increase in rental
deductions described in subdivision (i)
of this subparagraph shall be taken
into account ratably over the remain-
ing portion of the useful life of the
property which was used in making the
decreases in rental deductions with re-
spect to the property under subpara-
graph (2) of this paragraph.

(iv) If subdivision (iii) of this sub-
paragraph applies, and if, prior to the
expiration of the useful life of the prop-
erty used in making the decreases in
rental deductions, the lease is termi-
nated other than by actual purchase of
the property by the lessee, any in-
crease in rental deductions not pre-
viously taken into account shall be
taken into account as an increase in
rental deductions for the taxable year
in which the lease is terminated. In the
case of an actual purchase of the prop-
erty by the lessee, see paragraph (e) of
§ 1.48–7.

(l) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. X Corporation is engaged in the
business of manufacturing and leasing new
and reconstructed equipment which in its
hands has an estimated useful life of 12
years. After December 31, 1961, X Corpora-
tion constructs machine no. 1 at a cost of
$20,000 and reconstructs machine no. 2 at a
cost of $5,000. On February 15, 1962, Y Cor-
poration, a calendar-year taxpayer, leases
both machines from X Corporation and
places them in service. The fair market
value of machine no. 1 on the date on which
possession is transferred to Y is $25,200. Ma-
chine no. 1 would qualify as new section 38
property in Y’s hands if it had been pur-
chased by Y. If X elects to treat Y as the pur-
chaser of machine no. 1, under paragraph
(c)(2)(ii) of this section such machine will
have a basis of $25,200 in Y’s hands. Under
paragraph (f)(1)(v) of this section, X supplies
Y with an estimated useful life of 12 years
(expressed in years rather than useful life
category) with respect to machine no. 1 for
purposes of determining Y’s qualified invest-
ment. Y’s credit earned with respect to the
property is $1,764 (7 percent of $25,200). Under
paragraph (k)(2)(ii) of this section, Y’s de-
duction attributable to the leased property
for 1962 will be decreased by $134.75 (credit
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earned of $1,764, divided by 144, multiplied by
11), and for 1963 such deduction will be de-
creased by $147 ($1,764, divided by 144, multi-
plied by 12). The election is not available
with respect to machine no. 2 since a recon-
structed machine would not constitute new
section 38 property if Y had purchased it. In
such case, while X cannot make the election
to treat Y as a purchaser, X would be enti-
tled to a credit under section 38 based on its
expenditure of $5,000 as an investment in new
section 38 property, since such amount rep-
resents cost of reconstruction after Decem-
ber 31, 1961.

Example 2. Assume the same facts as in ex-
ample 1 except that under paragraph (f)(1)(v)
of this section, X supplies Y with an esti-
mated useful life category of 8 years or more
(rather than an estimated useful life ex-
pressed in years) with respect to machine no.
1 for purposes of determining Y’s qualified
investment. Under paragraph (k)(2)(iii) of
this section, Y’s deduction attributable to
the leased property will be decreased by
$220.50 (credit earned of $1,764, divided by 8)
for each of its taxable years 1962 and 1963.

Example 3. Assume the same facts as in ex-
ample 1 except that the lessee disposes of his
interest in the lease on January 1, 1963, and
that there is an increase in Y’s tax for 1963
under section 47(a)(1) in the amount of $1,764.
Under paragraph (k)(2) of this section, Y’s
deductions attributable to the leased prop-
erty are decreased only in 1962, and the
amount of such decrease is $134.75. In 1963
there shall be an increase of $134.75 in the de-
ductions otherwise allowable under section
162 for such taxable year with respect to the
leased property.

Example 4. Assume the same facts as in ex-
ample 1 except that during the year 1963 the
property was used by Y predominantly out-
side the United States within the meaning of
paragraph (g) of § 1.48–1, and thereafter was
used in Y’s trade or business. Under para-
graph (k)(3) of this section, the increase of
$134.75 described in example 3 is taken into
account ratably as an increase in rental de-
ductions otherwise allowable under section
162 in the amount of $12.25 ($134.75 divided by
11 years) for 1963 and each of the 10 succeed-
ing years.

(m) Increase in rental deductions on ac-
count of section 203(a)(2)(B) of the Reve-
nue Act of 1964—(1) In general. (i) Under
section 203(a)(2)(B) of the Revenue Act
of 1964, if, for any taxable year of a les-
see beginning before January 1, 1964,
the rental deductions otherwise allow-
able under section 162 to such lessee for
amounts paid or accrued to the lessor
under the lease with respect to leased
property placed in service before Janu-

ary 1, 1964, were decreased under para-
graph (k)(2) of this section, such rental
deductions shall be increased.

(ii) The increase in rental deductions
described in subdivision (i) of this sub-
paragraph shall be in an amount equal
to the total decreases in the lessee’s
rental deductions previously made
under paragraph (k)(2) of this section
less any increases in rental deductions
made under paragraph (k)(3) of this
section.

(iii) Except as provided in subdivision
(iv) of this subparagraph, the increase
in rental deductions described in sub-
division (i) of this subparagraph shall
be taken into account ratably over the
remaining portion of the useful life of
the property commencing with the
first day of the first taxable year be-
ginning after December 31, 1963. For
this purpose, the useful life of the prop-
erty shall be the useful life used in
making the decreases in rental deduc-
tions with respect to the property
under paragraph (k)(2) of this section.

(iv) If the lease is terminated other
than by the lessee’s actual purchase of
the property during a taxable year be-
ginning after December 31, 1963, and be-
fore the end of the remaining useful
life of the property used in making the
decreases in rental deductions, the
amount of the increase in rental deduc-
tions described in subdivision (i) of this
subparagraph and not previously taken
into account shall be allowed as a de-
duction for the taxable year in which
such termination occurs.

(v) The rental deductions with re-
spect to any section 38 property are not
to be increased under this paragraph if
the lessee dies in a taxable year begin-
ning before January 1, 1964.

(vi) The increase in rental deductions
described in subdivision (i) of this sub-
paragraph shall ordinarily be taken
into account by the lessee treated as
the purchaser, that is, the lessee enti-
tled to the credit. However, if the prop-
erty under the lease is transferred by
the lessee to a successor lessee in a
transaction described in section 47(b)
(other than a transfer by reason of
death) under which the successor lessee
assumes the lessee’s obligations under
the lease, such increase in rental de-
ductions shall be taken into account by
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the successor lessee in the manner pre-
scribed in this paragraph.

(2) Examples. The operation of this
paragraph may be illustrated by the
following examples:

Example 1. (a) X Corporation acquired on
January 1, 1962, an item of new section 38
property with a basis of $24,000 and with a
useful life to the lessor of 10 years. Y Cor-
poration, which makes its returns on the
basis of a calendar year, leased such property
from X Corporation and placed it in service
on January 2, 1962. Under this section, X Cor-
poration made a valid election to treat Y
Corporation as having purchased such prop-
erty for purposes of the credit allowed by
section 38 and supplied the lessee with infor-
mation that the property had a useful life of
10 years. The amount of the credit earned
with respect to such property was $1,680 (7
percent of $24,000). For each of the taxable
years 1962 and 1963, Y Corporation decreased,
under paragraph (k)(2) of this section, its de-
ductions otherwise allowable under section
162 with respect to such property by $168
($1,680 multiplied by 12⁄120).

(b) For each of the taxable years 1964
through 1971, Y Corporation increases its de-
ductions otherwise allowable under section
162 for amounts paid to X Corporation under
the lease by $42 ($336 (that is, $168 multiplied
by 2) divided by the remaining useful life of
8 years).

Example 2. (a) The facts are the same as in
example 1 except that the lease is termi-
nated on January 3, 1965.

(b) For the taxable year 1964, Y Corpora-
tion increases its deductions otherwise al-
lowable under section 162 by $42.

(c) For the taxable year 1965, Y Corpora-
tion increases its deductions otherwise al-
lowable under section 162 for the portion of
the increase which had not been taken into
account as of the time of the termination of
the lease. Thus, the amount of such increase
for the taxable year 1965 is $294 ($336 minus
$42).
(Sec. 38, 76 Stat. 963; 26 U.S.C. 38)

[T.D. 6731, 29 FR 6080, May 8, 1964; 29 FR 7671,
June 16, 1964, as amended by T.D. 6838, 30 FR
9060, July 20, 1965; T.D. 7203, 37 FR 17131,
17132, Aug. 25, 1972]

§ 1.48–5 Electing small business cor-
porations.

(a) In general. (1) In the case of an
electing small business corporation (as
defined in section 1371(b)), the basis of
‘‘new section 38 property’’ and the cost
of ‘‘used section 38 property’’ placed in
service during the taxable year shall be
apportioned pro rata among the per-
sons who are shareholders of such cor-

poration on the last day of such cor-
poration’s taxable year. Section 38
property shall not (by reason of such
apportionment) lose its character as
new section 38 property or used section
38 property, as the case may be. The es-
timated useful life of such property in
the hands of a shareholder shall be
deemed to be the estimated useful life
of such property in the hands of the
electing small business corporation.
The bases of all new section 38 prop-
erties which have a useful life falling
within a particular useful life category
shall be aggregated; likewise, the cost
of all used section 38 properties which
have a useful life falling within a par-
ticular useful life category shall be ag-
gregated. The total bases of new sec-
tion 38 properties within each useful
life category and the total cost of used
section 38 properties within each useful
life category shall be apportioned sepa-
rately. The useful life categories are:

(i) 3 years or more but less than 5
years; (ii) 5 years or more but less than
7 years; and (iii) 7 years or more. There
shall be apportioned to each person
who is a shareholder of the electing
small business corporation on the last
day of the taxable year of such cor-
poration, for his taxable year in which
or with which the taxable year of such
corporation ends, his pro rata share of
the total bases of new section 38 prop-
erties within each useful life category,
and his pro rata share of the total cost
of used section 38 properties within
each useful life category. In determin-
ing who are shareholders of an electing
small business corporation on the last
day of its taxable year, the rules of
paragraph (d)(1) of § 1.1371–1 and of
paragraph (a)(2) of § 1.1373–1 shall apply.

(2) The total cost of used section 38
property that may be apportioned by
an electing small business corporation
to its shareholders for any taxable year
of such corporation shall not exceed
$50,000. If the total cost of used section
38 property placed in service during the
taxable year by the electing small
business corporation exceeds $50,000
such corporation must select, under
paragraph (c)(4) of § 1.48–3, the used sec-
tion 38 property the cost of which is to
be apportioned to its shareholders.
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(3) A shareholder to whom the basis
(or cost) of section 38 property is ap-
portioned shall, for purposes of the
credit allowed by section 38, be treated
as the taxpayer with respect to such
property. Thus, the total cost of used
section 38 property apportioned to him
by the electing small business corpora-
tion must be taken into account as
cost of used section 38 property in de-
termining whether the $50,000 limita-
tion on the cost of used section 38 prop-
erty which may be taken into account
by the shareholder in computing quali-
fied investment for any taxable year is
exceeded. If a shareholder takes into
account in determining his qualified
investment any portion of the basis (or
cost) of section 38 property placed in
service by an electing small business
corporation and if such property subse-
quently is disposed of or otherwise
ceases to be section 38 property in the
hands of the corporation, such share-
holder shall be subject to the provi-
sions of section 47. See § 1.47–4.

(b) Summary statement. An electing
small business corporation shall attach
to its return a statement showing the
apportionment to each shareholder of

the total bases of new, and the total
cost of used, section 38 properties with-
in each useful life category.

(c) Example. This section may be il-
lustrated by the following example:

Example. 1 X Corporation, an electing small
business corporation which makes its return
on the basis of the calendar year, acquires
and places in service on June 1, 1962, three
new assets which qualify as new section 38
property and three used assets which qualify
as used section 38 property. The basis of each
new, and the cost of each used, section 38
property and the estimated useful life of
each property are as follows:

Asset No. Basis (or
cost)

Estimated
useful life

1 (new) ........................................... $30,000 4 years.
2 (new) ........................................... 30,000 4 years.
3 (new) ........................................... 30,000 8 years.
4 (used) .......................................... 12,000 6 years.
5 (used) .......................................... 12,000 6 years.
6 (used) .......................................... 12,000 8 years.

On December 31, 1962, X Corporation has 10
shares of stock outstanding which are owned
as follows: A owns 3 shares, B owns 2 shares,
and C owns 5 shares.

(2) Under this section, the total bases of
the new, and the total cost of the used, sec-
tion 38 properties are apportioned to the
shareholders of X Corporation as follows:

Useful life category New—4 to 6
years

New—8 years
or more

Used—6 to 8
years

Used—8 years
or more

Total bases or total cost ................................................. $60,000 $30,000 $24,000 $12,000

Shareholder A (3⁄10) ............................................................... 18,000 9,000 7,200 3,600
Shareholder B (2⁄10) ............................................................... 12,000 6,000 4,800 2,400
Shareholder C (5⁄10) ............................................................... 30,000 15,000 12,000 6,000

Assume that shareholders A, B and C did not
place in service during their taxable years in
which falls December 31, 1962 (the last day of
X Corporation’s taxable year) any section 38
property and that such shareholders did not
own any interests in other electing small
business corporations, partnerships, estates,
or trusts. Under section 46(c), the qualified
investment of shareholder A is $23,400, of
shareholder B is $15,600, and of shareholder C
is $39,000, computed as follows:

Basis (or cost) Applicable
percentage

Qualified
investment

SHAREHOLDER A

$18,000 (new) ................................ 331⁄3 $6,000
$9,000 (new) .................................. 100 9,000
$7,200 (used) ................................. 662⁄3 4,800
$3,600 (used) ................................. 100 3,600

Basis (or cost) Applicable
percentage

Qualified
investment

Total ................................. .................. 23,400

SHAREHOLDER B

$12,000 (new) ................................ 331⁄3 $4,000
$6,000 (new) .................................. 100 6,000
$4,800 (used) ................................. 662⁄3 3,200
$2,400 (used) ................................. 100 2,400

Total ................................. .................. 15,600

SHAREHOLDER C

$30,000 (new) ................................ 331⁄3 $10,000
$15,000 (new) ................................ 100 15,000
$12,000 (used) ............................... 662⁄3 8,000
$6,000 (used) ................................. 100 6,000

Total ....................................................... 39,000
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[T.D. 6731, 29 FR 6082, May 8, 1964, as amend-
ed by T.D. 6931, 32 FR 14040, Oct. 10, 1967; T.D.
7203, 37 FR 17133, Aug. 25, 1972]

§ 1.48–6 Estates and trusts.

(a) In general. (1) In the case of an es-
tate or trust, the basis of ‘‘new section
38 property’’ and the cost of ‘‘used sec-
tion 38 property’’ placed in service dur-
ing the taxable year shall be appor-
tioned among the estate or trust and
its beneficiaries on the basis of the in-
come of such estate or trust allocable
to each. Section 38 property shall not
(by reason of such apportionment) lose
its character as new section 38 prop-
erty or used section 38 property, as the
case may be. The estimated useful life
of such property in the hands of a bene-
ficiary shall be deemed to be the esti-
mated useful life of such property in
the hands of the estate or trust. The
bases of all new section 38 properties
which have a useful life falling within
a particular useful life category shall
be aggregated; likewise, the cost of all
used section 38 properties which have a
useful life falling within a particular
useful life category shall be aggre-
gated. The total bases of new section 38
properties within each useful life cat-
egory and the total cost of used section
38 properties within each useful life
category shall be apportioned sepa-
rately. The useful life categories are:

(i) 3 years or more but less than 5
years; (ii) 5 years or more but less than
7 years; and (iii) 7 years or more. There
shall be apportioned to the estate or
trust for its taxable year, and to each
beneficiary of such estate or trust for
his taxable year in which or with which
the taxable year of such estate or trust
ends, his share (as determined under
paragraph (b) of this section) of the
total bases of new section 38 properties
within each useful life category, and
his share of the total cost of used sec-
tion 38 properties within each useful
life category.

(2) The total cost of used section 38
property that may be apportioned
among an estate or trust and its bene-
ficiaries for any taxable year of such
estate or trust shall not exceed $50,000.
If the total cost of used section 38 prop-
erty placed in service during the tax-
able year by the estate or trust exceeds
$50,000, such estate or trust must se-

lect, under paragraph (c)(4) of § 1.48–3,
the used section 38 property the cost of
which is to be apportioned among such
estate or trust and its beneficiaries.

(3) A beneficiary to whom the basis
(or cost) of section 38 property is ap-
portioned shall, for purposes of the
credit allowed by section 38, be treated
as the taxpayer with respect to such
property. Thus, the total cost of used
section 38 property apportioned to him
by the estate or trust must be taken
into account as cost of used section 38
property in determining whether the
$50,000 limitation on the cost of used
property which may be taken into ac-
count by the beneficiary in computing
qualified investment for any taxable
year is exceeded. If a beneficiary takes
into account in determining his quali-
fied investment any portion of the
basis (or cost) of section 38 property
placed in service by an estate or trust
and if such property subsequently is
disposed of or otherwise ceases to be
section 38 property in the hands of es-
tate or trust, such beneficiary shall be
subject to the provisions of section 47.
See § 1.47–5.

(4) For purposes of this section, the
term ‘‘beneficiary’’ includes heir, lega-
tee, and devisee.

(5) If during the taxable year of an es-
tate or trust a beneficiary’s interest in
the income of such estate or trust ter-
minates, the basis (or cost) of section
38 property placed in service by such
estate or trust after such termination
shall not be apportioned to such bene-
ficiary.

(b) Share. A trust’s, estate’s, or bene-
ficiary’s share of the total bases of new
section 38 properties, and the total cost
of used section 38 properties, within a
useful life category shall be—

(1) The total bases of new (or the
total cost of used) section 38 properties
which have a useful life falling within
such useful life category placed in serv-
ice in the taxable year of the estate or
trust, multiplied by

(2) The amount of income allocable
to such estate or trust or to such bene-
ficiary for such taxable year, divided
by

(3) The sum of the amounts of income
allocable to such estate or trust and all
its beneficiaries taken into account
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under subparagraph (2) of this para-
graph.

(c) Limitation based on amount of tax.
In the case of an estate or trust, the
$25,000 amount specified in section
46(a)(2), relating to limitation based on
amount of tax, shall be reduced for the
taxable year to—

(1) $25,000, multiplied by
(2) The qualified investment with re-

spect to the total bases of new section
38 properties plus the qualified invest-
ment with respect to the total cost of
used section 38 properties, apportioned
to such estate or trust under paragraph
(a) of this section, divided by

(3) The qualified investment with re-
spect to the total bases of all new sec-
tion 38 properties plus the qualified in-
vestment with respect to the total cost
of all used section 38 properties, appor-
tioned among such estate or trust and
its beneficiaries.
For purposes of subparagraph (3) of this
paragraph, cost of used section 38 prop-
erty shall not be considered as appor-
tioned to any beneficiary to the extent
that such cost is not taken into ac-
count by such beneficiary in computing
qualified investment in used section 38
property.

(d) Summary statement. An estate or
trust shall attach to its return a state-

ment showing the apportionment to
such estate or trust and to each bene-
ficiary of the total bases of new, and
the total cost of used, section 38 prop-
erties within each useful life category.

(e) Example. This section may be il-
lustrated by the following example:

Example. 1 XYZ Trust, which makes its re-
turn on the basis of the calendar year, ac-
quires and places in service on June 1, 1962,
three new assets which qualify as new sec-
tion 38 property and three used assets which
qualify as used section 38 property. The basis
of the new, and the cost of the used, section
38 property and the estimated useful life of
each property are as follows:

Asset No. Basis (or
cost)

Estimated
useful life

1 (new) ........................................... $30,000 4 years.
2 (new) ........................................... 30,000 4 years.
3 (new) ........................................... 30,000 8 years.
4 (used) .......................................... 12,000 6 years.
5 (used) .......................................... 12,000 6 years.
6 (used) .......................................... 12,000 8 years.

For the taxable year 1962 the income of XYZ
Trust is $20,000 which is allocable as follows:
$10,000 to XYZ Trust, $6,000 to beneficiary A,
and $4,000 to beneficiary B. Beneficiaries A
and B make their returns on the basis of a
calendar year.

(2) Under this section, the total bases of
the new, and the total cost of the used, sec-
tion 38 properties are apportioned to XYZ
Trust and its beneficiaries as follows:

Useful life category New—4 to 6
years

New—8 years
or more

Used—6 to 8
years

Used—8 years
or more

Total bases or total cost .......................................... $60,000 $30,000 $24,000 $12,000

XYZ Trust ($10,000÷20,000) ................................................. 30,000 15,000 12,000 6,000
Beneficiary A ($6,000÷20,000) .............................................. 18,000 9,000 7,200 3,600
Beneficiary B ($4,000÷20,000) .............................................. 12,000 6,000 4,800 2,400

Assume that beneficiary A placed in service
during his taxable year 1962 new section 38
property with a basis of $10,000 and an esti-
mated useful life of 8 years. Also, assume
that beneficiary B did not place in service
during his taxable year 1962 any section 38
property and that beneficiaries A and B did
not own any interests in other trusts, es-
tates, partnerships, or electing small busi-
ness corporations. Under section 46(c), the
qualified investment of XYZ Trust is $39,000,
of beneficiary A is $33,400, and of beneficiary
B is $15,600, computed as follows:

Basis (or cost) Applicable
percentage

Qualified
investment

XYZ TRUST

$30,000 (new) ................................ 331⁄3 $10,000
$15,000 (new) ................................ 100 15,000
$12,000 (used) ............................... 662⁄3 8,000
$6,000 (used) ................................. 100 6,000

Total ................................. .................. 39,000

BENEFICIARY A

$18,000 (new) ................................ 331⁄3 $6,000
$9,000 (new) .................................. 100 9,000
$7,200 (used) ................................. 662⁄3 4,800
$3,600 (used) ................................. 100 3,600
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Basis (or cost) Applicable
percentage

Qualified
investment

23,400

$10,000 (new) ................................ 100 10,000

Total ................................. .................. 33,400

BENEFICIARY B

$12,000 (new) ................................ 331⁄3 $4,000
$6,000 (new) .................................. 100 6,000
$4,800 (used) ................................. 662⁄3 3,200
$2,400 (used) ................................. 100 2,400

Total ................................. .................. 15,600

(3) In the case of XYZ Trust, the $25,000
amount specified in section 46(a)(2) is re-
duced to $12,500, computed as follows: (i)
$25,000, multiplied by (ii) $39,000 (qualified in-
vestment apportioned to the trust), divided
by (iii) $78,000 (total qualified investment ap-
portioned among such trust ($39,000), bene-
ficiary A ($23,400), and beneficiary B
($15,600)).

[T.D. 6731, 29 FR 6083, May 8, 1964, as amend-
ed by T.D. 6931, 32 FR 14040, Oct. 10, 1967; T.D.
6958, 33 FR 9171, June 21, 1968; T.D. 7203, 37
FR 17133, Aug. 25, 1972]

§ 1.48–9 Definition of energy property.
(a) General rule—(1) In general. Under

section 48(l)(2), energy property means
property that is described in at least
one of 6 categories of energy property
and that meets the other requirements
of this section. If property is described
in more than one of these categories,
or is described more than once in a sin-
gle category, only a single energy in-
vestment credit is allowed. In that
case, the energy investment credit will
be allowed under the category the tax-
payer chooses by indicating the chosen
category on Form 3468, Schedule B.
The 6 categories of energy property
are:

(i) Alternative energy property,
(ii) Solar or wind energy property,
(iii) Specially defined energy prop-

erty,
(iv) Recycling equipment,
(v) Shale oil equipment, and
(vi) Equipment for producing natural

gas from geopressured brine.
(2) Depreciable property with 3-year

useful life. Property is not energy prop-
erty unless depreciation (or amortiza-
tion in lieu of depreciation) is allow-
able and the property has an estimated
useful life (determined at the time

when the property is placed in service)
of 3 years or more.

(3) Effective date rules. To be energy
property—

(i) If property is constructed, recon-
structed or erected by the taxpayer,
the construction, reconstruction, or
erection must be completed after Sep-
tember 30, 1978, or

(ii) If the property is acquired, the
original use of the property must (A)
commence with the taxpayer and (B)
commence after September 30, 1978, and
before January 1, 1983.

For transitional rules, see section
48(m).

(4) Cross references. (i) To determine if
depreciation (or amortization in lieu of
depreciation) is allowable for property,
see § 1.48–1(b).

(ii) For the meaning of ‘‘estimated
useful life’’, see § 1.46–3(e)(7).

(iii) The meaning of ‘‘acquired’’,
‘‘original use’’, ‘‘construction’’, ‘‘recon-
struction’’, and ‘‘erection’’ is deter-
mined under the principles of § 1.48–
2(b).

(iv) For the definition of energy in-
vestment credit (energy credit), see
section 48(o)(2).

(v) For special rules relating to pub-
lic utility property, see paragraph (n)
of this section.

(b) Relationship to section 38 property—
(1) In general. (i) Energy property is
treated under section 48(l)(1) as meet-
ing the general requirements for sec-
tion 38 property set forth in section
48(a)(1). For example, structural com-
ponents of a building may qualify for
the energy credit. In addition, the ex-
clusion from section 38 property under
section 48(a)(3) (lodging limitation)
does not apply to energy property. For
purposes of the energy credit, energy
property is treated as section 38 prop-
erty solely by reason of section 48(l)(1).
For example, if property ceases to be
energy property, it ceases to be section
38 property for all purposes relating to
the energy credit and, thus, if subject
to recapture under section 47. See
§ 1.47–1(h).

(ii) See the effective date rules under
paragraph (a)(3) of this section for lim-
itations on the eligibility of property
as energy property.
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(iii) Section 48(l)(1) does not affect
the character of property under sec-
tions of the Code outside the invest-
ment credit provisions. For example,
structural components of a building
that are treated as section 38 property
under section 48(l)(1) remain section
1250 property and are not section 1245
property.

(2) Other section 48 rules apply. (i) In
general, section 48(a) otherwise applies
in determining if energy property is
section 38 property. Thus, energy prop-
erty excluded from the definition of
section 38 property under section 48(a)
(except by reason of section 48(a)(1) or
(a)(3)) is not eligible for the energy
credit. For example, energy property
used predominantly outside the United
States (section 48(a)(2)) or used by tax
exempt organizations (section 48(a)(4)),
in general, is not treated as section 38
property for any purpose and thus, is
not eligible for the energy credit.

(ii) Other rules of section 48, such as
those for leased property under section
48(d), also apply to energy property.

(3) Regular credit denied for certain en-
ergy property. In computing the amount
of credit under section 46(a)(2), the reg-
ular percentage does not apply to any
energy property which, but for section
48(l)(1), would not be section 38 prop-
erty. See section 46(a)(2)(D). For exam-
ple, energy property used for lodging
(section 48(a)(3)) and, in general, struc-
tural components of a building (section
48(a)(1)(B)) re not eligible for the regu-
lar credit even though they may be eli-
gible for the energy credit. However, a
structural component of a qualified re-
habilitated building (as defined in sec-
tion 48(g)(1)) or a single purpose agri-
cultural or horticultural structure (as
defined in section 48(p)) may qualify
for the regular credit without regard to
section 48(l)(1).

(c) Alternative energy property—(1) In
general. Alternative energy property
means property described in para-
graphs (c)(3) through (10) of this sec-
tion. In general alternative energy
property includes certain property that
uses an alternate substance as a fuel or
feedstock or converts an alternate sub-
stance to a synthetic fuel and certain
associated equipment.

(2) Alternate substance. (i) An alter-
nate substance is any substance or

combination of substances other than
an oil or gas substance. Alternate sub-
stances include coal, wood, and agricul-
tural, industrial, and municipal wastes
or by-products. Alternate substances
do not include synthetic fuels or other
products that are produced from an al-
ternate substance and that have under-
gone a chemical change as described in
paragraph (c)(5)(ii) of this section. For
example, methane produced from land-
fills is not an alternate substance;
rather it is a synthetic fuel produced
from an alternate substance. However,
preparing an alternate substance for
use as a fuel or feedstock or for conver-
sion into a fuel does not create a new
product if no chemical change occurs.
For example, pelletizing, drying, com-
pacting, and liquefying do not result in
a new product if no chemical change
occurs.

(ii) The term ‘‘oil or gas substance’’
means—

(A) Oil or gas and
(B) Any primary product of oil or

gas.
(iii) For the definition of primary

product of oil or gas, see § 1.993–
3(g)(3)(i), (ii), and (vi). Thus, petro-
chemicals are not primary products of
oil or gas.

(3) Boiler. (i) A boiler that uses an al-
ternate substance as its primary fuel is
alternative energy property.

(ii) A boiler is a device for producing
vapor from a liquid. Boilers, in general,
have a burner in which fuel is burned.
A boiler includes a fire box, boiler
tubes, the containment shell, pumps,
pressure and operating controls, and
safety equipment, but not pollution
control equipment (as defined in para-
graph (c)(8) of this section).

(iii) A ‘‘primary fuel’’ is a fuel com-
prising more than 50 percent of the fuel
requirement of an item of equipment,
measured in terms of Btu’s for the re-
mainder of the taxable year from the
date the equipment is placed in service
and for each taxable year thereafter.
Electricity and waste heat are not
fuels. For example, electric boilers do
not qualify as alternative energy prop-
erty even if the electricity is derived
from an alternate substance.

(4) Burners. (i) A burner for a combus-
tor other than a burner described in
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paragraph (c)(3)(ii) of this section is al-
ternative energy property if the burner
uses an alternate substance as its pri-
mary fuel (as defined in paragraph
(c)(3)(iii) of this section).

(ii) A burner is the part of a combus-
tor that produces a flame. A combustor
is a process heater which includes
ovens, kilns, and furnaces.

(iii) A burner includes equipment
(such as conveyors, flame control de-
vices, and safety monitoring devices)
located at the site of the burner and
necessary to bring the alternate sub-
stance to the burner.

(5) Synthetic fuel production equipment.
(i) Equipment (synthetic fuel equip-
ment) that converts an alternate sub-
stance into a synthetic solid, liquid, or
gaseous fuel (other than coke or coke
gas) is alternative energy property.
Synthetic fuel production equipment
does not include equipment, such as an
oxygen plant, that is not directly in-
volved in the treatment of an alternate
substance, but produces a substance
that is, like the alternate substance, a
basic feedstock or catalyst used in the
conversion process. Equipment is not
eligible if it is used beyond the point at
which a substance usable as a fuel has
been produced. Equipment is eligible
only to the extent of the equipment’s
cost or basis allocable to the annual
production of substances used as a fuel
or used in the production of a fuel. For
example, assume for the taxable year
that 50 percent of the output of equip-
ment is used to produce alcohol for
production of whiskey and 50 percent is
used to produce alcohol for use in a
fuel mixture, such as gasohol. The al-
cohol production equipment qualifies
as synthetic fuel equipment but only to
the extent of one-half of its cost or
basis. If, in a later taxable year, the
equipment is used exclusively to
produce whiskey, all of the equipment
ceases to be synthetic fuel equipment.

(ii) A fuel is a material that produces
usable heat upon combustion. To be
‘‘synthetic’’, the fuel either must differ
significantly in chemical composition,
as opposed to physical composition,
from the alternate substance used to
produce it or, in the case of solid fuel
produced from biomass, the chemical
change must consist of defiberization.
Examples of synthetic fuels include al-

cohol derived from coal, peat, and veg-
etative matter, such as wood and corn,
and methane from landfills.

(iii) Synthetic fuel equipment in-
cludes coal gasification equipment,
coal liquefaction equipment, equip-
ment for recovering methane from
landfill, and equipment that converts
biomass to a synthetic fuel.

(iv) Synthetic fuel equipment does
not include equipment that merely
mixes an alternate substance with an-
other substance. For example, syn-
thetic fuel equipment includes neither
equipment that mixes coal and water
to produce a slurry nor equipment that
mixes alcohol and gasoline to produce
gasohol. Equipment used to produce
coke or coke gas, such as coke ovens, is
also ineligible.

(6) Modification equipment. (i) Alter-
native energy property includes equip-
ment (modification equipment) de-
signed to modify existing equipment.
For the definition of ‘‘existing,’’ see
paragraph (l)(1)(i) of this section. To be
eligible, the modification must result
in a substitution for the remainder of
the taxable year from the date the
equipment is placed in service and for
each taxable year thereafter of the
items in paragraph (c)(6)(ii)(A) or (B) of
this section for all or a portion of the
oil or gas substance used as a fuel or
feedstock. As a result of the modifica-
tion, the substituted alternate sub-
stance must comprise at least 25 per-
cent of the fuel or feedstock (deter-
mined on the basis of Btu equivalency).
If the modification also increases the
capacity of the equipment, only the in-
cremental cost (as defined in paragraph
(k) of this section) of the equipment
qualifies.

(ii) The substitutes for an oil or gas
substance are—

(A) An alternate substance or
(B) A mixture of oil and an alternate

substance.
(iii) Modification equipment does not

include replacements or a boiler of
burner. If the boiler or burner is re-
placed, the items must be described in
paragraph (c) (3) or (4) of this section
to qualify as alternative energy prop-
erty. Modification may include, how-
ever, replacements of components of a
boiler or burner, such as a heat ex-
changer.
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(iv) The following examples illustrate
this paragraph (c)(6).

Example 1. On January 1, 1980, corporation
X is using oil to fuel its boiler. On June 1,
1980, X modifies the boiler to permit substi-
tution of a coal and oil mixture for 40 per-
cent of X’s oil fuel needs. The mixture con-
sists 75 percent of oil and 25 percent of coal.
The equipment modifying the boiler does not
qualify as modification equipment because
the alternate substance comprises only 10
percent of the fuel.

Example 2. Assume the same facts as in ex-
ample 1 except 75 percent of the mixture is
coal. The equipment modifying the boiler
qualifies.

Example 3. Assume the same facts as in ex-
ample 2 except, instead of substituting an oil
and coal mixture for 40 percent of X’s oil fuel
needs, X uses the modification to expand the
boiler’s fuel capacity by 40 percent using the
mixture as additional fuel. The additional
fuel mixture comprises only 28 percent of X’s
total fuel needs. Thus, even though 75 per-
cent of the additional fuel mixture is an al-
ternate substance, the boiler does not qual-
ify as modification equipment because the
alternate substance comprises only 21 per-
cent of the total fuel.

(7) Equipment using coal as feedstock.
Equipment that uses coal (including
lignite) to produce a feedstock for the
manufacture of chemicals, such as pe-
trochemicals, or other products is al-
ternative energy property. Equipment
is not eligible if it is not directly in-
volved in the treatment of coal or a
coal product, but produces a substance
that is, like coal, a basic feedstock or
catalyst used in the coal conversion
process. Equipment is not eligible if it
is used beyond the point at which the
first product marketable as a feedstock
has been produced. Equipment used to
produce coke or coke gas, such as coke
ovens, is ineligible.

(8) Pollution control equipment. (i) Pol-
lution control equipment is alternative
energy property. Eligible equipment is
limited to property or equipment to
the extent it qualifies as a pollution
control facility under section
103(b)(4)(F) and the regulations there-
under except that, if control of pollu-
tion is not the only significant purpose
(within the meaning of those regula-
tions), only the incremental cost (as
defined in paragraph (k) of this sec-
tion) of the equipment qualifies. How-
ever, if a Treasury decision changes the

regulations under section 103(b)(4)(F)
and, thus, the rules reflected in this
subdivision (i), the rules as changed
will apply as of the effective date of
the Treasury decision.

(ii) To be eligible, the equipment
must be required by a Federal, State,
or local government regulation to be
installed on, or used in connection
with, eligible alternative energy prop-
erty (as defined in paragraph (c)(8)(v)
of this section).

(iii) Under section 48(l)(3)(D) equip-
ment is not eligible if required by a
Federal, State, or local government
regulation in effect on October 1, 1978,
to be installed on, or in connection
with, property using coal (including
lignite) as of October 1, 1978.

(iv) Under this subparagraph (8), pol-
lution control equipment is required by
regulation if it would be necessary to
install the equipment to satisfy the re-
quirements of any applicable law, in-
cluding nuisance law. The pollution
control equipment need not be specifi-
cally identified in the applicable law. If
several different types of equipment
may be used to comply with the appli-
cable law, each type of equipment is
considered necessary to satisfy the re-
quirements of the law. An order per-
mitting a taxpayer to delay compli-
ance with any applicable law is dis-
regarded.

(v) Under this subparagraph (8) ‘‘eli-
gible alternative energy property’’ is
energy property (as defined in section
48 (l)(2)) described in paragraphs (c) (3)
through (7) of this section. If equip-
ment otherwise qualifying as pollution
control equipment is installed on, or
used in connection with, both eligible
alternative energy property and prop-
erty other than eligible alternative en-
ergy property, only the incremental
cost (as defined in paragraph (k) of this
section) of the equipment qualifies.

(vi) Examples. The following examples
illustrate this subparagraph (8). As-
sume that the property or equipment
in the examples are described in § 1.103–
8(g)(2)(ii) and that their only purpose is
control of pollution.

Example 1. On October 1, 1978, corporation
X acquires and places in service in State A a
paper mill. The facility includes a boiler the
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primary fuel for which is wood chips. The fa-
cility includes equipment necessary to com-
ply with pollution control standards in effect
on October 1, 1978 in State A. This equipment
qualifies as pollution control equipment.

Example 2. On October 1, 1978, corporation
Y was burning coal at its facility in State B.
The emissions from the facility exceeded
State air pollution control requirements in
effect on October 1, 1978. On January 1, 1979,
X installed cyclone separators to comply
with the State pollution control require-
ments. The cyclone separators do not qualify
as pollution control equipment.

Example 3. Assume the same facts as in ex-
ample 2 except that Y installs a baghouse in-
stead of cyclone separators to meet more
stringent standards that take effect on De-
cember 31, 1978. The baghouse qualifies as
pollution control equipment because the
baghouse was not necessary to meet the
standards in effect on October 1, 1978.

Example 4. On October 1, 1978, corporation Z
is burning coal at its facility in State C. The
emissions from that facility exceed State air
pollution control standards in effect on Octo-
ber 1, 1978. C orders Z to install cyclone sepa-
rators before January 1, 1979. However, C al-
lows Z to operate its facility until January 1,
1979, under less stringent interim standards
applicable only to Z. The separators do not
qualify as pollution control equipment. The
delayed compliance order is disregarded.

(9) Handling and preparation equip-
ment. (i) Alternative energy property
includes equipment (handling and prep-
aration equipment) used for unloading,
transfer, storage, reclaiming from stor-
age, or preparation of an alternate sub-
stance for use in eligible alternative
energy property (as defined in para-
graph (c)(9)(ii) of this section). Han-
dling and preparation equipment must
be located at the site the alternate sub-
stance is used as a fuel or feedstock.
For example, equipment used to screen
and prepare coal for use at a power
plant qualifies if located at the plant.
However, similar equipment located at
the coal mine would not qualify.

(ii) Under this subparagraph (9), ‘‘eli-
gible alternative energy property’’ is
energy property (as defined in section
48(l)(2)) described in paragraphs (c) (3)
through (8) of this section. If equip-
ment otherwise qualifying as handling
and preparation equipment is installed
on, or used in connection with, prop-
erty other than eligible alternative en-
ergy property, only the incremental

cost (as defined in paragraph (k) of this
section) of the equipment qualifies.

(iii) The term ‘‘preparation’’ includes
washing, crushing, drying, compacting,
and weighing of an alternate sub-
stance. Handling and preparation
equipment also includes equipment for
shredding, chopping, pulverizing, or
screening agricultural or forestry by-
products at the site of use.

(iv) Handling and preparation equip-
ment does not include equipment, such
as coal slurry pipelines and railroad
cars, that transports a fuel or a feed-
stock to the site of its use.

(10) Geothermal equipment—(i) Alter-
native energy property includes equip-
ment (geothermal equipment) that pro-
duces, distributes, or uses energy de-
rived from a geothermal deposit (as de-
fined in § 1.44C–2(h)).

(ii) In general, production equipment
includes equipment necessary to bring
geothermal energy from the subterra-
nean deposit to the surface, including
well-head and downhole equipment
(such as screening or slotting liners,
tubing, downhole pumps, and associ-
ated equipment). Reinjection wells re-
quired for production also may qualify.
Production does not include explo-
ration and development.

(iii) Distribution equipment includes
equipment that transports geothermal
steam or hot water from a geothermal
deposit to the site of ultimate use. If
geothermal energy is used to generate
electricity, distribution equipment in-
cludes equipment that transports hot
water from the geothermal deposit to a
power plant. Distribution equipment
also includes components of a heating
system, such as pipes and ductwork
that distribute within a building the
energy derived from the geothermal de-
posit.

(iv) Geothermal equipment includes
equipment that uses energy derived
both from a geothermal deposit and
from sources other than a geothermal
deposit (dual use equipment). Such
equipment, however, is geothermal
equipment (A) only if its use of energy
from sources other than a geothermal
deposit does not exceed 25 percent of
its total energy input in an annual
measuring period and (B) only to the
extent of its basis or cost allocable to
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its use of energy from a geothermal de-
posit during an annual measuring pe-
riod. An ‘‘annual measuring period’’ for
an item of dual use equipment is the
365 day period beginning with the day
it is placed in service or a 365 day pe-
riod beginning the day after the last
day of the immediately preceding an-
nual measuring period. The allocation
of energy use required for purposes of
paragraph (c)(10)(iv) (A) and (B) of this
section may be made by comparing, on
a Btu basis, energy input to dual use
equipment from the geothermal de-
posit with energy input from other
sources. However, the Commissioner
may accept any other method that, in
his opinion, accurately establishes the
relative annual use by dual use equip-
ment of energy derived from a geo-
thermal deposit and energy derived
from other sources.

(v) The existence of a backup system
designed for use only in the event of a
failure in the system providing energy
derived from a geothermal deposit will
not disqualify any other equipment. If
geothermal energy is used to generate
electricity, equipment using geo-
thermal energy includes the electrical
generating equipment, such as turbines
and generators. However, geothermal
equipment does not include any elec-
trical transmission equipment, such as
transmission lines and towers, or any
equipment beyond the electrical trans-
mission stage, such as transformers
and distribution lines.

(vi) Examples. The following examples
illustrate this subparagraph (10):

Example 1. On October 1, 1979, corporation
X, a calendar year taxpayer, places in service
a system which heats its office building by
circulating hot water heated by energy de-
rived from a geothermal deposit through the
building. Geothermal equipment includes the
circulation system, including the pumps and
pipes which circulate the hot water through
the building.

Example 2. The facts are the same as in Ex-
ample 1, except that corporation X also
places in service a boiler to produce hot
water for heating the building exclusively in
the event of a failure of the geothermal
equipment. Such a boiler is not geothermal
equipment, but the existence of such a
backup system does not serve to disqualify
property eligible in Example 1.

Example 3. The facts are the same as in Ex-
ample 1, except that the water heated by en-

ergy derived from a geothermal deposit is
not hot enough to provide sufficient heat for
the building. Therefore, the system includes
an electric boiler in which the water is heat-
ed before being circulated in the heating sys-
tem. Assume that, on a Btu basis, eighty per-
cent of the total energy input to the cir-
culating system during the 365 day period be-
ginning on October 1, 1979, is energy derived
from a geothermal deposit. The boiler is not
geothermal equipment. For the 1979 taxable
year, eighty percent of the circulating sys-
tem is geothermal equipment because eighty
percent of its basis or cost is allocable to use
of energy from a geothermal deposit. If, in a
subsequent taxable year, the basis or cost al-
locable to use of energy from a geothermal
deposit falls below eighty percent, recapture
may be required under section 47 and § 1.47–
1(h). Thus, if, on a Btu basis, only 70 percent
of the total energy input to the circulating
system for the 365 day period beginning Oc-
tober 1, 1980, is energy derived from a geo-
thermal deposit, then there will be complete
recapture of the credit during the 1980 tax-
able year. If, however, for that 365 day pe-
riod, the portion of the total energy input
that is derived from a geothermal deposit is
less than 80 percent but greater than or
equal to 75 percent, then only a proportional
amount of credit will be recaptured during
the 1980 taxable year. No additional credit is
allowable in a subsequent taxable year, how-
ever, if the portion of the basis or cost allo-
cable to use of energy from a geothermal de-
posit increases above what it was for a pre-
vious taxable year (see § 1.46–3(d)(4)(i)).

Example 4. Corporation Y acquires a com-
mercial vegetable dehydration system in
1981. The system operates by placing fresh
vegetables on a conveyor belt and moving
them through a dryer. The conveyor belt is
powered by electricity. The dryer uses solely
energy derived from a geothermal deposit.
The dryer is geothermal equipment while the
equipment powered by electricity does not
qualify.

(d) Solar energy property—(1) In gen-
eral. Energy property includes solar en-
ergy property. The term ‘‘solar energy
property’’ includes equipment and ma-
terials (and parts related to the func-
tioning of such equipment) that use
solar energy directly to (i) generate
electricity, (ii) heat or cool a building
or structure, or (iii) provide hot water
for use within a building or structure.
Generally, those functions are accom-
plished through the use of equipment
such as collectors (to absorb sunlight
and create hot liquids or air), storage
tanks (to store hot liquids), rockbeds
(to store hot air), thermostats (to acti-
vate pumps or fans which circulate the

VerDate 09<APR>98 01:58 Apr 18, 1998 Jkt 179084 PO 00000 Frm 00315 Fmt 8010 Sfmt 8010 Y:\SGML\179084.TXT 179084-3



320

26 CFR Ch. I (4–1–98 Edition)§ 1.48–9

hot liquids or air), and heat exchangers
(to utilize hot liquids or air to create
hot air or water). Property that uses,
as an energy source, fuel or energy de-
rived indirectly from solar energy,
such as ocean thermal energy, fossil
fuel, or wood, is not considered solar
energy property.

(2) Passive solar excluded—(i) Solar en-
ergy property excludes the materials
and components of ‘‘passive solar sys-
tems,’’ even if combined with ‘‘active
solar systems.’’

(ii) An active solar system is based
on the use of mechanically forced en-
ergy transfer, such as the use of fans or
pumps to circulate solar generated en-
ergy.

(iii) A passive system is based on the
use of conductive, convective, or radi-
ant energy transfer. Passive solar prop-
erty includes greenhouses, solariums,
roof ponds, glazing, and mass or water
trombe walls.

(3) Electric generation equipment. Solar
energy property includes equipment
that uses solar energy to generate elec-
tricity, and includes storage devices,
power conditioning equipment, transfer
equipment, and parts related to the
functioning of those items. In general,
this process involves the trans-
formation of sunlight into electricity
through the use of such devices as solar
cells or other collectors. However,
solar energy property used to generate
electricity includes only equipment up
to (but not including) the stage that
transmits or uses electricity.

(4) Pipes and ducts. Pipes and ducts
that are used exclusively to carry en-
ergy derived from solar energy are
solar energy property. Pipes and ducts
that are used to carry both energy de-
rived from solar energy and energy de-
rived from other sources are solar en-
ergy property (i) only if their use of en-
ergy other than solar energy does not
exceed 25 percent of their total energy
input in an annual measuring period
and (ii) only to the extent of their basis
or cost allocable to their use of solar
energy during an annual measuring pe-
riod. (See paragraph (d)(6) of this sec-
tion for the definition of ‘‘annual meas-
uring period’’ and for rules relating to
the method of allocation.)

(5) Specially adapted equipment. Equip-
ment that uses solar energy beyond the

distribution stage is eligible only if
specially adapted to use solar energy.

(6) Auxiliary equipment. Solar energy
property does not include equipment
(auxiliary equipment), such as furnaces
and hot water heaters, that use a
source of power other than solar or
wind energy to provide usable energy.
Solar energy property does include
equipment, such as ducts and hot water
tanks, which is utilized by both auxil-
iary equipment and solar energy equip-
ment (dual use equipment). Such
equipment is solar energy property (i)
only if its use of energy from sources
other than solar energy does not ex-
ceed 25 percent of its total energy
input in an annual measuring period
and (ii) only to the extent of its basis
of cost allocable to its use of solar or
wind energy during an annual measur-
ing period. An ‘‘annual measuring pe-
riod’’ for an item of dual use equipment
is the 365 day period beginning with the
day it is placed in service or a 365 day
period beginning the day after the last
day of the immediately preceding an-
nual measuring period. The allocation
of energy use required for purposes of
paragraphs (d)(6) (i) and (ii) of this sec-
tion may be made by comparing, on a
Btu basis, energy input to dual use
equipment from solar energy with en-
ergy input from other sources. How-
ever, the Commissioner may accept
any other method that, in his opinon,
accurately establishes the relative an-
nual use by dual use equipment of solar
energy and energy derived from other
sources.

(7) Solar process heat equipment. Solar
energy property does not include equip-
ment that uses solar energy to gen-
erate steam at high temperatures for
use in industrial or commercial proc-
esses (solar process heat).

(8) Example. The following example il-
lustrates this paragraph (d).

Example. (a) In 1979, corporation X, a cal-
endar year taxpayer, constructs an apart-
ment building and purchases equipment to
convert solar energy into heat for the build-
ing. Corporation X also installs an oil-fired
water heater and other equipment to provide
a backup source of heat when the solar en-
ergy equipment cannot meet the energy
needs of the building. For purposes of this
example, all equipment is placed in service
on October 1, 1979. On a Btu basis, eighty per-
cent of the total energy input to the dual use
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equipment during the 365 day period begin-
ning October 1, 1979, is from solar energy.

(b) The items purchased, in addition to the
water heater, include a roof solar collector, a
heat exchanger, a hot water tank, a control
component, pumps, pipes, fan-coil units, and
valves. Assume the fan-coil units could be
used with energy derived from an oil or gas
substance without significant modification.
All items are depreciable and have a useful
life of three years or more. The use of the
equipment to heat the building is the first
use to which the equipment has been put.

(c) Water is pumped from the basement
through pipes to the roof solar collector.
Heated water returns through pipes to a heat
exchanger which transfers heat to the water
in the hot water tank.

(d) The hot water tank and the oil-fired
water heater utilize the same distribution
pipe. Pumps and valves at the points of con-
nection between the hot water tank, the oil-
fired water heater, and the distribution pipe
regulate the auxiliary energy supply use.
They also prevent the oil-fired water heater
from heating water in the hot water tank.

(e) An integrated control component deter-
mines whether hot water from the hot water
tank or from the oil-fired water heater is dis-
tributed to fan-coil units located throughout
the building.

(f) The roof solar collector is solar energy
property. The pump that moves the water to
the roof collector and the pipes between the
roof collector and the hot water tank qualify
because they are solely related to transport-
ing solar heated water. The hot water tank
qualifies because it stores water heated sole-
ly by solar radiation. The heat exchanger
also qualifies.

(g) The oil-fired water heater does not
qualify as solar energy property because it is
auxiliary equipment.

(h)(1) Because the distribution pipe, the
control component, and the pumps and
valves serve the oil-fired water heater as
well as the solar energy equipment; they
qualify only to the extent of eighty percent
of their cost or basis, the portion allocable
to use of solar energy. If, in a subsequent
taxable year, the basis or cost allocable to
their use of solar energy falls below eighty
percent, recapture may be required under
section 47 and § 1.47–1(h). Thus, if, on a Btu
basis, only 70 percent of the total energy
input to that equipment for the 365 day pe-
riod beginning October 1, 1980, is from solar
energy, then there will be complete recap-
ture of the credit during the 1980 taxable
year. If, however, for that 365 day period, the
portion of that equipment’s total energy
input that is from solar energy is less than 80
percent but greater than or equal to 75 per-
cent, then only a proportional amount of
credit will be recaptured during the 1980 tax-
able year. No additional credit is allowable
for the equipment in a subsequent taxable

year, however, if the portion of its basis or
cost allocable to use of solar energy in-
creases above what it was for a previous tax-
able year (see § 1.46–3 (d)(4)(i)).

(2) The fan-coil units do not qualify as
solar energy property because they are not
specially adapted to use energy derived from
solar energy.

(e) Wind energy property—(1) In gen-
eral. Energy property includes wind en-
ergy property. Wind energy property is
equipment (and parts related to the
functioning of that equipment) that
performs a function described in para-
graph (e)(2) of this section. In general,
wind energy property consists of a
windmill, wind-driven generator, stor-
age devices, power conditioning equip-
ment, transfer equipment, and parts re-
lated to the functioning of those items.
Wind energy property does not include
equipment that transmits or uses elec-
tricity derived from wind energy. In
addition, limitations apply similar to
those set forth in paragraphs (d) (5), (6),
and (8) of this section. For example, if
equipment is used by both auxiliary
equipment and wind energy equipment,
such equipment is wind energy prop-
erty only if its use of energy other
than wind energy does not exceed 25
percent of its total energy input in an
annual measuring period and only to
the extent of its basis or cost allocable
to its use of wind energy during an an-
nual measuring period.

(2) Eligible functions. Wind energy
property is limited to equipment (and
parts related to the functioning of that
equipment) that—

(i) Uses wind energy to heat or cool,
or provide hot water for use in, a build-
ing or structure, or

(ii) Uses wind energy to generate
electricity (but not mechanical forms
of energy).

(f) Specially defined energy property—
(1) In general. Specially defined energy
property means only those items de-
scribed in paragraphs (f) (4) through
(14) of this section that meet the re-
quirements of paragraph (f)(2) of this
section. The items described in para-
graphs (f) (4) through (14) of this sec-
tion also consist of related equipment,
such as fans, pumps, ductwork, piping,
and controls, the installation of which
is necessary for the specified item to
reduce the energy consumed or heat
wasted by the process.
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(2) General requirements. To be eligi-
ble, each item described in paragraphs
(f) (4) through (14) of this section must
be installed in connection with an ex-
isting industrial or commercial facil-
ity. In addition, the principal purpose
of each of those items must be reduc-
tion of energy consumed or heat wast-
ed in any existing industrial or com-
mercial process. See section 48(l)(10)
and paragraph (l) of this section. If an
item performs more than one function,
only the incremental cost (as defined
in paragraph (k) of this section) of the
equipment qualifies.

(3) Industrial or commercial process. (i)
A process is a means or method of pro-
ducing a desired result by chemical,
physical, or mechanical action. For ex-
ample, equipment installed in connec-
tion with retail sales, general office
use, and residential use are not used in
a process within the meaning of this
paragraph (f)(3).

(ii) An industrial process includes ag-
ricultural processes and thermal proc-
esses relating to production or manu-
facture, such as those involving boilers
and furnaces.

(iii) A commercial process includes
laundering and food preparation.

(iv) More than one process may be
conducted in a single facility. The fact
that several processes involved in the
production of a product are integrated
does not cause such integrated proc-
esses to be treated as one process. For
example, in a food canning facility,
producing prepared food from fresh
vegetables is not one process but rath-
er an integration of several processes
including washing, cooking and can-
ning.

(v) The following example illustrates
this paragraph (f)(3).

Example. Corporation X, an advertising
agency, acquires an automatic energy con-
trol system designed to reduce energy con-
sumed by heating and cooling its office
building. Although the use of an office for
X’s business is a commercial activity, heat-
ing or cooling an office is not an industrial
or commercial process. The automatic en-
ergy control system does not qualify because
it does not reduce energy consumed in an in-
dustrial or commercial process.

(4) Recuperators. Recuperators re-
cover energy, usually in the form of
waste heat from combustion exhaust

gases, hot exiting product, or product
cooling air, that is used to heat incom-
ing combustion air, raw materials, or
fuel. Recuperators are configurations
of equipment consisting in part of fixed
heat transfer surfaces between two gas
flows, and include related baffles, di-
viders, entrance flanges, transition sec-
tions, and shells or cases enclosing the
other components of the recuperator.
In general, a fixed heat transfer surface
absorbs heat from a gas or liquid flow
or dissipates heat to the gas or liquid
flow.

(5) Heat wheels. Heat wheels recover
energy, usually in the form of waste
heat, from exhaust gases to preheat in-
coming gases. Heat wheels are items of
equipment consisting in part of regen-
erators (which rotate between two gas
flows) and related drive components,
wiper seals, entrance flanges, and tran-
sition sections.

(6) Regenerators. Regenerators are de-
vices, such as clinker columns or
chains, that recover energy by effi-
ciently storing heat while exposed to
high temperature gases and releasing
heat while exposed to low temperature
gases, fluids, or solids.

(7) Heat exchangers. Heat exchangers
recover energy, usually in the form of
waste heat, from high temperature
gases, liquids, or solids for transfer to
low temperature gases, liquids, or sol-
ids. Heat exchangers consist in part of
fixed heat transfer surfaces (described
in paragraph (f)(4) of this section) sepa-
rating two media. Heat exchange
equipment does not include fluidized
bed combustion equipment.

(8) Waste heat boilers. Waste heat boil-
ers use waste heat, usually in the form
of combustion exhaust gases, as a sub-
stantial source of energy. A substantial
source of energy is one that comprises
more than 20 percent of the energy re-
quirement on the basis of Btu’s during
the course of each taxable year (includ-
ing the start-up year).

(9) Heat pipes. Heat pipes recover en-
ergy, usually in the form of waste heat,
from high temperature fluids to heat
low temperature fluids. A heat pipe
consists in part of sealed heat transfer
chambers and a capillary structure. In
general, the heat transfer chambers al-
ternatively vaporize and condense a
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working fluid as it passes from one end
of the chamber to the other.

(10) Automatic energy control systems.
Automatic energy control systems
automatically reduce energy consumed
in an industrial or commercial process
for such purposes as environmental
space conditioning (i.e., lighting, heat-
ing, cooling or ventilating, etc.). Auto-
matic energy control systems include,
for example, automatic equipment set-
tings controls, load shedding devices,
and relay devices used as part of such
system. Property such as computer
hardware installed as a part of the en-
ergy control system also qualifies, but
only to the extent of its incremental
cost (as defined in paragraph (k) of this
section).

(11) Turbulators. Turbulators increase
the rate of transfer of heat from com-
bustion gases to heat exchange sur-
faces by increasing the turbulence in
the gases. A turbulator is a baffle
placed in a boiler firetube or in a heat
exchange tube in industrial process
equipment to deflect gases to the heat
transfer surface.

(12) Preheaters. Preheaters recover en-
ergy, usually in the form of waste heat,
from either combustion exhaust gases
or steam, to preheat incoming combus-
tion air or boiler feedwater. A pre-
heater consists in part of fixed heat
transfer surfaces (described in para-
graph (f)(4) of this section) separating
two fluids.

(13) Combustible gas recovery systems.
Combustible gas recovery systems are
items of equipment used to recover un-
burned fuel from combustion exhaust
gases.

(14) Economizers. Economizers are
configurations of equipment used to re-
duce energy demand or recover energy
from combustion exhaust gases and
other high temperature sources to pre-
heat boiler feedwater.

(15) Other property added by the Sec-
retary. [Reserved]

(g) Recycling equipment—(1) In general.
Recycling equipment is equipment
used exclusively to sort and prepare, or
recycle, solid waste (other than animal
waste) to recover usable raw materials
(‘‘recovery equipment’’), or to convert
solid waste (including animal waste)
into fuel or other useful forms of en-
ergy (‘‘conversion equipment’’). Recy-

cling equipment may include certain
other onsite related equipment.

(2) Recovery equipment. Recovery
equipment includes equipment that—

(i) Separates solid waste from a mix-
ture of waste,

(ii) Applies a thermal, mechanical, or
chemical treatment to solid waste to
ensure the waste will properly respond
to recycling, or

(iii) Recycles solid waste to recover
usable raw materials, but not beyond
occurrence of the first of the following:

(A) The point at which a material has
been created that can be used in begin-
ning the fabrication of an end-product
in the same way as materials from a
virgin substance. Examples are the
fiber stage in textile recycling, the
newsprint or paperboard stage in paper
recycling, and the ingot stage for other
metals (other than iron and steel). In
the case of recycling iron or steel, re-
cycling equipment does not include any
equipment used to reduce solid waste
to a molten state or any process there-
after.

(B) The point at which the material
is a marketable product (i.e., has a
value other than for recycling) even if
the material is not marketed by the
taxpayer at that point.

(3) Conversion equipment. Conversion
equipment includes equipment that
converts solid waste into a fuel or
other usable energy, but not beyond
the point at which a fuel, steam, elec-
tricity, hot water, or other useful form
of energy has been created. Thus, com-
bustors, boilers, and similar equipment
may be eligible if used for a conversion
process, but steam and heat distribu-
tion systems between the combustor or
boiler and the point of use are not eli-
gible.

(4) On-site related equipment. Recy-
cling equipment also includes onsite
loading and transportation equipment,
such as conveyors, integrally related to
other recycling equipment. This equip-
ment may include equipment to load
solid waste into a sorting or prepara-
tion machine and also a conveyor belt
system that transports solid waste
from preparation equipment to other
equipment in the recycling process.

(5) Solid waste. (i) The term ‘‘solid
waste’’ has the same meaning as in
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§ 1.103–8(f)(2)(ii)(b), subject to the fol-
lowing exceptions and the other rules
of this subparagraph (5):

(A) The date the equipment is placed
in service is substituted in the first
sentence of § 1.103–8(f)(2)(ii)(b) for the
date of issue of the obligations, and

(B) Material that has a market value
at the place it is located only by reason
of its value for recycling is not consid-
ered to have a market value.

(ii) Solid waste may include a nomi-
nal amount of virgin materials, liquids,
or gases, not to exceed 10 percent. If
more than 10 percent of the material
recycled during the course of any tax-
able year (including the ‘‘start up’’
year) consists of virgin material, liq-
uids, or gases, the equipment ceases to
be energy property and is subject to re-
capture under section 47. The deter-
mination of the portion of virgin mate-
rial, liquids, or gases used is based on
volume, weight, or Btu’s whichever is
appropriate.

(6) Ineligible equipment. Transpor-
tation equipment, such as trucks, that
transfer solid waste between geographi-
cally separated sites (e.g., the collec-
tion point and the recycling point) is
not eligible. Steam and heat distribu-
tion systems are also ineligible.

(7) Increased recycling capacity. If the
equipment both replaces recycling ca-
pacity and increases that capacity at a
particualr site, only the incremental
cost (as defined in paragraph (k) of this
section) of increasing the capacity
qualifies. Recycling capacity is deter-
mined by the ability to produce a prod-
uct not previously produced by the tax-
payer, or more of an existing product,
in a way that does not lower overall
production.

(8) Examples. The following examples
illustrate this paragraph (g).

Example 1. Corporation W recycles alu-
minum scrap metal. W owns a junk yard
where it collects and crushes the metal into
compact units. W’s trucks bring the scrap
metal from the junk yard to its main plant
located 3 miles away. W’s furnace equipment
at the main plant reduces the scrap to the
molten state and W’s rolling equipment rolls
the aluminum into sheets. The furnace quali-
fies, but for two separate reasons the rolling
equipment does not qualify. First, the mol-
ten aluminum would be a marketable prod-
uct if reduced to ingots prior to rolling. It is
not necessary that W actually reduce the

molten aluminum to ingots. Second, the
molten aluminum could be used in the same
way as virgin material.

Example 2. Corporation X manufactures
newsprint using wood chips discarded during
X’s lumber operations. Assume X could sell
the wood chips to other companies located a
short distance from X’s mill for use as a fuel.
None of the equipment used to manufacture
the newsprint qualifies.

Example 3. Assume the same facts as in ex-
ample 2 except X uses old newspapers which
have no value except for recycling in the
area where X’s mill is located. The equip-
ment qualifies.

Example 4. Corporation Y recycles munici-
pal waste. Assume the municipal waste is
‘‘solid waste’’ under paragraph (g)(5) of this
section. During the first taxable year Y oper-
ates the equipment, Y uses 8,500 pounds of
municipal waste and 1,500 pounds of virgin
material and liquids. No energy credit is al-
lowed for the equipment.

Example 5. Corporation Z owns a waste re-
covery facility. The corrugated paper portion
of the waste stream is picked off a conveyor
as it enters the facility. The corrugated
paper is baled and sold as a secondary paper
product. Z acquires shredding and air-classi-
fication equipment. Corrugated paper that is
not removed from the conveyor belt enters
the new equipment for production as a fuel.
Z increases the input of corrugated paper so
that the same amount of corrugated paper is
removed from the conveyor to be baled. The
excess paper that is not removed for baling
enters the shredding and air-classification
equipment. The new equipment qualifies.

(h) Shale oil equipment—(1) In general.
Shale oil equipment used in mining or
either surface or in situ processing
qualifies as energy property. Shale oil
equipment means equipment used ex-
clusively to mine, or produce or ex-
tract oil from, shale rock.

(2) Eligible processes. In general, proc-
essing equipment qualifies if used in or
after the mining stage and up through
the retorting process. Thus, eligible
processes include crushing, loading
into the retort, and retorting, but not
hydrogenation, refining, or any process
subsequent to retorting. However, with
respect to in situ processing, eligible
processes include creating the under-
ground cavity.

(3) Eligible equipment. Shale oil equip-
ment includes—

(i) Heading jumbos, bulldozers, and
scaling and bolting rigs used to create
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an underground cavity for in situ proc-
essing,

(ii) On-site water supply and treat-
ment equipment and handling equip-
ment for spent shale.

(iii) Crushing and screening plant
equipment, such as hoppers, feeders, vi-
brating screens, and conveyors,

(iv) Briquetting plant equipment,
such as hammer mills and vibratory
pan feeders, and

(v) Retort equipment, including di-
rect cooling and condensing equipment.

(i) [Reserved]
(j) Natural gas from geopressured brine.

Equipment used exclusively to extract
natural gas from geopressured brine de-
scribed in section 613A(b)(3)(C)(i) is en-
ergy property. Eligible equipment in-
cludes equipment used to separate the
gas from saline water and remove other
impurities from the gas. Equipment is
eligible only up to the point the gas
may be introduced into a pipeline.

(k) Incremental cost. The term ‘‘incre-
mental cost’’ means the excess of the
total cost of equipment over the
amount that would have been expended
for the equipment if the equipment
were not used for a qualifying purpose.
For example, assume equipment cost-
ing $100 performs a pollution control
function and another function. Assum-
ing it would cost $60 solely to perform
the nonqualifying function, the incre-
mental cost would be $40.

(l) Existing—(1) In general. For pur-
poses of section 48(l), the term ‘‘exist-
ing’’ means—

(i) When used in connection with a
facility or equipment, 50 percent or
more of the basis of that facility or
equipment is attributable to construc-
tion, reconstruction, or erection before
October 1, 1978, or

(ii) When used in connection with an
industrial or commercial process, that
process was carried on in the facility as
of October 1, 1978.

(2) Industrial or commercial process. (i)
A process will be considered the same
as the process carried on in the facility
as of October 1, 1978, unless and until
capitalizable expenditures are paid or
incurred for modification of the proc-
ess. The expenditures need not be cap-
italized in fact; it is sufficient if the
taxpayer has an option or may elect to
capitalize. In general, the date of

change will be the date the expendi-
tures are properly chargeable to cap-
ital account. If the taxpayer properly
elects to expense a capitalizable ex-
penditure, the date of change will be
the date the expenditure could have
been properly chargeable to capital ac-
count if the expenditure had been cap-
italized. Recapture will not occur by
reason of a change in a process unless
the process change also changes the
use of the equipment. See example (1)
of § 1.47–1(h)(5).

(m) Quality and performance stand-
ards—(1) In general. Energy property
must meet quality and performance
standards, if any, that have been pre-
scribed by the Secretary (after con-
sultation with the Secretary of En-
ergy) and are in effect at the time of
acquisition.

(2) Time of acquisition. Under this
paragraph (m) the time of acquisition
is—

(i) The date the taxpayer enters into
a binding contract to acquire the prop-
erty or

(ii) For property constructed, recon-
structed, or erected by the taxpayer,
(A) the earlier of the date it begins
construction, reconstruction, or erec-
tion of the property, or (B) the date the
taxpayer and another person enter into
a binding contract requiring each to
construct, reconstruct, or erect prop-
erty and place the property in service
for an agreed upon use. See example
under paragraph (m)(4) of this section.

(3) Binding contract. Under this para-
graph (m), a binding contract to con-
struct, reconstruct, or erect property,
or to acquire property, is a contract
that is binding at all times on the tax-
payer under applicable State or local
law. A binding contract to construct,
reconstruct, or erect property or to ac-
quire property, does not include a con-
tract for preparation of architect’s
sketches, blueprints, or performance of
any other activity not involving the
beginning of physical work.

(4) Example. The following example il-
lustrates this paragraph (m).

Example. Corporation X owns a junk yard.
Corporation Y manufactures recycling equip-
ment and operates several recycling facili-
ties. On January 1, 1979, X and Y enter into
a written contract that is binding on both
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parties on that date and at all times there-
after. Under the contract’s terms X will sup-
ply scrap metals to Y and Y agrees in return
to build a recycling facility on land adjacent
to the junk yard. Y will own and operate the
facility using the scrap metal supplied by X.
Y may treat the agreement as a binding con-
tract under paragraph (m) (2) and (3) of this
section.

(n) Public utility property—(1) Inclu-
sions. Public utility property is in-
cluded in both of the following cat-
egories of energy property:

(i) Shale oil equipment and
(ii) Equipment for producing natural

gas from geopressured brine.
(2) Exclusions. Public utility property

is excluded from each of the following
categories of energy property:

(i) Alternative energy property,
(ii) Specially defined energy prop-

erty,
(iii) Solar or wind energy property,

and
(iv) Recycling equipment.
(3) Public utility property. The term

‘‘public utility property’’ has the
meaning given in section 46(f)(5).

(o)—(p) [Reserved]
(q) Qualified intercity buses—(1) In

general. This paragraph (q) prescribes
rules and definitions for purposes of
section 48(l)(2)(A)(ix) and (16). Energy
property includes qualified intercity
buses of an eligible taxpayer, but only
to the extent of the increase in the tax-
payer’s total operating seating capac-
ity (operating capacity) under para-
graphs (q) (9), (10), and (11) of this sec-
tion. For application of recapture rules
see § 1.47–1(h)(3)(ii).

(2) Eligible taxpayer. A taxpayer is an
eligible taxpayer only if it is deter-
mined to be both—

(i) A common carrier regulated by
the Interstate Commerce Commission
or an appropriate State agency and

(ii) Engaged in the trade or business
of furnishing intercity transportation
by bus.

(3) Common carrier. The taxpayer is a
common carrier only if the taxpayer
holds itself out to the general public as
providing passenger bus transportation
for compensation over regular or irreg-
ular routes, or both.

(4) Appropriate State agency. A State
agency is appropriate only if it has
both—

(i) Power to regulate intrastate
transportation provided by a motor
carrier, within the meaning of section
10521(b)(1) of the Revised Interstate
Commerce Act (49 U.S.C. 10521(b)(1)),
and

(ii) Power to initiate an exemption
proceeding under section 1025(b) of that
Act (49 U.S.C. 10525(b)).

(5) Intercity transportation. Intercity
transportation means intercity pas-
senger transportation or intercity pas-
senger charter service. Intercity trans-
portation does not include transpor-
tation provided entirely within a mu-
nicipality, contiguous municipalities,
or within a zone that is adjacent to,
and commercially a part of, the mu-
nicipality or municipalities (within the
meaning of section 10526(b)(1) of the
Revised Interstate Commerce Act (49
U.S.C. 10526(b)(1)). See 49 CFR part 1048
(regulations defining commercial zones
under that statute).

(6) Definition of qualified intercity bus.
A qualified intercity bus (qualifying
bus) is an automobile bus—

(i) The chassis and body of which are
exempt (under section 4063(a)(6)) from
the 10-percent excise tax generally im-
posed under section 4061(a) on trucks
and buses.

(ii) With a seating capacity of at
least 36 passengers (in addition to the
driver).

(iii) With one or more baggage com-
partments, in an area separated from
the passenger area, with an aggregate
capacity of at least 200 cubic feet, and

(iv) Which meets the predominant
use test.

(7) Predominant use test. (i) A bus
meets the predominant use test for a
taxable year only if it meets the fol-
lowing conditions:

(A) It is used on a full-time basis dur-
ing the taxable year, and

(B) At least 70 percent of the total
miles driven are driven while furnish-
ing intercity transportation.

(ii) A bus driven from the end point
of one trip to the beginning point of
another trip (‘‘deadheading’’), both of
which furnish intercity transportation
of passengers, will be considered to
have been driven while furnishing
intercity transportation of passengers,
even if no passengers are carried.
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(iii) A bus is considered used on a
full-time basis in a taxable year if it
was driven 10,000 miles in that year. If
available, the best evidence of annual
mileage is the difference between
odometer readings at the beginning
and end of each taxable year. If the bus
was placed in service during the tax-
able year, or for a short taxable year
described in section 441(b)(3), that
10,000 mile figure is prorated on a daily
basis.

(iv) If a qualifying bus fails to meet
the predominant use test in a taxable
year, a cessation occurs in that taxable
year. See § 1.47–1(h)(3)(ii).

(v) The following examples illustrate
this paragraph (q)(7):

Example 1. X, a bus company, used a bus for
trips between city M and city N, a distance
of 100 miles. These trips qualify as furnishing
intercity transportation. During the taxable
year, 300 round trips were run carrying pas-
sengers both ways and 75 trips were run car-
rying passengers from city M to city N im-
mediately after each of which the bus was re-
turned to city M for the next trip. The bus
was also driven 20,000 miles to furnish pas-
senger service which was local transpor-
tation. During the taxable year, the bus was
driven a total of 100,000 miles. X makes the
following calculations to determine if it met
the predominant use test for the taxable
year.
1. Total miles driven .......................................... 100,000
2. Intercity miles driven:

a. Passenger round trips (100 x 2 X 300) .. 60,000
b. Passenger one-way (75 x 100) .............. 7,500
c. Non-passenger return trips (75 x 100) ... 7,500

3. Total intercity passenger miles (sum of lines
2 a, b, and c) .................................................. 75,000

4. 79% of line 1 .................................................. 70,000

Since line 1 is not less than 10,000 miles, the
full-time use requirement is met. Since line
3 is greater than line 4, the 70 percent inter-
city mileage test is met. Thus, for the tax-
able year, the bus meets the predominant
use test in paragraph (q)(7)(i) of this section.

Example 2. The facts are the same as in ex-
ample 1, except that the bus was placed in
service on the last day of the taxable year.
The bus was used only to run one round trip,
carrying passengers, between cities M and N.
10,000 miles X one day ÷365 days=27.4 miles.
Because, for the one day of the taxable year
that the bus was in service, the bus was driv-
en more than 27.4 miles, and all these miles
were driven to furnish intercity transpor-
tation, it met the predominant use test for
the taxable year.

(8) Leased buses. (i) A bus which is
leased is energy property only if it

meets the requirements of paragraphs
(q)(6) (i), (ii), and (iii) of this section,
the lessee is an eligible taxpayer, and
the bus meets the predominant use test
in the hands of the lessee. If a leased
bus is energy property, the energy
credit is available only to the lessee
unless paragraph (q)(8)(ii) of this sec-
tion applies. The lessor must elect
under section 48(d) for the lessee to
claim the energy credit.

(ii) If a leased bus is energy property
and, on or before October 9, 1984, either
(A) the lessor and lessee enter into a
lease and the lessee places the bus in
service, or (B) the bus is not placed in
service but the lessor and lessee enter
into a binding contract under which
the amount of the lease payments can-
not be modified, then the energy credit
is available to the lessor even if the
lessor is not an eligible taxpayer.

(iii) Notwithstanding § 1.47–2(b)(1) (re-
lating to the effect of a disposition by
the lessee on the credit claimed by the
lessor), if, by reason of a lease or the
termination of a lease, a bus is used in
a taxable year subsequent to the credit
year by a person other than the one
whose increase in operating capacity
determined the amount of qualified in-
vestment for the energy credit, a dis-
position of the bus under § 1.47–1(h)(2)
results. However, if the energy credit
for a bus was earned in a taxable year
and a lease of the bus which qualifies
under section 168(f)(8) (safe-harbor
lease) is entered into in a subsequent
taxable year, the safe-harbor lease is
not a disposition of the bus and the les-
see under that lease is treated as the
lessee for purposes of this paragraph
(q)(8). For the requirement to file an
amended return if the energy credit
was allowed in a prior taxable year, see
§ 5c.168(f)(8)–6(b)(2)(ii) (Temporary In-
come Tax Regulations under the Eco-
nomic Recovery Tax Act of 1981). For
the rule for determining whose operat-
ing capacity determines qualified in-
vestment for the energy credit, see
paragraph (q)(9)(ii) of this section. For
the rule for leases to related taxpayers,
see paragraph (q)(10)(ii) of this section.

(9) Operating capacity. (i) Qualified in-
vestment for a qualifying bus is taken
into account for the energy credit only
to the extent the bus increases the tax-
payer’s operating capacity. To increase
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operating capacity, a bus must be
counted in operating capacity. The in-
crease in a taxpayer’s operating capac-
ity is the excess of the taxpayer’s oper-
ating capacity for the current taxable
year over its operating capacity for the
immediately preceding taxable year.
Related taxpayers determine operating
capacity on a group basis under para-
graph (q)(10) of this section.

(ii) Operating capacity for a particu-
lar taxable year is determined by add-
ing together the seating capacities of
all intercity buses used by the tax-
payer in that year and still owned by
the taxpayer at the end of that year.
An intercity bus is a bus which meets
the chassis and body test and the pre-
dominant use test in paragraph (q)(6) of
this section whether or not the bus is
still in use at the end of the taxable
year. In the case of a leased bus to
which paragraph (q)(8) of this section
applies, the lessee’s operating capacity
determines qualified investment for
the energy credit.

(iii) The qualified investment for the
energy credit for a qualifying bus is the
bus’s qualified investment for the regu-
lar credit multiplied by a fraction. The
numerator of the fraction is the in-
crease in the taxpayer’s operating ca-
pacity for the taxable year. The de-
nominator is the added operating ca-
pacity for the taxable year. Added op-
erating capacity for the taxable year is
determined for a taxpayer by adding
together the seating capacities of the
taxpayer’s intercity buses included in
operating capacity for the taxable year
which were not included in operating
capacity for the immediately preceding
taxable year.

(iv) In the case of a partnership, each
partner’s qualified investment for the
energy credit for a qualifying bus is the
partner’s qualified investment for the
regular credit (determined under § 1.46–
3(f) multiplied by the fraction referred
to in paragraph (q)(9)(iii) of this sec-
tion for the partnership, as determined
for the partnership taxable year in
which the bus is placed in service.

(v) The following example illustrates
this paragraph (q)(9):

Example. Corporation Y is a calendar year
bus company that is an eligible taxpayer
under paragraph (q)(2) of this section. Based
upon the facts as set forth in the following

table, Y makes the following calculations to
determine the energy credit earned in 1981:
1. 1980 operating capacity determined as of

12/31/80:
a. 5 intercity buses×50 seats each ............. 250

b. Total 1980 operating capacity ................ 250
2. 1981 operating capacity determined as of

12/31/8:
a. 2 1980 buses used on a full-time basis

in 1981 .................................................... 100
b. 1981 added capacity: .............................

i. Qualifying buses:
Bus 1 ............................................ 45
Bus 2 ............................................ 55
Bus 3 ............................................ 50

ii. Intercity bus not a qualifying bus ..... 50
iii. Total 1981 added capacity ............. 200

c. Total 1981 operating capacity .................... 300
3. 1981 increase in operating capacity (line

2c¥line 1b) .................................................... 50
4. Fraction for determining qualified investment

attributable to increase in capacity (line
3+line 2 (b)(iii)) ............................................... 1⁄4

Accordingly, the energy credit earned in
1981 for each of the qualifying buses is deter-
mined as follows:

Qualified investment
for the regular credit × Line 4 ×

Energy
per-
cent-
age

=
Energy
credit

earned

Bus 1: $15,000 1⁄4 10 $375
Bus 2: $20,000 1⁄4 10 500
Bus 3: $25,000 1⁄4 10 625

Total energy credit
earned in 1981

............ ............ 1,500

(10) Related taxpayers. (i) Related tax-
payers are treated as one taxpayer in
determining the increase in operating
capacity under paragraph (q)(9)(ii) of
this section and in determining the
qualified investment in qualified inter-
city buses for the energy credit under
paragraph (q)(9)(iii) of this section. Re-
lated taxpayers are members of a group
of trades or businesses that are under
common control (as defined in § 1.52–
1(b)).

(ii) Related taxpayers make all com-
putations relating to operating capac-
ity on a group basis. Also, the deter-
mination of whether a bus meets the
predominant use test is made on a
group basis by aggregating bus usage
by each member of the group. For ex-
ample, if a bus is acquired by one mem-
ber and used by that member for part
of a taxable year and used by other
members for the remainder, the com-
bined usage is aggregated in determin-
ing whether the predominant use test

VerDate 09<APR>98 01:58 Apr 18, 1998 Jkt 179084 PO 00000 Frm 00324 Fmt 8010 Sfmt 8010 Y:\SGML\179084.TXT 179084-3



329

Internal Revenue Service, Treasury § 1.48–9

is met. In addition, all related tax-
payers are treated as one person in ap-
plying paragraph (q)(8) of this section
(relating to leasing).

(iii) The energy credit earned for a
qualifying bus is allocated to the mem-
ber which acquired (or is a lessee treat-
ed under section 48(d) as having ac-
quired) the bus whether or not that
member had a separate increase in op-
erating capacity for the taxable year.

(iv) Each member must make its own
computation of the group’s increase in
operating capacity for the period com-
prising its taxable year. A member will
make this computation as of the end of
its taxable year ignoring different tax-
able years of other members. For the
period comprising its taxable year, the
member makes all calculations relat-
ing to group operating capacity, in-
cluding the determination of full-time
use by other members.

(v) Each member determines the
composition of the group as of the end
of that member’s taxable year. For ex-
ample, if X uses the calendar year and
makes its computation as of December
31, 1981, and Y is a member of X’s group
at that time, Y’s operating capacity
determined as of the end of X’s imme-
diately preceding taxable year (Decem-
ber 31, 1980) is taken into account by X
for 1980 even if Y was not a member of
the group for any day prior to Decem-
ber 31, 1981.

(vi) The following example illustrates
this paragraph (q)(10):

Example (a). Corporations X and Y are re-
lated taxpayers. In this example, each bus is
a qualifying bus with a seating capacity of
50. Each bus owned at the close of either X’s
or Y’s taxable year was used on a full-time
basis for the relevant period corresponding
to X’s or Y’s taxable year. Other facts are set
forth in the following table:

X Y

Taxable year ends Dec. 31 ................. June 30.
Operating capacity

for 1979.
5 buses ................. 10 buses.

Buses added ......... 3 buses Mar. 1,
1980.

3 buses May 15,
1981.

Buses sold ............ 2 buses Mar. 31,
1981.

2 buses Sept. 30,
1980.

Cost of each
added bus.

$40,000 ................. $60,000.

(b) X makes the following calculations to
determine the energy credit earned for cal-
endar year 1980.

1. 1979 operating capacity determined as of 12/31/
79:

a. Attributable to X (5 buses×50 seats) .............. 250
b. Attributable to Y (10 buses×50 seats) ............ 500

c. Total 1979 operating capacity ........................ 750
2. 1980 operating capacity determined as of 12/31/

80:
a. X’s 5 and Y’s 8 1979 buses used on a full-

time basis in 1980 and still owned on 12/31/
80 .................................................................... 650

b. 1980 added capacity (X’s 3 buses×50 seats) 150

c. Total 1980 operating capacity ........................ 800
3. 1980 increase in operating capacity (line 2c¥line

1c) ........................................................................... 50
4. Fraction in paragraph (q)(9)(iii) of this section

(line 3÷line 2b) ........................................................ 1⁄3

Accordingly, X earned an energy credit of
$4,000 in 1980 ($40,000×1⁄3×10%×3 buses).

(c) Since in calendar year 1981 X placed no
qualifying buses in service, X earned no en-
ergy credit in 1981.

(d) Since in the taxable year 7/1/79–6/30/80 Y
placed no qualifying buses in service, Y
earned no energy credit in that taxable year.

(e) Y makes the following calculations to
determine the energy credit earned in the
taxable year 7/1/80—6/30/81.

1. Operating capacity for the taxable year ending 6/
30/80 determined as of the close of that year:

a. Attributable to X (8 buses×50 seats) .............. 400
b. Attributable to Y (10 buses×50 seats) ............ 500

c. Total operating capacity for that year ............. 900
2. Operating capacity for the taxable year ending 6/

30/81 determined as of the close of that year:
a. X’s 6 and Y’s 8 buses from prior taxable year

used on a full-time basis during current tax-
able year and still owned on 6/30/81 .............. 700

b. Capacity added during current taxable year
(Y’s 3 buses×50 seats) ................................... 150

c. Total operating capacity for that year ............. 850
3. Increase in operating capacity for taxable year

ending 6/30/81 (line 2c¥line 1c) ........................... (50)

As determined for Y’s taxable year ending
6/30/81 the group experienced a decrease in
operating capacity. Thus, no energy credit is
available for the buses Y placed in service in
its taxable year ending 6/30/81.

(11) Section 381(a) transactions. (i) In
the case of a transaction described in
section 381(a), the operating capacity
of each transferor or distributor cor-
poration, determined as of the date of
distribution or transfer (within the
meaning of § 1.381(b)–1(b)), shall reduce
the operating capacity of the acquiring
corporation (determined without this
paragraph (q)(11)) for its first taxable
year ending on or after that date for
purposes of determining the acquiring
corporation’s energy credit for that
year. This paragraph (q)(11) shall not
apply to any case to which paragraph
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(q)(10) of this section (dealing with re-
lated taxpayers) applies.

(ii) The following example illustrates
this paragraph (q)(11):

Example. X and Y are unrelated corpora-
tions which use the calendar year. For 1981,
each has an operating capacity of 250 seats (5
buses×50 seats). X merges into Y on January
1, 1982. On May 1, 1982, Y retires and sells two
buses and acquires four 50-seat qualifying
buses at a cost of $40,000 each. All buses
owned by Y on December 31, 1982, are in-
cluded in operating capacity. Y makes the
following calculations to determine the en-
ergy credit earned in taxable year 1982.

1. Y’s 1981 operating capacity determined as of 12/
31/81 ....................................................................... 250

2.1982 operating capacity determined as of 12/31/
82 without this paragraph (q)(11):

a. X’s 5 buses plus Y’s 5 1981 buses less 2 re-
tired buses (8 buses×50 seats) ...................... 400

b. 1982 added capacity (4 buses×50 seats) ...... 200

c. Total ................................................................ 600
3. Operating capacity of transferor (X) on 1/1/82 ...... 250

4. Y’s 1982 operating capacity (line 2c¥line 3) ........ 350
5. 1982 increase in operating capacity (line 4¥line

1) ............................................................................ 100
6. Fraction in paragraph (q)(9)(iii) of this section

(line 5÷ line 2b) ...................................................... 1⁄2
7. Energy credit earned in 1982

($40,000×1⁄2×10%×4 buses) ................................... $8,000

(Secs. 7805 (68A Stat. 917, 26 U.S.C. 7805) and
38 (b) (76 Stat. 962, 26 U.S.C. 38) of the Inter-
nal Revenue Code of 1954; secs. 38(b) (76 Stat.
963, 26 U.S.C. 38(b)), 48(l)(16) (94 Stat. 264, 26
U.S.C. 48(l)(16)), and 7805 (68A Stat. 917, 26
U.S.C. 7805))

[T.D. 7291, 46 FR 7291, Jan. 23, 1981, as amend-
ed by T.D. 7982, 49 FR 39542, Oct. 9, 1984; 49
FR 41246, Oct. 22, 1984; T.D. 8014, 50 FR 11853,
Mar. 26, 1985; T.D. 8147, 52 FR 27337, July 21,
1987]

§ 1.48–10 Single purpose agricultural
or horticultural structures.

(a) In general—(1) Scope. Under sec-
tion 48(a)(1)(D), ‘‘section 38 property’’
includes single purpose agricultural
and horticultural structures, as defined
in section 48 (p) and paragraphs (b) and
(c) of this section. These structures are
subject to a special rule for recapture
of the credit. See paragraph (g) of this
section. For the relation of this section
to section 48(a)(1)(B) (other tangible
property) and to sections 1245 and 1250
(depreciation recapture), see paragraph
(h) of this section.

(2) Effective date. The provisions of
section 48(a)(1)(D) and this section

apply to open taxable years ending
after August 15, 1971.

(b) Definition of single purpose agricul-
tural structure—(1) In general. Under
section 48(p)(2), a single purpose agri-
cultural structure is any structure or
enclosure that meets all of the follow-
ing requirements:

(i) It is specifically designed and con-
structed for permissible purposes (as
defined in paragraph (b)(2) of this sec-
tion). See paragraph (d) of this section
for the rule regarding ‘‘specifically de-
signed and constructed’’.

(ii) It is specifically used exclusively
for those permissible purposes. See
paragraph (e) of this section for the
rules regarding ‘‘specifically used’’.

(iii) It houses equipment necessary to
house, raise, and feed livestock and
their produce. See paragraphs (b)(3)
and (4) of this section.

(2) Permissible purposes. The following
are the only permissible purposes for a
single purpose agricultural structure:

(i) Housing, raising, and feeding a
particular type of livestock and, at the
taxpayer’s option, its produce. The
term ‘‘housing, raising, and feeding’’
includes the full range of livestock
breeding and raising activities, includ-
ing ancillary post-production activities
(as defined in paragraph (f) of this sec-
tion). Thus, for example, use of a struc-
ture for breeding livestock, or for pro-
ducing eggs or livestock, is permitted.
The structure may also be used for
storing feed or machinery, but more
than strictly incidental use for these
purposes will disqualify the structure.
See paragraph (e)(1) of this section. For
the special rule concerning the permis-
sible purposes for a milking parlor, see
paragraph (b)(2)(iii) of this section.

(ii) Housing required equipment (in-
cluding any replacements) as defined in
paragraph (b)(4) of this section.

(iii) If the structure is a dairy facil-
ity, it will qualify if it is used for: (A)
activities consisting of the production
of milk or of the production of milk
and the housing, raising, or feeding
dairy cattle, and (B) housing equip-
ment (including any replacements)
necessary for these activities. The
term ‘‘housing, raising, or feeding’’ in-
cludes the full range of dairy cattle
breeding and raising activities includ-
ing ancillary post-production activities
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(as defined in paragraph (f) of this sec-
tion). The structure may also be used
for storing feed or machinery, but,
more than incidental use for these pur-
poses will disqualify the structure. See
paragraph (e)(1) of this section.

(3) Livestock; particular type of live-
stock—(i) Livestock. Livestock qualify-
ing as ‘‘section 38 property’’ under
§ 1.48–1(l) constitutes livestock for pur-
poses of this section. Thus, for exam-
ple, horses are not livestock for pur-
poses of this section since they do not
qualify as ‘‘section 38 property’’ under
§ 1.48–1(l). Under section 48(p)(6) poultry
constitutes livestock for purposes of
section 48(a)(1)(D). The term ‘‘live-
stock’’ includes the offspring of live-
stock. ‘‘Livestock’’ is distinguished
from the produce of livestock, such as
milk and eggs held for sale. For pur-
poses of this section, eggs held for
hatching and newborn livestock are
considered livestock. A structure used
solely to house produce of livestock or
equipment necessary to house produce
of livestock will not qualify as a single
purpose agricultural structure. Thus,
for example, a dairy facility used sole-
ly for storing milk will not qualify.

(ii) Particular type of livestock. A
structure qualifies as a single purpose
agricultural structure only if it is spe-
cifically designed, constructed, and
used exclusively for permissible pur-
poses with respect to one particular
type of livestock. For purposes of this
section, each species is a different type
except that all species of poultry are
considered to be of a single type. Thus,
for example, a structure specifically
designed and constructed as a single
purpose hog-raising facility will not
qualify if it is used to raise dairy cows,
but a structure specifically designed,
constructed, and used to raise poultry
may house, raise, and feed both chick-
ens and turkeys.

(4) Required equipment rule. (i) A sin-
gle purpose agricultural structure
must also house equipment necessary
to house, raise, and feed the livestock
(‘‘required equipment’’). Required
equipment must be an integral part of
the structure, and includes, but is not
limited to, equipment necessary to
contain the livestock, to provide them
with water or feed, and to control the
temperature, lighting, and humidity of

the interior of the structure. For pur-
poses of this section, equipment is an
integral part of the structure if it is
physically attached to or a part of the
structure. The useful life of the struc-
ture, however, need not be contempora-
neous with the life of the equipment it
houses. A structure without required
equipment is not a single purpose agri-
cultural structure.

(ii) A single purpose agricultural
structure may, but is not required to,
house equipment (for example, loading
chutes) necessary to the conduct of an-
cillary post-production activities as de-
fined in paragraph (f) of this section.

(5) Livestock structure. In section
48(p)(2), the terms ‘‘single purpose live-
stock structure’’ and ‘‘single purpose
agricultural structure’’ are inter-
changeable.

(c) Definition of single purpose horti-
cultural structure—(1) In general. Under
section 48(p)(3), a single purpose horti-
cultural structure is any structure that
meets both of the following require-
ments:

(i) It is a greenhouse or other struc-
ture specifically designed and con-
structed for permissible purposes (as
defined in paragraph (c)(2) of this sec-
tion). See paragraph (d) of this section
for the rule regarding ‘‘specifically de-
signed and constructed.’’

(ii) It is specifically used exclusively
for those permissible purposes. See
paragraph (e) of this section for the
rules regarding ‘‘specifically used.’’

(2) Permissible purposes. The following
are the only permissible purposes for a
single purpose horticultural structure:

(i) The commercial production of
plants (including plant products such
as flowers, vegetables, or fruit) in a
greenhouse.

(ii) The commercial production of
mushrooms.

(iii) A single purpose horticultural
structure also may, but is not required
to, house equipment necessary to carry
out these permissible purposes listed in
paragraphs (c)(2) (i) and (ii) of this sec-
tion.

(3) Ancillary post-production activities.
The terms ‘‘commercial production of
plants’’ and ‘‘commercial production of
mushrooms’’ include ancillary post-
production activities (as defined in
paragraph (f) of this section).

VerDate 09<APR>98 01:58 Apr 18, 1998 Jkt 179084 PO 00000 Frm 00327 Fmt 8010 Sfmt 8010 Y:\SGML\179084.TXT 179084-3



332

26 CFR Ch. I (4–1–98 Edition)§ 1.48–10

(d) Specifically designed and con-
structed. A structure is specifically de-
signed and constructed if it is not eco-
nomic to design and construct the
structure for the intended qualifying
purpose and then use the structure for
a different purpose. For example, if a
hog raising structure is designed and
constructed in accordance with a
standard set of plans for such a struc-
ture provided by the Department of Ag-
riculture, it would not be economic to
use the structure for purposes other
than hog raising.

(e) Specifically used. There are two as-
pects of the specific use requirement—
exclusive use and actual use.

(1) Exclusive use. (i) A structure quali-
fies as a single purpose agricultural or
horticultural structure only if it is
used exclusively for the permitted pur-
poses by reason of which it qualified
for the credit. Thus—

(A) The structure may not be used
for any nonpermissible purposes (for
example, processing, marketing, or
more than incidental use for storing
feed or equipment) and

(B) It may not be put to any use
other than the specific use by reason of
which it qualifies for the credit.

(ii) For purposes of this section, the
term ‘‘incidental use’’ means a use
which is both related and subordinate
to the qualifying purpose. Thus, for ex-
ample, if feed is stored in an agricul-
tural structure which will be used for
raising hogs, the feed must be used
only for the hogs in order to be related
to the qualifying purpose. In determin-
ing whether use of the structure for
feed storage is subordinate to the
qualifying purpose, all of the facts and
circumstances must be considered, in-
cluding, with respect to feed storage,
the following:

(A) Type of animal involved;
(B) Number of, and consumption rate

for, each animal;
(C) Climate of area;
(D) Total volume of storage area; and
(E) Percentage of structure’s total

volume devoted to storage.
(iii) It will be presumed that the stor-

age function is not subordinate to the
qualifying purpose of the structure if
more than one-third of the structure’s
total usable volume is devoted to stor-

age. This presumption may be rebutted
with clear and convincing evidence.

(iv) A structure may fail the exclu-
sive use test if either of the require-
ments of paragraph (e)(1)(i) of this sec-
tion is not met. Thus, for example, a
horticultural structure that contains
an area for processing plants or plant
products will fail the exclusive use test
because there is a nonpermissible use.
An agricultural structure that is used
to house more than one particular type
of livestock fails the exclusive use test
for the same reason. A change in the
use of an agricultural structure from
one species of livestock to another will
cause the structure to fail the exclu-
sive use test when the change occurs.
Thus, for example, a hog-raising facil-
ity which qualified for the credit when
it was placed in service cannot later be
modified and used for producing broiler
chickens even if the structure would
have qualified for the credit if it had
been originally designed, constructed,
and used exclusively for producing
broiler chickens.

(2) Actual use. (i) A single purpose ag-
ricultural or horticultural structure
also must actually be used for the per-
missible purpose by reason of which it
qualifies for the credit. ‘‘Actual use’’
means ‘‘placed in service’’ (as defined
in § 1.46–3(d)). Mere vacancy, on a tem-
porary basis, will not disqualify the
structure. Thus, for example, a struc-
ture that is designed and constructed
as a hog-raising structure will not
qualify if it is never placed in service
for raising hogs. However, a turkey-
raising facility will not be disqualified
if the turkeys are all sent to a packing
plant in November and the structure
remains vacant until the next spring
when newly hatched turkeys are placed
in the structure to be raised.

(ii) For purposes of this section, ‘‘va-
cancy on a temporary basis’’ includes
temporary vacancy caused by market
fluctuations or other economic consid-
erations and vacancy on a seasonal
basis.

(f) Work space; ancillary post-produc-
tion activities—(1) Permissible work space.
Under section 48(p)(4), a single purpose
agricultural or horticultural structure
may contain work space only if it is
used for—
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(i) Stocking, caring for, or collecting
livestock, plants, or mushrooms,

(ii) Maintenance of the structure, or
(iii) Maintenance or replacement of

the equipment or stock enclosed by or
contained in the structure. Thus, for
example, an eligible structure may not
contain space devoted to processing or
marketing or other nonpermissible
purposes.

(2) Ancillary post-production activities.
The term ‘‘stocking, caring for, or col-
lecting’’ the livestock, plants, or mush-
rooms includes ancillary post-produc-
tion activities. These activities, there-
fore, constitute permissible purposes
when carried on in conjunction with
other permissible purposes, and a
qualifying structure may contain work
space devoted to such activities. Ancil-
lary post-production activities include
gathering, sorting, and loading live-
stock, plants, and mushrooms and
packing unprocessed plants, mush-
rooms, and the live offspring and un-
processed produce of the livestock. An-
cillary post-production activities do
not include processing activities, such
as slaughtering or packing meat, nor
do they include marketing activities.

(g) Special rule for recapture under sec-
tion 47. Under section 48(p)(5), if a
structure which qualifies for the credit
under this section becomes ineligible
because it ceases to be held for the spe-
cific use by reason of which it qualified
(or it is used for other than that quali-
fying use) before the end of the applica-
ble estimated useful life or period spec-
ified in section 47(a), then the invest-
ment credit previously allowed with re-
spect to the structure may be partially
or entirely recaptured under section 47.
Unlike other property to which section
47 applies, single purpose structures
may not be converted from one permis-
sible use to another without recapture.
See subparagraph (e)(2) of this section.

(h) Relationship to other sections—(1)
Relation to section 48(a)(1)(B). All struc-
tures satisfying the requirements of
section 48(a)(1)(B) and (a)(1)(D) will be
considered to qualify under either pro-
vision.

(2) Relationship to sections 1245 and
1250. For purposes of depreciation re-
capture, property to which section
48(a)(1)(D) applies is section 1245 prop-
erty, except that property placed in

service prior to January 1, 1981, may,
at the option of the taxpayer, be treat-
ed as section 1250 property if deprecia-
tion deductions allowed were not under
one of the methods authorized only for
section 1245 property.

(i) [Reserved]
(j) Examples. The provisions of this

section may be illustrated by the fol-
lowing examples:

Example 1. A constructs a rectangular
structure for use as an egg-producing facil-
ity. The structure has no windows. The walls
and roof are made of corrugated steel and
there is a door which is 4 feet wide and 8 feet
tall at each end of the structure. At the end
of each wall are louvered openings approxi-
mately 4 feet high and 8 feet long. These
openings house thermostatically controlled
fans. In the center of the walls are manually
operated fresh-air openings. Corrugated steel
‘‘curtains’’ hang from the top of the openings
so that the openings can be completely
closed in cold weather, but the curtains can
be propped open to admit fresh air. The
building is well insulated. A has reinforced
the roof with extra trusses and rafters and
reinforced the building with extra wall studs.
Two rows of cages are suspended from the
rafters by thin steel girders and wires. The
floor of the structure is a sloping concrete
slab pierced with long troughs which run the
length of the structure beneath the cages.
The troughs are used for collection and dis-
posal of chicken wastes. When this structure
is placed in service it will qualify for an in-
vestment credit under this section.

Example 2. B constructs a greenhouse for
the commercial production of plants. The
greenhouse is a rectangular structure with
translucent fiberglass walls and roof. The
structure is equipped with an automatic
temperature and humidity control system.
Pipes were installed to carry water and liq-
uid fertilizer to the plants and to release
minute amounts of carbon dioxide into the
air. When the structure was originally placed
in service B used the entire structure for
growing flowers commercially. In September
1978, B began to use the structure for grow-
ing tomatoes. Because of the success of the
venture, in January 1979, B began to use the
entire structure for growing tomatoes. In
February 1980, B set up a small counter with
a cash register at one end of the structure so
that workers could sell tomatoes to cus-
tomers at the greenhouse. Until February
1980, the structure would qualify for the
credit under this section. The change in use
from growing flowers to growing tomatoes
will not affect the eligibility of the struc-
ture. Once the cash register is installed,
however, the structure fails to meet both the
exclusive use test of paragraph (e)(1) of this
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section and the work space rule of paragraph
(f) of this section since a single purpose
structure may not be used for marketing ac-
tivities.

Example 3. C purchases a prefabricated
structure and makes modifications so that
the structure will meet C’s requirements. C
adds gates and constructs a partition which
divides the structure into two parts. One
part of the structure constitutes less than
one-third of the total usable volume of the
structure and is used to house feeder cattle
while they are fed with hay. This part of the
structure has a sloping concrete floor. The
other part of the structure constitutes more
than two-thirds of the total usable volume of
the structure and is used to store the hay
used to feed the cattle. This structure will
not qualify for the credit since it fails the re-
quired equipment test. The structure does
not contain equipment which is an integral
part of the structure. This structure also
fails the ‘‘specifically designed and con-
structed’’ test of paragraph (d) of this sec-
tion since it would be economic to use the
structure for purposes other than housing,
raising, and feeding cattle (such as a general
purpose barn, for example). Finally, the
structure fails the incidental use test of
paragraph (e) of this section because the
storage function is presumptively not subor-
dinate to the qualifying purpose since more
than two-thirds of the structure’s total usa-
ble volume is devoted to storage and none of
the facts will serve to rebut the presump-
tion.

(Secs. 7805 (68A Stat. 917, 26 U.S.C. 7805) and
38 (b) (76 Stat. 926, 26 U.S.C. 38))

[T.D. 7900, 48 FR 32768, July 19, 1983; 48 FR
36448, Aug. 11, 1983]

§ 1.48–11 Qualified rehabilitated build-
ing; expenditures incurred before
January 1, 1982.

(a) In general. Under section
48(a)(1)(E), that portion of the basis of
a qualified rehabilitated building
which is attributable to qualified reha-
bilitation expenditures qualifies as sec-
tion 38 property. In general, property
which is treated as section 38 property
by reason of section 48(a)(1)(E) is treat-
ed as new section 38 property and
therefore is not subject to the used
property limitation. See § 1.48–2(d).
Section 48(g)(1) and paragraph (b) of
this section define the term ‘‘qualified
rehabilitated building’’. Section
48(g)(2) and paragraph (c) of this sec-
tion define the term ‘‘qualified reha-
bilitation expenditure’’. Paragraph (d)
of this section provides guidance for

coordination of these provisions with
other sections of the Code.

(b) Definition of qualified rehabilitated
building—(1) In general. The term
‘‘qualified rehabilitated building’’
means any building and its structural
components—

(i) Which has been rehabilitated
(within the meaning of paragraph (b)(3)
of this section),

(ii) Which was placed in service
(within the meaning of § 1.46–3(d)) by
any person at any time before the be-
ginning of the rehabilitation,

(iii) 75 percent or more of the exist-
ing external walls of which are re-
tained in place as external walls (with-
in the meaning of paragraph (b)(4) of
this section) in the rehabilitation proc-
ess, and

(iv) Which meets the twenty-year re-
quirement in paragraph (b)(2) of this
section.

In addition, a major portion of a build-
ing may be treated as a separate build-
ing for purposes of this paragraph if
the requirements of paragraph (b)(5) of
this section are met.

(2) Twenty-year requirement—(i) In
general. A building is considered a
qualified rehabilitated building only if
a period of at least 20 years has elapsed
between the date physical work on the
rehabilitation of the building began,
and the later of—

(A) The date the building was first
placed in service (see § 1.46–3(d)) by any
person as a building, or

(B) The date the building was placed
in service by any taxpayer in connec-
tion with a prior rehabilitation with
respect to which a credit was allowed
by reason of section 48(a)(1)(E).

(ii) Vacant periods. The 20-year period
includes periods during which a build-
ing was vacant or devoted to a personal
use and is computed without regard to
the number of owners or the identity of
owners during the period.

(iii) Physical work on a rehabilitation.
For purposes of this section, ‘‘physical
work on a rehabilitation’’ begins when
actual construction begins. The term
‘‘physical work on a rehabilitation’’
does not include preliminary activities
such as planning, designing, securing
financing, exploring, researching, de-
veloping plans and specifications, or
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stabilizing a building to prevent dete-
rioration (e.g., placing boards over bro-
ken windows).

(iv) Special rule. If a part of a building
meets the twenty-years requirement in
subdivision (i) of this subparagraph and
a part (for example, an addition) does
not, a rehabilitation of that part that
meets the requirement may qualify for
a credit only if that part constitutes a
major portion (as defined in paragraph
(b)(5) of this section) of the building.

(3) Rehabilitation—(i) In general. For
purposes of this paragraph, rehabilita-
tion includes renovation, restoration,
or reconstruction. However, the term
‘‘rehabilitation’’ does not include en-
largement (within the meaning of para-
graph (c)(7)(ii) of this section), new
construction, or the completion of new
construction after a building has been
placed in service. For purposes of this
paragraph (b)(3), whether expenditures
are attributable to the rehabilitation
of an existing building, or to new con-
struction, is determined upon all the
facts and circumstances.

(ii) Substantial rehabilitation. For a
building to be considered rehabilitated,
the rehabilitation must be substantial.
Whether a rehabilitation is substantial
is determined upon the basis of all the
facts and circumstances. In general, to
be substantial, the rehabilitation must
do one of the following:

(A) Materially extend the useful life
of the building;

(B) Significantly upgrade its useful-
ness (for either the same or a new use);
or

(C) Preserve it in a way that signifi-
cantly improves its condition or en-
hances its historic value.
A substantial rehabilitation may vary
in degree from gutting and extensive
reconstruction of a building’s major
structural components to the cure of a
substantial accumulation of major
disrepairs. It may also include renova-
tion, alteration, or remodelling for the
conversion of a structurally sound
building to a design and condition re-
quired for a new use. Cosmetic im-
provements alone, however, do not
qualify as a substantial rehabilitation.

(iii) Aggregation of rehabilitation. In
the case where qualified rehabilitation
expenditures are incurred with respect
to a rehabilitation of a building by

more than one person (e.g., a lessor and
a lessee, several lessees, or several con-
dominium owners), the substantial re-
habilitation requirement in this para-
graph (b)(3) shall be applied by aggre-
gating all the rehabilitation work done
by such persons.

(iv) Special rule by qualified rehabilita-
tion expenditures treated as incurred by
the taxpayer. In the case where quali-
fied rehabilitation expenditures are
treated as having been incurred by a
taxpayer because of the application of
paragraph (c)(3)(ii) of this section, the
substantial rehabilitation test in para-
graph (b)(3)(ii) of this section will be
applied by aggregating the rehabilita-
tion work done by the transferor and
the transferee.

(v) Examples. The provisions of this
subparagraph (3) may be illustrated by
the following examples:

Example 1. Taxpayer A is the owner of a 30-
year old building. The building is air condi-
tioned by means of window air conditioning
units. A replaces the window units with a
central air conditioning system and no other
rehabilitation is performed by A. The ex-
penditures incurred by A did not materially
extend the building’s useful life, signifi-
cantly upgrade its usefulness, or preserve it
in a manner that significantly improves its
condition or enhances its historic value. Al-
though expenditures for replacement of win-
dow units with a central air conditioning
system may constitute qualified expendi-
tures as part of an overall rehabilitation,
alone they do not qualify as a substantial re-
habilitation and the building is not consid-
ered rehabilitated within the meaning of this
subparagraph.

Example 2. Taxpayer B is the owner of a 10
story office building that is 35 years old. The
building is in substantial disrepair and in
order to modernize it as an office building B
installs new plumbing, electrical wiring, and
heating and air conditioning systems. In ad-
dition, the layout of each floor is changed by
means of tearing down many existing inte-
rior walls and partitions and building new
walls, partitions, and doors. Old plaster is re-
moved from many walls and replaced by new
wall covering. New windows and new flooring
are installed throughout the building. The
improvements made by B materially extend
the useful life of the building and signifi-
cantly upgrade its usefulness. The building is
considered rehabilitated within the meaning
of the facts and circumstances test in this
subparagraph.
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Example 3. Taxpayer C is the owner of a 100-
year old building that has substantial his-
toric character, although the building is not
a certified historic structure (as defined in
section 191(d)(1) and the regulations there-
under). C uncovers and restores the original
woodwork, wall coverings and moldings
throughout the building. The windows and
doors are replaced with replicas of the origi-
nal. The improvements made by C signifi-
cantly preserve the building and signifi-
cantly enhance its historic value. Thus, the
building is considered rehabilitated within
the meaning of this subparagraph.

(4) Retention of 75 percent of external
walls—(i) In general. A building meets
the requirements set forth in para-
graph (b)(1)(iii) only if 75 percent or
more of the existing external walls (as
measured by the total area of the exist-
ing external walls) are retained in
place as external walls in the rehabili-
tation process. For this purpose, the
area of existing external walls includes
the area of windows and doors.

(ii) External wall. For purposes of this
paragraph (b)(4), a wall includes both
the supporting elements of the wall
and the nonsupporting elements (e.g., a
curtain) of the wall. Except as other-
wise provided in this paragraph (b)(4),
the term ‘‘external wall’’ includes any
wall that has one face exposed to the
weather, earth, or an abutting wall
erected on an adjacent property. An ex-
ternal wall also includes a shared wall
(i.e., a single wall shared with an adja-
cent building), generally referred to as
a ‘‘party wall’’.

(iii) Alternative rule. Notwithstanding
the definition of external wall con-
tained in paragraph (b)(4)(ii) of this
section, in any case in which the build-
ing being rehabilitated would fail to
meet the requirements of a qualified
rehabilitation building if the definition
of external wall in paragraph (b)(4)(ii)
of this section were used, then the
term ‘‘external wall’’ shall be defined
as a wall, including its supporting ele-
ments, with one face exposed to the
weather or earth, and a common wall
shall not be treated as an external
wall.

(iv) Retained in place. An existing ex-
ternal wall is retained in place if the
supporting elements of the wall are re-
tained in place. An existing external
wall is not retained in place if the sup-
porting elements of the wall are re-

placed by new supporting elements. An
external wall is retained in place, how-
ever, if the supporting elements are re-
inforced in the rehabilitation, provided
that such supporting elements of the
external wall are retained in place. An
external wall is retained in place even
though it is covered (e.g., with new sid-
ing). Moreover, the existing curtain
may be replaced with a new curtain
provided that the structural frame-
work that provides for the support of
the existing curtain is retained in
place. An external wall is retained in
place notwithstanding that the exist-
ing doors and windows in the wall are
modified, eliminated, or replaced. A
wall may be disassembled and reassem-
bled so long as the same supporting
elements are used when the wall is re-
assembled. Thus, for example, in the
case of the brick wall, the wall is con-
sidered retained in place even though
the original bricks are removed (for
cleaning, etc.) and put back to form the
wall.

(v) Retention as an external wall. For
purposes of meeting the 75 percent re-
quirement of this subparagraph (4), an
existing external wall must be retained
in place as an external wall. If an addi-
tion is made that results in an existing
external wall being converted into an
internal wall, the wall is not retained
in place as an external wall.

(vi) Special rule. Solely for the pur-
pose of meeting the 75 percent require-
ment of this subparagraph (4), the
walls of an uncovered internal shaft de-
signed solely to bring light or air into
the center of a building which are com-
pletely surrounded by external walls of
the building and which enclose space
not designated for occupancy or other
use by people (other than for mainte-
nance or emergency) are not considered
external walls. Thus, a wall of a light
well in the center of an office building
is not an external wall. However, walls
surrounding an uncovered courtyard
which is usable by the building’s occu-
pants, (e.g., at lunch time) are external
walls.

(vii) Examples. The provisions of this
subparagraph (4) may be illustrated by
the following examples:

Example 1. Taxpayer A rehabilitated a
building all of the walls of which consisted of
wood siding attached to gypsum board sheets
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(which covered the studs). A covered the ex-
isting wood siding with aluminum siding in a
part of a rehabilitation that otherwise quali-
fied under this subparagraph. A satisfied the
requirement that 75 percent of the existing
external walls must be retained in place as
external walls.

Example 2. Taxpayer B rehabilitated a
building the external walls of which had a
masonry curtain. The masonry on the wall
face was replaced with a glass curtain. The
steel beam and girders supporting the exist-
ing curtain were retained in place. B satis-
fied the requirement that 75 percent of the
existing external walls must be retained in
place as external walls.

Example 3. Taxpayer C rehabilitated a
building which has two external walls meas-
uring 75′ x 20′ and two other external walls
measuring 100′ x 20′. C tore down one of the
larger walls, including its supporting ele-
ments, which accounted for more than 25%
of the building’s external walls and con-
structed a new wall. C has not satisfied the
requirement that 75 percent of the existing
external walls must be retained in place as
external walls.

Example 4. The facts are the same as in ex-
ample 3, except C does not tear down any
walls, but makes an addition that results in
one of the smaller walls becoming an inter-
nal wall. In addition, C enlarged 8 of the ex-
isting windows on the larger walls, increas-
ing them from a size of 3′ x 4′ to 6′ x 8′. Since
the smaller wall accounts for less than 25
percent of the total wall area, C has satisfied
the requirement that 75 percent of the exist-
ing external walls must be retained in place
as external walls in the rehabilitation proc-
ess. The enlargement of the existing windows
on the larger wall does not change the re-
sult.

(5) Major portion treated as separate
building—(i) In general. Where there is a
separate rehabilitation of a major por-
tion of a building, such major portion
shall be treated as a separate building.
Thus, such major portion may qualify
as a qualified rehabilitated building if
the requirements of this paragraph are
met with respect to such major por-
tion. Expenditures for property that
services both a major portion of a
building and another portion must be
specifically allocated to each portion
to the extent possible. If it is not pos-
sible to make such an allocation, the
expenditures must be allocated to each
portion on some reasonable basis. What
constitutes a reasonable basis for an
allocation depends on factors such as
the type of improvement and how the

improvement relates functionally to
the building. For example, in the case
of expenditures for an air conditioning
system or a roof, a reasonable basis for
allocating the expenditures would be
the volume of the major portion served
by the improvement relative to the
volume of the other portion of the
building served by the improvement.

(ii) Major portion defined. Whether a
part of a building constitutes a major
portion of the building is determined
upon the basis of all the facts and cir-
cumstances. A major portion must gen-
erally consist of clearly identifiable
parts of a building (e.g., a wing of a
building or the first 5 stories of a 7
story building). The following factors
shall be taken into account:

(A) Whether the portion comprises an
entire leasehold interest or an entire
ownership (e.g., condominium) interest;

(B) Whether the portion (as measured
by volume) is sufficiently large that it
would be reasonable to treat it as a
separate building; and

(C) Whether the portion is function-
ally different from other parts of the
building.

(6) Special rule for rehabilitation done
in phases. If rehabilitation which is not
continuous is determined under this
subparagraph to be a single rehabilita-
tion done in phases, the requirements
of this paragraph (b) are to be applied
with respect to the overall rehabilita-
tion and not merely to a phase of the
rehabilitation. In such case, a phase of
a single overall rehabilitation will not
be considered as ‘‘prior rehabilitation’’
for purposes of subparagraph (2)(i)(B) of
this paragraph (b). Whether rehabilita-
tion which is not continuous is a single
rehabilitation that is done in phases is
determined on the basis of all the facts
and circumstances. Generally, how-
ever, to constitute a single rehabilita-
tion that is done in phases, there must
exist, prior to the time any rehabilita-
tion work is commenced, a set of writ-
ten plans describing generally all
phases of the rehabilitation of the
building and a reasonable expectation
that all phases of the rehabilitation
will be completed. Such written plans
are not required to contain detailed
working drawings or detailed specifica-
tions of the material to be used. In ad-
dition, the period between the time
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that physical work on the first phase of
the overall rehabilitation begins and
physical work on the last phase of the
overall rehabilitation begins must be
reasonable. In determining whether the
rehabilitation is completed within a
reasonable time, the fact that a build-
ing is occupied during the rehabilita-
tion, the necessity of acquiring a lease
(of additional portions of the building),
and unforeseen delays shall be taken
into account. Other factors that are
relevant in determining whether reha-
bilitation is a single rehabilitation in-
clude the length of time between each
phase of rehabilitation activities and
the extent of rehabilitation activity in
each phase.

(7) Special rule for adjoining buildings
that are combined. For purposes of this
paragraph (b), if as part of a rehabilita-
tion process two or more adjoining
buildings are combined and placed in
service as a single building after the re-
habilitation process, then all of the re-
quirements of a qualified rehabilitated
building in section 48(g)(1) and this sec-
tion may be applied to the constituent
adjoining buildings in the aggregate.
Any party walls or abutting walls be-
tween the constitutent buildings that
would otherwise be treated as external
walls (within the meaning of paragraph
(b)(4)(ii) of this section) would not be
treated as external walls of the build-
ing; the substantial rehabilitation test
in paragraph (b)(3)(ii) of this section
would be applied to the aggregate reha-
bilitation work with respect to all of
the constitutent buildings.

(c) Definition of qualified rehabilitation
expenditures—(1) In general. Except as
provided in subparagraph (2) of this
paragraph, the term ‘‘qualified reha-
bilitation expenditure’’ means any
amount—

(i) Properly chargeable to capital ac-
count (as described in subparagraph (2)
of this paragraph),

(ii) Incurred after October 31, 1978, for
depreciable or amortizable property (or
additions or improvements to property)
with a useful life of five years or more,
and

(iii) Made in connection with the re-
habilitation of a qualified rehabilitated
building.

(2) Chargeable to capital account. For
purposes of paragraph (c)(1)(i) of this

section, amounts paid or incurred are
chargeable to capital account if under
the taxpayer’s method of accounting
they are property includible in comput-
ing basis under § 1.46–3. Amounts treat-
ed as an expense and deducted in the
year they are paid or incurred are not
chargeable to capital account.

(3) Incurred by the taxpayer—(i) In
general. Generally, to qualify for a
credit under section 48 (a)(1)(E), quali-
fied rehabilitation expenditures must
be incurred by the taxpayer after Octo-
ber 31, 1978. An expenditure is incurred
for purposes of this paragraph on the
date such expenditure would be consid-
ered incurred under the accrual method
of accounting, regardless of the method
of accounting used by the taxpayer
with respect to other items of income
and expense. If qualified rehabilitation
expenditures are treated as having
been incurred by a taxpayer under
paragraph (c)(3)(ii)) of this section, the
taxpayer shall be treated as having in-
curred the expenditures on the date
such expenditures were incurred by the
transferor.

(ii) Qualified rehabilitation expendi-
tures treated as incurred by the taxpayer.
(A) Where rehabilitation expenditures
are incurred with respect to a building
by a person (or persons) other than the
taxpayer and the taxpayer acquires the
building, or a portion of the building to
which the expenditures are allocable,
the taxpayer acquiring such property
will be treated as having incurred the
rehabilitation expenditures actually
incurred by the transferor (or treated
as incurred by the transferor under
this paragraph (c)(3)(ii)) with respect
to the acquired property, provided
that—

(1) The building, or the portion of the
building, acquired by the taxpayer was
not used after the rehabilitation ex-
penditures were incurred and prior to
the date of acquisition by the taxpayer,
and

(2) No credit with respect to such
qualified rehabilitation expenditures is
claimed by anyone other than the tax-
payer acquiring the property.
For purposes of this paragraph
(c)(3)(ii), use shall mean actual use,
whether personal or business.

(B) The amount of qualified rehabili-
tation expenditures treated as incurred
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by the taxpayer under this paragraph
is the lesser of—

(1) The qualified rehabilitation ex-
penditures incurred before the date on
which the taxpayer acquired the build-
ing (or portion thereof), to which the
expenditures are attributable, or

(2) That portion of the taxpayer’s
cost or other basis for the property
which is attributable to the qualified
rehabilitation expenditures described
in paragraph (c)(3)(B)(1) of this section
incurred before such date.
For purposes of paragraph (c)(6)(ii) of
this section, the amount of rehabilita-
tion expenditures treated as incurred
by the taxpayer under this paragraph
(c)(3)(ii) shall not be considered to be
part of the cost of acquiring a building
or any interest in the building. The
portion of the cost of acquiring a build-
ing (or an interest therein) which is
not treated under this paragraph as
qualified rehabilitation expenditures
incurred by the taxpayer is not eligible
for a rehabilitation investment credit.
See paragraph (c)(6)(ii) of this section.

(C) See paragraph (b)(2)(iv) of this
section for rules concerning the appli-
cation of the substantial rehabilitation
test to expenditures treated as in-
curred by the taxpayer.

(iii) Examples. The provisions of this
subparagraph may be illustrated by the
following examples:

Example 1. In 1978, taxpayer A, a cash basis
taxpayer, commenced the rehabilitation of a
30-year old building. In June 1978, A signed
contract with a plumbing contractor for re-
placement of the plumbing in the building. A
agreed to pay the contractor as soon as the
work was completed. The work was com-
pleted in September 1978, but A did not pay
the amount due until November 1, 1978. The
expenditures for the plumbing are not quali-
fied rehabilitation expenditures because they
were not incurred after October 31, 1978.

Example 2. B incurred qualified rehabilita-
tion expenditures of $300,000 with respect to
an existing building between January 1, 1980,
and May 15, 1980, and then sold the building
to C on June 1, 1980. If the property attrib-
utable to the expenditures was not placed in
service by A during the period from January
1, 1980, to June 1, 1980, C will be treated as
having incurred the expenditures.

(4) Incurred for 5-year property. An ex-
penditure is incurred for depreciable or
amortizable property if the amount of
the expenditure is added to the basis of

property which is depreciable or amor-
tizable under section 167. The deter-
mination of whether property has a
useful life of five years or more is made
by applying the principles of § 1.46–3(e).
In the case of expenditures for property
made by a lessee, see sections 167 and
178 and the regulations thereunder for
rules relating to whether improve-
ments made to leased property are de-
preciable or amortizable.

(5) Made in connection with the reha-
bilitation of a qualified rehabilitated
building. Expenditures attributable to
work done to facilities related to a
building (e.g., sidewalk, parking lot,
landscaping) are not considered made
in connection with a rehabilitation of a
qualified rehabilitated building.

(6) Certain expenditures excluded from
qualified rehabilitation expenditures. The
term ‘‘qualified rehabilitation expendi-
tures’’ does not include the following
expenditures:

(i) An expenditure for property which
is ‘‘section 38 property’’ (determined
without regard to section 48(a)(1) (E)
and (l)).

(ii) The cost of acquiring a building
or any interest in a building (including
a leasehold interest) except as provided
in paragraph (c)(3)(ii) of this section.

(iii) An expenditure attributable to
enlargement of a building (as defined
in paragraph (c)(7) of this section).

(iv) An expenditure attributable to
rehabilitation of a certified historic
structure (as defined in section 191(d)(1)
and the regulations thereunder), unless
the rehabilitation is a certified reha-
bilitation (as defined in paragraph
(c)(8) of this section).

(7) Expenditures for enlargement distin-
guished—(i) In general. Expenditures at-
tributable to an enlargement of an ex-
isting building do not qualify as quali-
fied rehabilitated expenditures. A
building is enlarged to the extent that
the total volume of the building is in-
creased. An increase in floor space re-
sulting from interior remodeling is not
considred an enlargement. Generally,
the total volume of a building is equal
to the product of the floor area of the
base of the building and the height
from the underside of the lowest floor
(including the basement) to the aver-
age height of the finished roof (as it ex-
ists or existed). For this purpose, floor
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area is measured from the exterior
faces of external walls (other than
shared walls that are external walls)
and from the centerline of shared walls
that are external walls. In addition, a
building is enlarged to the extent of
any construction outside the exterior
faces of the existing external wall of
the building.

(ii) Rehabilitation which includes en-
largement. If expenditures for property
only partially qualify as qualified reha-
bilitation expenditures because some of
the expenditures are also attributable
to the enlargement of the building, the
expenditures must be apportioned be-
tween the original portion of the build-
ing and the enlargement. This alloca-
tion should be made using the prin-
ciples contained in paragraph (b)(5)(i)
of this section.

(8) Certified rehabilitation—(i) In gen-
eral. For the purpose of this paragraph
(c) of this section, the term ‘‘certified
rehabilitation’’ means any rehabilita-
tion of a certified historic building in a
registered historic district which the
Secretary of the Interior has certified
to the Secretary as being consistent
with the historic character of such
building or the district in which such
building is located.

(ii) Revoked or invalidated certifi-
cations. If the Department of Interior
revokes or otherwise invalidates a cer-
tification after it has been provided to
a taxpayer, the decertified property
will cease to be section 38 property de-
scribed in section 48(a)(1)(e). Such ces-
sation shall be effective as of the date
the activity giving rise to the revoca-
tion or invalidation occurred. See sec-
tion 47 for the rules applicable to prop-
erty that ceases to be section 38 prop-
erty.

(d) Coordination with other provisions
of the Code—(1) Credit by lessees—(i) Re-
habilitation performed by lessor. A lessee
may take the credit for rehabilitation
performed by the lessor if the require-
ments of this section and section 48(d)
are satisfied. For purposes of applying
section 48(d), the fair market value of
section 38 property described in section
48(a)(1)(E) shall be equal to that por-
tion of the lessor’s basis in a qualified
rehabilitated building that is attrib-
utable to qualified rehabilitation ex-
penditures.

(ii) Rehabilitation performed by lessee.
A lessee may take the credit for reha-
bilitation performed by the lessee, pro-
vided that the property (or improve-
ments or additions to property) for
which the rehabilitation expenditures
are made is depreciable (or amortiz-
able) by the lessee (see sections 167 and
178, and the regulations thereunder)
and the requirements of this section
are satisfied.

(2) When credit may be claimed. The in-
vestment credit for qualified rehabili-
tation expenditures is allowed gen-
erally in the taxable year in which the
property to which the rehabilitation
expenditures is attributable is placed
in service, provided the building is a
qualified rehabilitated building for the
taxable year. See § 1.46–3(d). Under cer-
tain circumstances, however, the credit
may be available prior to the date the
property is placed in service. See sec-
tion 46(d) and § 1.46–5 (relating to quali-
fied progress expenditures).

(3) Recapture. If property described in
section 48(a)(1)(E) is disposed of by the
taxpayer, or otherwise ceases to be
‘‘section 38 property,’’ recapture may
result under section 47. Property will
cease to be section 38 property, and
therefore recapture may occur under
section 47, in any case where the De-
partment of Interior revokes or other-
wise invalidates a certification of reha-
bilitation (see section 48(g)(2)(C)) after
the property is placed in service be-
cause, for example, the taxpayer made
modifications to the building incon-
sistent with Department of Interior
standards.

(e) Effective date—(1) General rule. Ex-
cept as provided in paragraph (e)(2) of
this section, this § 1.48–11 shall not
apply to expenditures incurred after
December 31, 1981.

(2) Transitional rule. This § 1.48–11
shall continue to apply to expenditures
incurred after December 31, 1981, for
the rehabilitation of a building if—

(i) The physical work on the rehabili-
tation began before January 1, 1982,
and

(ii) The building does not meet the
requirements of section 48(g)(1) of the
Code as amended by the Economic Re-
covery Tax Act of 1981.

[T.D. 8031, 50 FR 26698, June 28, 1985]
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§ 1.48–12 Qualified rehabilitated build-
ing; expenditures incurred after De-
cember 31, 1981.

(a) General rule—(1) In general. Under
section 48(a)(1)(E), the portion of the
basis of a qualified rehabilitated build-
ing that is attributable to qualified re-
habilitation expenditures (within the
meaning of section 48(g) and this sec-
tion) is section 38 property. Property
that is section 38 property by reason of
section 48(a)(1)(E) is treated as new sec-
tion 38 property and, therefore, is not
subject to the used property limitation
in section 48(c). Section 48(g)(1) and
paragraph (b) of this section define the
term ‘‘qualified rehabilitated build-
ing.’’ Section 48(g)(2) and paragraph (c)
of this section define the term ‘‘quali-
fied rehabilitation expenditure.’’ Sec-
tion 48(g) (2)(B)(iv) and (3) and para-
graph (d) of this section describe the
rules applicable to ‘‘certified historic
structures.’’ Section 48(q) and para-
graph (e) of this section provide rules
concerning an adjustment to the basis
of the rehabilitated building. Para-
graph (f) of this section provides guid-
ance for coordination of these provi-
sions with other sections of the Code,
including rules for determining when
the rehabilitation credit may be
claimed.

(2) Effective dates and transition rules—
(i) In general. Except as otherwise pro-
vided in this paragraph (a)(2)(i), this
section applies to expenditures in-
curred after December 31, 1981, in con-
nection with the rehabilitation of a
qualified rehabilitated building. (See
paragraph (c)(3)(i) of this section for
rules concerning the determination of
when an expenditure is incurred.) If,
however, physical work on the rehabili-
tation began before January 1, 1982,
and the building does not meet the re-
quirements of paragraph (b) of this sec-
tion, the rules in § 1.48–11 shall apply to
the expenditures incurred after Decem-
ber 31, 1981, in connection with such re-
habilitation. (See paragraph (b)(6)(i) of
this section for rules determining when
physical work on a rehabilitation be-
gins.)

(ii) Transition rules concerning ACRS
lives. (A) For property placed in service
before March 16, 1984, and any property
subject to the exception set forth in
section 111(g)(2) of Pub. L. 98–369 (Defi-

cit Reduction Act of 1984), the ref-
erences to ‘‘19 years’’ in paragraph
(c)(4)(ii) and (7)(v) shall be replaced
with ‘‘15 years’’ and the reference to
‘‘19-year real property’’ in paragraph
(c)(4)(ii) shall be replaced with ‘‘15-year
real property.’’

(B) Except as otherwise provided in
paragraph (a)(2)(ii)(A) of this section,
for property placed in service before
May 9, 1985, and any property subject
to the exception set forth in section
105(b) (2) and (5) of Pub. L. 99–121 (99
Stat. 501, 511), the reference to ‘‘19
years’’ in paragraph (c)(4)(ii) and (7)(v)
shall be replaced with ‘‘18 years’’ and
the references to ‘‘19-years real prop-
erty’’ in paragraph (c)(4)(ii) shall be re-
placed with ‘‘18-year real property.’’

(iii) Transition rule concerning external
wall definition. Notwithstanding the
definition of external wall contained in
paragraph (b)(3)(ii) of this section, in
any case in which the written plans
and specifications for a rehabilitation
were substantially completed on or be-
fore June 28, 1985, and the building
being rehabilitated would fail to meet
the requirement of paragraph (b)(1)(iii)
of this section if the definition of ex-
ternal wall in paragraph (b)(3)(ii) of
this section were used, the term ‘‘ex-
ternal wall’’ shall be defined as a wall,
including its supporting elements, with
one face exposed to the weather or
earth, and a common wall shall not be
treated as an external wall. See para-
graph (b)(2)(v) of this section for the
definition of written plans and speci-
fications.

(iv) Transition rules concerning amend-
ments made by the Tax Reform Act of
1986—(A) In general. Except as other-
wise provided in section 251(d) of the
Tax Reform Act of 1986 and this para-
graph (a)(2)(iv), the amendments made
by section 251 of the Tax Reform Act of
1986 shall apply to property placed in
service after December 31, 1986, in tax-
able years ending after that date, re-
gardless of when the rehabilitation ex-
penditures attributable to such prop-
erty were incurred. If property attrib-
utable to qualified rehabilitation ex-
penditures is incurred with respect to a
rehabilitation to a building placed in
service in segments or phases and some
segments are placed in service before
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January 1, 1987, and the remaining seg-
ments are placed in service after De-
cember 31, 1986, the amendments under
the Tax Reform Act would not apply to
the property placed in service before
January 1, 1987, but would apply to the
segments placed in service after De-
cember 31, 1986, unless one of the tran-
sition rules in paragraph (a)(2)(iv) (B)
or (C) of this section applies.

(B) General transition rule. The
amendments made by sections 251 and
201 of the Tax Reform Act of 1986 shall
not apply to property that qualifies
under section 251(d) (2), (3), or (4) of the
Tax Reform Act of 1986. Property quali-
fies for the general transition rule in
section 251(d)(2) of the Act if such prop-
erty is placed in service before January
1, 1994, and if such property is placed in
service as part of—

(1) A rehabilitation that was com-
pleted pursuant to a written contract
that was binding on March 1, 1986, or

(2) A rehabilitation incurred in con-
nection with property (including any
leasehold interest) acquired before
March 2, 1986, or acquired on or after
such date pursuant to a written con-
tract that was binding on March 1, 1986,
if—

(i) Parts 1 and 2 of the Historic Pres-
ervation Certificate Application were
filed with the Department of the Inte-
rior (or its designee) before March 2,
1986, or

(ii) The lesser of $1,000,000 or 5 per-
cent of the cost of the rehabilitation is
incurred before March 2, 1986, or is re-
quired to be incurred pursuant to a
written contract which was binding on
March 1, 1986.

(C) Specific rehabilitations. See section
251(d) (3) and (4) of the Tax Reform Act
of 1986 for additional rehabilitations
that are exempted from the amend-
ments made by sections 251 and 201 of
the Tax Reform Act of 1986.

(b) Definition of qualified rehabilitated
building— (1) In general. The term
‘‘qualified rehabilitated building’’
means any building and its structural
components—

(i) That has been substantially reha-
bilitated (within the meaning of para-
graph (b)(2) of this section) for the tax-
able year,

(ii) That was placed in service (with-
in the meaning of § 1.46–3(d)) as a build-

ing by any person before the beginning
of the rehabilitation, and

(iii) That meets the applicable exist-
ing external wall retention test or the
existing external wall and internal
structural framework retention test in
accordance with paragraph (b)(3) of
this section.

The requirement in paragraph (b)(1)(iii)
of this section does not apply to a cer-
tified historic structure. See para-
graphs (b) (4) and (5) of this section for
additional requirements related to the
definition of a qualified rehabilitated
building.

(2) Substantially rehabilitated build-
ing—(i) Substantial rehabilitation test. A
building shall be treated as having
been substantially rehabilitated for a
taxable year only if the qualified reha-
bilitation expenditures (as defined in
paragraph (c) of this section) incurred
during any 24-month period selected by
the taxpayer ending with or within the
taxable year exceed the greater of—

(A) The adjusted basis of the building
(and its structural components), or (B)
$5,000.

(ii) Date to determine adjusted basis of
the building—(A) In general. The ad-
justed basis of the building (and its
structural components) shall be deter-
mined as of the beginning of the first
day of the 24-month period selected by
the taxpayer or the first day of the tax-
payer’s holding period of the building
(within the meaning of section 1250(e)),
whichever is later. For purposes of de-
termining the holding period under sec-
tion 1250(e), any reconstruction that is
part of the rehabilitation shall be dis-
regarded.

(B) Special rules. In the event that a
building is not owned by the taxpayer,
the adjusted basis of the building shall
be determined as of the date that
would have been used if the owner had
been the taxpayer. The adjusted basis
of a building that is being rehabilitated
by a taxpayer other than the owner
shall thus be determined as of the be-
ginning of the first day of the 24-month
period selected by the taxpayer or the
first day of the owner’s holding period,
whichever is later. Therefore, if a
building that is being rehabilitated by
a lessee is sold subject to the lease
prior to the date that the lessee has
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substantially rehabilitated the build-
ing, the lessee’s adjusted basis is deter-
mined as of the beginning of the first
day of the new lessor’s holding period
or the beginning of the first day of the
24-month period selected by the lessee
(the taxpayer), whichever is later. If,
therefore, the first day of the new les-
sor’s holding period were later than the
first day of the 24-month period se-
lected by the lessee (the taxpayer), the
lessee’s adjusted basis for purposes of
the substantial rehabilitation test
would be the same as the adjusted basis
of the new lessor as determined under
paragraph (b)(2)(vii) of this section. If a
building is sold after the date that a
lessee has substantially rehabilitated
the building with respect to the origi-
nal lessor’s adjusted basis, however,
the lessee’s basis may be determined as
of the first day of the 24-month period
selected by the lessee or the first day
of the original lessor’s holding period,
whichever is later, and the transfer of
the building will not affect the ad-
justed basis for purposes of the sub-
stantial rehabilitation test. The pre-
ceding sentence shall not apply, how-
ever, if the building is sold to the les-
see or a related party within the mean-
ing of section 267(b) or section 707(b)(1).

(iii) Adjusted basis of the building—(A)
In general. The term ‘‘adjusted basis of
the building’’ means the aggregate ad-
justed basis (within the meaning of sec-
tion 1011(a)) in the building (and its
structural components) of all the par-
ties who have an interest in the build-
ing.

(B) Special rules. In the case of a
building that is leased to one or more
tenants in whole or inpart, the ad-
justed basis of the building is deter-
mined by adding the adjusted basis of
the owner (lessor) in the building to
the adjusted basis of the lessee (or les-
sees) in the leasehold and any leasehold
improvements that are structural com-
ponents of the building. Similarly, in
the case of a building that is divided
into condominium units, the adjusted
basis of the building means the aggre-
gate adjusted basis of all of the respec-
tive condominium owners (including
the basis of any lessee in the leasehold
and leasehold improvements) in the
building (and its structural compo-
nents). If the adjusted basis of a build-

ing would be determined in whole or in
part by reference to the adjusted basis
of a person or persons other than the
taxpayer (e.g., a rehabilitation by a les-
see) and the taxpayer is unable to ob-
tain the required information, the tax-
payer must establish by clear and con-
vincing evidence that the adjusted
basis of such person or persons in the
building on the date specified in para-
graph (b)(2)(ii) of this section is an
amount that is less than the amount of
qualified rehabilitation expenditures
incurred by the taxpayer. If no such
amount can be so established, the ad-
justed basis of the building will be
deemed to be the fair market value of
the building on the relevant date. For
purposes of determining the adjusted
basis of a building, the portion of the
adjusted basis of a building that is allo-
cable to an addition (within the mean-
ing of paragraph (b)(4)(ii) of this sec-
tion) to the building that does not
meet the age requirement in paragraph
(b)(4)(i) of this section shall be dis-
regarded. (See paragraph (b)(2)(vii) of
this section for the rule applicable to
the determination of the adjusted basis
of a building when qualified rehabilita-
tion expenditures are treated as in-
curred by the taxpayer.)

(iv) Rehabilitation. Rehabilitation in-
cludes renovation, restoration, or re-
construction of a building, but does not
include an enlargement (within the
meaning of paragraph (c)(10) of this
section) of new construction. The de-
termination of whether expenditures
are attributable to the rehabilitation
of an existing building or to new con-
struction shall be based upon all the
facts and circumstances.

(v) Special rule for phased rehabilita-
tion. In the case of any rehabilitation
that may reasonably be expected to be
completed in phases set forth in writ-
ten architectural plans and specifica-
tions completed before the physical
work on the rehabilitation begins,
paragraphs (b)(2) (i), (ii), and (vii) of
this section shall be applied by sub-
stituting ‘‘60-month period’’ for ‘‘24-
month period.’’ A rehabilitation may
reasonably be expected to be completed
in phases if it consists of two or more
distinct stages of development. The de-
termination of whether a rehabilita-
tion consists of distinct stages and
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therefore may reasonably be expected
to be completed in phases shall be
made on the basis of all the relevant
facts and circumstances in existence
before physical work on the rehabilita-
tion begins. For purposes of this para-
graph and paragraph (a)(2)(iii) of this
section, written plans that describe
generally all phases of the rehabilita-
tion process shall be treated as written
architectural plans and specifications.
Such written plans are not required to
contain detailed working drawings or
detailed specifications of the materials
to be used. In addition, the taxpayer
may include a description of work to be
done by lessees in the written plans.
For example, where the owner of a va-
cant four story building plans to reha-
bilitate two floors of the building and
plans to require, as a condition of any
lease, that tenants of the other two
floors must rehabilitate those floors,
the requirements of this paragrpah
(b)(2)(v) shall be met if the owner pro-
vides written plans for the rehabilita-
tion work to be done by the owner and
a description of the rehabilitation
work that the tenants will be required
to complete. The work required of the
tenants may be described in the writ-
ten plans in terms of minimum speci-
fications (e.g., as to lighting, wiring,
materials, appearance) that must be
met by such tenants. See paragraph
(b)(6)(i) of this section for the defini-
tion of physical work on a rehabilita-
tion.

(vi) Treatment of expenses incurred by
persons who have an interest in the build-
ing. For purposes of the substantial re-
habilitation test in paragraph (b)(2)(i)
of this section, the taxpayer may take
into account qualified rehabilitation
expenditures incurred during the same
rehabilitation process by any other
person who has an interest in the
building. Thus, for example, to deter-
mine whether a building has been sub-
stantially rehabilitated, a lessee may
include the expenditures of the lessor
and of other lessees; a condominium
owner may include the expenditures in-
curred by other condominium owners;
and an owner may include the expendi-
tures of the lessees.

(vii) Special rules when qualified reha-
bilitation expenditures are treated as in-
curred by the taxpayer. In the case

where qualified rehabilitation expendi-
tures are treated as having been in-
curred by a taxpayer under paragraph
(c)(3)(ii) of this section, the transferee
shall be treated as having incurred the
expenditures incurred by the transferor
on the date that the transferor in-
curred the expenditures within the
meaning of paragraph (c)(3)(i) of this
section. For purposes of the substantial
rehabilitation test in paragrpah
(b)(2)(i) of this section, the transferee’s
adjusted basis in the building shall be
determined as of the beginning of the
first day of a 24-month period, or the
first day of the transferee’s holding pe-
riod, whichever is later, as provided in
paragraph (b)(2)(ii) of this section. The
transferee’s basis as of the first day of
the transferee’s holding period for pur-
poses of the substantial rehabilitation
test in paragraph (b)(2)(i) of this sec-
tion, however, shall be considered to be
equal to the transferee’s basis in the
building on such date less—

(A) The amount of any qualified re-
habilitation expenditures incurred (or
treated as having been incurred) by the
transferor during the 24-month period
that are treated as having been in-
curred by the transferee under para-
graph (c)(3)(ii) of this section, and

(B) The amount of qualified rehabili-
tation expenditures incurred before the
transfer and during the 24-month pe-
riod by any other person who has an in-
terest in the building (e.g., a lessee of
the transferor). The preceding sentence
shall not apply, however, unless the
transferee’s basis in the building is de-
termined with reference to (1) the
transferee’s cost of the building (in-
cluding the rehabilitation expendi-
tures), (2) the transferor’s basis in the
building (where such basis includes the
amount of the expenditures), or (3) any
other amount that includes the cost of
the rehabilitation expenditures. In the
event that the transferee’s basis is de-
termined with reference to an amount
not described above (e.g., transferee’s
basis in one building is determined
with reference to the transferee’s basis
in another building under section
1031(d)), the amount of the expendi-
tures incurred by the transferor and
treated as having been incurred by the
transferee are not deducted from the
transferee’s basis for purposes of the
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substantial rehabilitation test. If a
transferee’s basis is determined under
section 1014, any expenditures incurred
by the decedent within the measuring
period that are treated as having been
incurred by the transferee under para-
graph (c)(3)(ii) of this section shall de-
crease the transferee’s basis for pur-
poses of the substantial rehabilitation
test.

(viii) Statement of adjusted basis, meas-
uring period, and qualified rehabilitation
expenditures. In the case of any tax re-
turn filed after August 27, 1985, on
which an investment tax credit for
property, described in section
48(a)(1)(E) is claimed, the taxpayer
shall indicate by way of a marginal no-
tation on, or a supplemental statement
attached to, Form 3468—

(A) The beginning and ending dates
for the measuring period selected by
the taxpayer under section 48(g)(1)(C)(i)
and paragraph (b)(2) of this section,

(B) The adjusted basis of the building
(within the meaning of paragraph (b)(2)
(iii) or (vii) of this section) as of the be-
ginning of such measuring period, and

(C) The amount of qualified rehabili-
tation expenditures incurred, and
treated as incurred, respectively, dur-
ing such measuring period.

Furthermore, for returns filed after
August 27, 1985, if the adjusted basis of
the building for purposes of the sub-
stantial rehabilitation test is deter-
mined in whole or in part by reference
to the adjusted basis of a person, or
persons, other than the taxpayer (e.g.,
a rehabilitation by a lessee), the tax-
payer must attach to the Form 3468
filed with the tax return on which the
credit is claimed a statement addressed
to the District Director, signed by such
third party, that states the first day of
the third party’s holding period and
the amount of the adjusted basis of
such third party in the building at the
beginning of the measuring period or
the first day of the holding period,
whichever is later. If the taxpayer is
unable to obtain the required informa-
tion, that fact should be indicated and
the taxpayer should state the manner
in which the adjusted basis was deter-
mined and, if different, the fair market
value of the building on the relevant
date.

(ix) Partnerships and S corporations. If
a building is owned by a partnership
(i.e., the building is partnership prop-
erty) or an S corporation, the substan-
tial rehabilitation test shall be deter-
mined at the entity level. Thus, the en-
tity shall compare the amount of quali-
fied rehabilitation expenditures in-
curred during the measuring period
against its basis in the building at the
beginning of its holding period or the
beginning of its measuring period,
whichever is later. (See section 1223(2)
for rules concerning the determination
of a partnership’s holding period in the
case of a contribution of property to
the partnership meeting the require-
ments of section 721.) The adjusted
basis of the building to a partnership
shall be determined by taking into ac-
count any adjustments to the basis of
the building made under section 743
and section 734. Any adjustments to
the building’s basis that are made
under section 743 or section 734 after
the beginning of the partnership’s hold-
ing period, but before the end of the
measuring period, shall be deemed for
purposes of the substantial rehabilita-
tion test to have been made on the first
day of the partnership’s holding period.
However, in such case, the partner-
ship’s basis in the building shall be re-
duced by the amount of qualified reha-
bilitation expenditures incurred by the
partnership. In the case of any tax re-
turn filed after January 9, 1989 on
which a credit is claimed by a partner
or a shareholder of an S corporation for
rehabilitation expenditures incurred by
a partnership or an S corporation, the
partner or shareholder shall indicate
on the Form 3468 on which the credit is
claimed the name, address, and identi-
fication number of the partnership or S
corporation that incurred the rehabili-
tation expenditures, and the partner-
ship or S corporation shall, by way of a
marginal notation on or a supple-
mental statement attached to the enti-
ty’s return, provide the information re-
quired by paragraph (b)(2)(viii) of this
section.

(x) Examples. The following examples
illustrate the application of the sub-
stantial rehabilitation test in this
paragraph (b)(2):

Example 1. Assume that A, a calendar year
taxpayer, purchases a building for $140,000 on
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January 1, 1982, incurs qualified rehabilita-
tion expenditures in the amount of $48,000 (at
the rate of $4,000 per month) in 1982, $100,000
in 1983, and $20,000 (at the rate of $2,000 per
month) in the first ten months of 1984, and
places the rehabilitated building in service
on October 31, 1984. Assume that A did not
have written architectural plans and speci-
fications describing a phased rehabilitation
within the meaning of paragraph (b)(2)(v) of
this section in existence prior to the begin-
ning of physical work on the rehabilitation.
For purposes of the substantial rehabilita-
tion test in paragraph (b)(2) of this section,
A may select any 24-consecutive-month
measuring period that ends in 1984, the tax-
able year in which the rehabilitated building
was placed in service. Assume that on A’s
1984 return, A selects a measuring period be-
ginning on February 1, 1982, and ending on
January 31, 1984, and specifies that A’s basis
in the building (within the meaning of sec-
tion 1011(a)) was $144,000 on February 1, 1982
($140,000+$4,000). (The $4,000 of rehabilitation
expenditures incurred during January 1982
are included in A’s basis under section 1011
even though such property has not been
placed in service.) The amount of qualified
rehabilitation expenditures incurred during
the measuring period was $146,000 ($44,000
from February 1 to December 31, 1982, plus
$100,000 in 1983, plus $2,000 in January 1984).
The building shall be treated as ‘‘substan-
tially rehabilitated’’ within the meaning of
this paragraph (b)(2) for A’s 1984 taxable year
because the $146,000 of expenditures incurred
by A during the measuring period exceeded
A’s adjusted basis of $144,000 at the beginning
of the period. If the other requirements of
section 48(g)(1) and this paragraph are met,
the building is treated as a qualified reha-
bilitated building, and A can treat as quali-
fied rehabilitation expenditures the amount
of $168,000 (i.e., $146,000 of expenditures in-
curred during the measuring period, $4,000 of
expenditures incurred prior to the beginning
of the measuring period as part of the reha-
bilitation process, and $18,000 of expenditures
incurred after the measuring period during
the taxable year within which the measuring
period ends (See paragraph (c)(6) of this sec-
tion.)). The result would generally be the
same if the property attributable to the re-
habilitation expenditures was placed in serv-
ice as the expenditures were incurred, but A
would have $148,000 of qualified rehabilita-
tion expenditures for 1983 and $20,000 of
qualified rehabilitation expenditures for
1984. (See paragraph (f)(2) of this section).

Example 2. Assume the same facts as in ex-
ample 1, except that additional rehabilita-
tion expenditures are incurred after the por-
tion of the basis of the building attributable
to qualified rehabilitation expenditures was
placed in service on October 31, 1984. Such
expenditures are incurred through the end of

1984 and in 1985 when the portion of the basis
attributable to the additional expenditures
is placed in service. The fact that the build-
ing qualified as a substantially rehabilitated
building for A’s 1984 taxable year has no ef-
fect on whether the building is a qualified re-
habilitated building for property placed in
service in A’s 1985 taxable year. In order to
determine whether the building is a qualified
rehabilitated building for A’s 1985 taxable
year, A must select a measuring period that
ends in 1985 and compare the expenditures
incurred within that period with the ad-
justed basis as of the beginning of the period.
Solely for the purpose of determining wheth-
er the building was substantially rehabili-
tated for A’s 1985 taxable year, expenditures
incurred during 1983 and 1984, even though
considered in determining whether the build-
ing was substantially rehabilitated in 1984,
may also be used to determine whether the
building was substantially rehabilitated for
A’s 1985 taxable year, provided the expendi-
tures were incurred during any 24-month
measuring period selected by A that ends in
1985.

Example 3. (i) Assume the B purchases a
building for $100,000 on January 1, 1982, and
leases the building to C who rehabilitates
the building. Assume that C, a calendar year
taxpayer, places the property with respect to
which rehabilitation expenditures were made
in service in 1982 and selects December 31,
1982, as the end of the measuring period for
purposes of the substantial rehabilitation
test. The beginning of the measuring period
is January 2, 1982, the beginning of B’s hold-
ing period under section 1250(e), and the ad-
justed basis of the building is $100,000. Ac-
cordingly, if C incurred more than $100,000 of
qualified rehabilitation expenditures during
1982, the building would be substantially re-
habilitated within the meaning of paragraph
(b)(2)(i) of this section.

(ii) Assume the facts of example 3(i), ex-
cept that after C begins physical work on the
rehabilitation, but before C incurs $100,000 of
expenditures, D acquires the building, sub-
ject to C’s lease, from B for $200,000. D’s hold-
ing period under section 1250(e) begins on the
day after D acquired the building, and C’s ad-
justed basis for purposes of the substantial
rehabilitation test is $200,000, less the
amount of expenditures incurred by C before
the transfer. (See paragraphs (b)(2) (ii) and
(vii) of this section.) Accordingly, if C in-
curred more than $200,000 (less the amount of
expenditures incurred prior to the transfer)
of qualified rehabilitation expenditures dur-
ing 1982, the building would be substantially
rehabilitated within the meaning of para-
graph (b)(2) of this section. Under paragraph
(b)(2)(ii)(B) of this section, however, C’s ad-
justed basis for purposes of the substantial
rehabilitation test would be $100,000 if C had
substantially rehabilitated the building (i.e.,
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incurred more than $100,000 in rehabilitation
expenditures) prior to B’s sale to D.

Example 4. E owns a building with a basis of
$10,000 and E incurs $5,000 of rehabilitation
expenditures. Before completing the reha-
bilitation project, E sells the building to F
for $30,000. Assume that F is treated under
paragraph (c)(3)(ii) of this section as having
incurred the $5,000 of rehabilitation expendi-
tures actually incurred by E. Because F’s
basis in the building is determined under sec-
tion 1011 with reference to F’s $30,000 cost of
the building (which includes the property at-
tributable to E’s rehabilitation expendi-
tures), F’s basis for purposes of the substan-
tial rehabilitation test is $25,000 ($30,000 cost
basis less $5,000 rehabilitation expenditures
treated as if incurred by F). (See paragraph
(b)(2)(vii) of this section.) F would thus be re-
quired to incur more than $20,000 of rehabili-
tation expenditures (in addition to the $5,000
incurred by E and treated as having been in-
curred by F) during a measuring period se-
lected by F to satisfy the substantial reha-
bilitation test.

Example 5. G owns Building I with a basis
of $10,000 and a fair market value of $20,000.
H owns Building II with a basis of $5,000 and
a fair market value of $20,000, with respect to
which H has incurred $1,000 of rehabilitation
expenditures. G and H exchange their build-
ings in a transaction that qualifies for non-
recognition treatment under section 1031.
Assume that G is treated under paragraph
(c)(3)(ii) of this section as having incurred
$1,000 of rehabilitation expenditures. G’s
basis in Building II, computed under section
1031(d), is $10,000. G’s basis in Building II is
not determined with reference to (A) the cost
of Building II, (B) H’s basis in Building II (in-
cluding the cost of the rehabilitation ex-
penditures) or (C) any other amount that in-
cludes the cost of expenditures, but is in-
stead determined with reference to G’s basis
in other property (Building I). Therefore, G’s
basis in Building II for purposes of the sub-
stantial rehabilitation test is not reduced by
the $1,000 of rehabilitation expenditures
treated as if incurred by G. (See paragraph
(b)(2)(vii) of this section.) Accordingly, G’s
basis in Building II for purposes of the sub-
stantial rehabilitation test is $10,000, and G
must incur additional rehabilitation expend-
itures in excess of $9,000 within a measuring
period selected by G to satisfy the test.

(3) Retention of existing external walls
and internal structural framework—(i) In
general—(A) Property placed in service
after December 31, 1986. Except in the
case of property that qualifies for the
transition rules in paragraphs (a)(2)(iv)
(B) and (C) of this section, in the case
of property that is placed in service
after December 31, 1986, a building

(other than a certified historic struc-
ture) meets the requirement in para-
graph (b)(1)(iii) of this section only if
in the rehabilitation process—

(1) 50 percent or more of the existing
external walls of such building are re-
tained in place as external walls;

(2) 75 percent or more of the existing
external walls of such building are re-
tained in place as internal or external
walls; and

(3) 75 percent or more of the internal
structural framework of such building
(as defined in paragraph (b)(3)(iii) of
this section) is retained in place.

(B) Expenditures incurred before Janu-
ary 1, 1984, for property placed in service
before January 1, 1987. With respect to
rehabilitation expenditures incurred
before January 1, 1984, for property
that is either placed in service before
January 1, 1987, or that qualifies for
the transition rules in paragraph
(a)(2)(iv) (B) or (C) of this section, a
building meets the requirement in
paragraph (b)(1)(iii) of this section only
if 75 percent or more of the existing ex-
ternal walls of the building are re-
tained in place as external walls in the
rehabilitation process. If an addition to
a building is not treated as part of a
qualified rehabilitated building be-
cause it does not meet the 30-year re-
quirement in paragraph (b)(4)(i)(B) of
this section, then the external walls of
such addition shall not be considered
to be existing external walls of the
building for purposes of section
48(g)(1)(A)(iii) (as in effect prior to en-
actment of the Tax Reform Act of
1986), and this section.

(C) Expenditures incurred after Decem-
ber 31, 1983, for property placed in service
before January 1, 1987. With respect to
expenditures incurred after December
31, 1983, for property that is either
placed in service before January 1, 1987,
or that qualifies for the transition
rules in paragraph (a)(2)(iv) (B) or (C)
of this section, the requirement of
paragraph (b)(1)(iii) of this section is
satisfied only if in the rehabilitation
process either the existing external
wall retention requirement in para-
graph (b)(3)(i) (B) of this section is sat-
isfied, or:

(1) 50 percent or more of the existing
external walls of the building are re-
tained in place as external walls,
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(2) 75 percent or more of the existing
external walls are retained in place as
internal or external walls, and

(3) 75 percent or more of the existing
internal structural framework of such
building is retained in place.

(D) Area of external walls and internal
structural framework. The determina-
tions required by paragraphs (b)(3)(i)
(A), (B), and (C) of this section shall be
based upon the area of the external
walls or internal structural framework
that is retained in place compared to
the total area of each prior to the reha-
bilitation. The area of the existing ex-
ternal walls and internal structural
framework of a building shall be deter-
mined prior to any destruction, modi-
fication, or construction of external
walls or internal structural framework
that is undertaken by any party in an-
ticipation of the rehabilitation.

(ii) Definition of external wall. For
purposes of this paragraph (b), a wall
includes both the supporting elements
of the wall and the nonsupporting ele-
ments, (e.g., a curtain, windows or
doors) of the wall. Except as otherwise
provided in this paragraph (b)(3), the
term ‘‘‘external wall’’ includes any
wall that has one face exposed to the
weather, earth, or an abutting wall of
an adjacent building. The term ‘‘exter-
nal wall’’ also includes a shared wall
(i.e., a single wall shared with an adja-
cent building), generally referred to as
a ‘‘party wall,’’ provided that the
shared wall has no windows or doors in
any portion of the wall that does not
have one face exposed to the weather,
earth, or an abutting wall. In general,
the term ‘‘external wall’’ includes only
those external walls that form part of
the outline or perimeter of the building
or that surround an uncovered court-
yard. Therefore, the walls of an uncov-
ered internal shaft, designed solely to
bring light or air into the center of a
building, which are completely sur-
rounded by external walls of the build-
ing and which enclose space not des-
ignated for occupancy or other use by
people (other than for maintenance or
emergency), are not considered exter-
nal walls. Thus, for example, a wall of
a light well in the center of a building
is not an external wall. However, walls
surrounding an outdoor space which is

usable by people, such as a courtyard,
are external walls.

(iii) Definition of internal structural
framework. For purposes of this section,
the term ‘‘internal structural frame-
work’’ includes all load-bearing inter-
nal walls and any other internal struc-
tural supports, including the columns,
girders, beams, trusses, spandrels, and
all other members that are essential to
the stability of the building.

(iv) Retained in place. An existing ex-
ternal wall is retained in place if the
supporting elements of the wall are re-
tained in place. An existing external
wall is not retained in place if the sup-
porting elements of the wall are re-
placed by new supporting elements. An
external wall is retained in place, how-
ever, if the supporting elements are re-
inforced in the rehabilitation, provided
that such supporting elements of the
external wall are retained in place. An
external wall also is retained in place
if it is covered (e.g., with new siding).
Moreover, an external wall is retained
in place if the existing curtain is re-
placed with a new curtain, provided
that the structural framework that
provides for the support of the existing
curtain is retained in place. An exter-
nal wall is retained in place notwith-
standing that the existing doors and
windows in the wall are modified,
eliminated, or replaced. An external
wall is retained in place if the wall is
disassembled and reassembled, pro-
vided the same supporting elements are
used when the wall is reassembled and
the configuration of the external walls
of the building after the rehabilitation
is the same as it was before the reha-
bilitation process commenced. Thus,
for example, a brick wall is considered
retained in place even though the origi-
nal bricks are removed (for cleaning,
etc.) and replaced to form the wall. The
principles of this paragraph (b)(3)(iv)
shall also apply to determine whether
internal structural framework of the
building is retained in place.

(v) Effect of additions. If an existing
external wall is converted into an in-
ternal wall (i.e., a wall that is not an
external wall), the wall is not retained
in place as an external wall for pur-
poses of this section.
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(vi) Examples. The provisions of this
paragraph (b)(3) may be illustrated by
the following examples:

Example 1. Taxpayer A rehabilitated a
building all of the walls of which consisted of
wood siding attached to gypsum board sheets
(which covered the supporting elements of
the wall, i.e., studs). A covered the existing
wood siding with aluminum siding as part of
a rehabilitation that otherwise qualified
under this subparagraph. The addition of the
aluminum siding does not affect the status
of the existing external walls as external
walls and they would be considered to have
been retained in place.

Example 2. Taxpayer B rehabilitated a
building, the external walls of which had a
masonry curtain. The masonry on the wall
face was replaced with a glass curtain. The
steel beam and girders supporting the exist-
ing masonry curtain were retained in place.
The walls of the building are considered to
be retained in place as external walls, not-
withstanding the replacement of the curtain.

Example 3. Taxpayer C rehabilitated a
building that has two external walls measur-
ing 75′ x 20′ and two other external walls
measuring 100′ x 20′. C demolished one of the
larger walls, including its supporting ele-
ments and constructed a new wall. Because
one of the larger walls represents more than
25 percent of the area of the building’s exter-
nal walls, C has not satisfied the require-
ments that 75 percent of the existing exter-
nal walls must be retained in place as either
internal or external walls. If however, C had
not demolished the wall, but had converted
it into an internal wall (e.g., by building a
new external wall), the building would sat-
isfy the external wall requirements.

Example 4. The facts are the same as in ex-
ample 3, except that C does not tear down
any walls, but builds an addition that results
in one of the smaller walls becoming an in-
ternal wall. In addition, C enlarged 8 of the
existing windows on one of the larger walls,
increasing them from a size of 3′ x 4′ to 6′ x
8′. Since the smaller wall accounts for less
than 25 percent of the total wall area, C has
satisfied the requirement that 75 percent of
the existing external walls must be retained
in place as external walls in the rehabilita-
tion process. The enlargement of the existing
windows on the larger wall does not affect
its status as an external wall.

Example 5. Taxpayer D rehabilitated a
building that was in the center of a row of
three buildings. The building being rehabili-
tated by D shares its side walls with the
buildings on either side. The shared walls
measure 100′ x 20′ and the rear and front
walls measure 75′ x 20′. As part of a rehabili-
tation, D tears down and replaces the front
wall. Because the shared walls as well as the

front and back walls are considered external
walls and the front wall accounts for less
than 25 percent of the total external wall
area (including the shared walls), D has sat-
isfied the requirement that 75 percent of the
existing external walls must be retained in
place as external walls in the rehabilitation
process.

(4) Age requirement—(i) In general—(A)
Property placed in service after December
31, 1986. Except in the case of property
that qualifies for the transition rules
in paragraph (a)(2)(iv) (B) or (C) of this
section, a building other than a cer-
tified historic structure shall not be
considered a qualified rehabilitated
building unless the building was first
placed in service (within the meaning
of § 1.46–3(d)) before January 1, 1936.

(B) Property placed in service before
January 1, 1987, and property qualifying
under a transition rule. In the case of
property placed in service before Janu-
ary 1, 1987, and property that qualifies
under the transition rules in paragraph
(a)(2)(iv) (B) or (C) of this section, a
building other than a certified historic
structure is considered a qualified re-
habilitated building only if a period of
at least 30 years has elasped between
the date physical work on the rehabili-
tation of the building began and the
date the building was first placed in
service (within the meaning of § 1.46–
3(d)) as a building by any person.

(ii) Additions. A building that was
first placed in service before 1936 in the
case described in paragraph (b)(4)(i)(A)
of this section, or at least 30 years be-
fore physical work on the rehabilita-
tion began in the case described in
paragraph (b)(4)(i)(B) of this section,
will not be disqualified because addi-
tions to such building have been added
since 1936 in the case described in para-
graph (b)(4)(i)(A) of this section, or are
less than 30 years old in the case de-
scribed in paragraph (b)(4)(i)(B) of this
section. Such additions, however, shall
not be treated as part of the qualified
rehabilitated building. The term ‘‘addi-
tion’’ means any construction that re-
sulted in any portion of an external
wall becoming an internal wall, that
resulted in an increase in the height of
the building, or that increased the vol-
ume of the building.

(iii) Vacant periods. The determina-
tions required by paragraph (b)(4)(i) of
this section include periods during
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which a building was vacant or devoted
to a personal use and is computed with-
out regard to the number of owners or
the identify of owners during the pe-
riod.

(5) Location at which the rehabilitation
occurs. A building, other than a cer-
tified historic structure is not a quali-
fied rehabilitated building unless it has
been located where it is rehabilitated
since before 1936 in the case described
in paragraph (b)(4)(i)(A) of this section.
Similarly, in the case described in
paragraph (b)(4)(i)(B) of this section, a
building, other than a certified historic
structure, is not a qualified rehabilita-
tion building unless it has been located
where it is rehabilitated for the thirty-
year period immediately preceding the
date physical work on the rehabilita-
tion began in the case of a ‘‘30-year
building’’ or the forty-year period im-
mediately preceding the date physical
work on the rehabilitation began in the
case of a ‘‘40-year building.’’ (See
§ 1.46–1(q)(1)(iii) for the definitions of
‘‘30-year building’’ and ‘‘40-year build-
ing.’’)

(6) Definition and special rule—(i)
Physical work on a rehabilitation. For
purposes of this section, ‘‘physical
work on a rehabilitation’’ begins when
actual construction, or destruction in
preparation for construction, begins.
The term ‘‘physical work on a rehabili-
tation,’’ however, does not include pre-
liminary activities such as planning,
designing, securing financing, explor-
ing, researching, developing plans and
specifications, or stabilizing a building
to prevent deterioration (e.g., placing
boards over broken windows).

(ii) Special rule for adjoining buildings
that are combined. For purposes of this
paragraph (b), if as part of a rehabilita-
tion process two or more adjoining
buildings are combined and placed in
service as a single building after the re-
habilitation process, then, at the elec-
tion of the taxpayer, all of the require-
ments for a qualified rehabilitated
building in section 48(g)(1) and this sec-
tion may be applied to the constituent
adjoining buildings in the aggregate.
For example, if such requirements are
applied in the aggregate, any shared
walls or abutting walls between the
constituent buildings that would other-
wise be treated as external walls (with-

in the meaning of paragraph (b)(3) of
this section) would not be treated as
external walls of the building, and the
substantial rehabilitation test in para-
graph (b)(2) of this section would be ap-
plied to the aggregate expenditures
with respect to all of the constituent
buildings and to the aggregate adjusted
basis of all of the constituent build-
ings. A taxpayer shall elect the special
rule of this paragraph (b)(6)(ii) for ad-
joining buildings by indicating by way
of a marginal notation on, or a supple-
mental statement attached to, the
Form 3468 on which a credit is first
claimed for qualified rehabilitation ex-
penditures with respect to such build-
ings that such buildings are a single
qualified rehabilitated building be-
cause of the application of the special
rule in this paragraph (b)(6)(ii).

(c) Definition of qualified rehabilitation
expenditures—(1) In general. Except as
otherwise provided in paragraph (c)(7)
of this section, the term ‘‘qualified re-
habilitation expenditure’’ means any
amount that is—

(i) Properly chargeable to capital ac-
count (as described in paragraph (c)(2)
of this section),

(ii) Incurred by the taxpayer after
December 31, 1981 (as described in para-
graph (c)(3) of this section),

(iii) For property for which deprecia-
tion is allowable under section 168 and
which is real property described in
paragraph (c)(4) of this section, and

(iv) Made in connection with the re-
habilitation of a qualified rehabilitated
building (as described in paragraph
(c)(5) of this section).

(2) Chargeable to capital account. For
purposes of paragraph (c)(1) of this sec-
tion, amounts are chargeable to capital
account if they are properly includible
in computing basis of real property
under § 1.46–3(c). Amounts treated as an
expense and deducted in the year they
are paid or incurred or amounts that
are otherwise not added to the basis of
real property described in paragraph
(c)(4) of this section do not qualify. For
purposes of this paragraph (c), amounts
incurred for architectural and engi-
neering fees, site survey fees, legal ex-
penses, insurance premiums, develop-
ment fees, and other construction re-
lated costs, satisfy the requirement of
this paragraph (c)(2) if they are added
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to the basis of real property that is de-
scribed in paragraph (c)(4) of this sec-
tion. Construction period interest and
taxes that are amortized under section
189 (as in effect prior to its repeal by
the Tax Reform Act of 1986) do not sat-
isfy the requirement of this paragraph
(c)(2). If, however, such interest and
taxes are treated by the taxpayer as
chargeable to capital account with re-
spect to property described in para-
graph (c)(4) of this section, they shall
be treated in the same manner as other
costs described in this paragraph (c)(2).
Any construction period interest or
taxes or other fees or costs incurred in
connection with the acquisition of a
building, any interest in a building, or
land, are subject to paragraph (c)(7)(ii)
of this section. See paragraph (c)(9) of
this section for additional rules con-
cerning interest.

(3) Incurred by the taxpayer—(i) In
general. Qualified rehabilitation ex-
penditures are incurred by the tax-
payer for purposes of this section on
the date such expenditures would be
considered incurred under an accrual
method of accounting, regardless of the
method of accounting used by the tax-
payer with respect to other items of in-
come and expense. If qualified rehabili-
tation expenditures are treated as hav-
ing been incurred by a taxpayer under
paragraph (c)(3)(ii) of this section, the
taxpayer shall be treated as having in-
curred the expenditures on the date
such expenditures were incurred by the
transferor.

(ii) Qualified rehabilitation expendi-
tures treated as incurred by the tax-
payer—(A) Where rehabilitation ex-
penditures are incurred with respect to
a building by a person (or persons)
other than the taxpayer and the tax-
payer subsequently acquires the build-
ing, or a portion of the building to
which some or all of the expenditures
are allocable (e.g., a condominium unit
to which rehabilitation expenditures
have been allocated), the taxpayer ac-
quiring such property shall be treated
as having incurred the rehabilitation
expenditures actually incurred by the
transferor (or treated as incurred by
the transferor under this paragraph
(c)(3)(ii)) allocable to the acquired
property, provided that—

(1) The building, or the portion of the
building, acquired by the taxpayer was
not used (or, if later, was not placed in
service (as defined in paragraph (f)(2) of
this section)) after the rehabilitation
expenditures were incurred and prior to
the date of acquisition, and

(2) No credit with respect to such
qualified rehabilitation expenditures is
claimed by anyone other than the tax-
payer acquiring the property. For pur-
poses of this paragraph (c)(3)(ii), use
shall mean actual use, whether per-
sonal or business. In the case of a
building that is divided into condomin-
ium units, expenditures attributable to
the common elements shall be alloca-
ble to the individual condominium
units in accordance with the principles
of paragraph (c)(10)(ii) of this section.
Furthermore, for purpose of this para-
graph (c)(3)(ii), a condominium unit’s
share of the common elements shall
not be considered to have been used (or
placed in service) prior to the time
that the particular condominium unit
is used.

(B) The amount of rehabilitation ex-
penditures described in paragraph
(c)(3)(ii)(A) of this section treated as
incurred by the taxpayer under this
paragraph shall be the lesser of—

(1) The amount of rehabilitation ex-
penditures incurred before the date on
which the taxpayer acquired the build-
ing (or portion thereof) to which the
rehabilitation expenditures are attrib-
utable, or

(2) The portion of the taxpayer’s cost
or other basis for the property that is
properly allocable to the property re-
sulting from the rehabilitation expend-
itures described in paragraph
(c)(3)(ii)(B)(1) of this section.

(C) For purposes of this paragraph
(c)(3)(ii), the amount of rehabilitation
expenditures treated as incurred by the
taxpayer under this paragraph (c) shall
not be treated as costs for the acquisi-
tion of a building. The portion of the
cost of acquiring a building (or an in-
terest therein) that is not treated
under this paragraph as qualified reha-
bilitation expenditures incurred by the
taxpayer is not treated as section 38
property in the hands of the acquiring
taxpayer. (See paragraph (c)(7)(ii) of
this section.) (See paragraph (b)(2)(vii)
for rules concerning the application of
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the substantial rehabilitation test
when expenditures are treated as in-
curred by the taxpayer.)

(iii) Examples. The provisions of this
paragraph (c) may be illustrated by the
following examples:

Example 1. In 1981, A, a taxpayer using the
cash receipts and disbursements method of
accounting, commenced the rehabilitation of
a 30-year old building. In June 1981, A signed
a contract with a plumbing contractor for
replacement of the plumbing in the building.
A agreed to pay the contractor as soon as the
work was completed. The work was com-
pleted in December 1981, but A did not pay
the amount due until January 15, 1982. The
expenditures for the plumbing are not quali-
fied rehabilitation expenditures (within the
meaning of this paragraph (c)) because they
were not incurred under an accrual method
of accounting after December 31, 1981.

Example 2. B incurred qualified rehabilita-
tion expenditures of $300,000 with respect to
an existing building between January 1, 1982,
and May 15, 1982, and then sold the building
to C on June 1, 1982. The portion of the build-
ing to which the expenditures were allocable
was not used by B or any other person during
the period from January 1, 1982, to June 1,
1982, and neither B nor any other person
claimed the credit. Consequently, C will be
treated as having incurred the expenditures
on the dates that B incurred the expendi-
tures.

Example 3. D, a taxpayer using the cash re-
ceipts and disbursements method of account-
ing, begins the rehabilitation of a building
on January 11, 1982. Prior to May 1, 1982, D
makes rehabilitation expenditures of $16,000.
On May 3, 1982, D sells the building, the land,
and the property attributable to the reha-
bilitation expenditures to E for $35,000. The
purchase price is properly allocable as fol-
lows:
Land .................................................. $5,000
Existing building ............................... 11,000
Property attributable to rehabilita-

tion expenditures ............................ 19,000

Total purchase price ........ 35,000

The property attributable to the rehabili-
tation expenditures is placed in service by E
on September 5, 1982. E may treat a portion
of the $35,000 purchase price as rehabilitation
expenditures paid or incurred by him. Since
the rehabilitation expenditures paid by D
($16,000) are less than the portion of the pur-
chase price properly allocable to property at-
tributable to these expenditures ($19,000), E
may treat only $16,000 as rehabilitation ex-
penditures paid or incurred by him. The ex-
cess of the purchase price allocable to reha-
bilitation expenditures ($19,000) over the re-

habilitation expenditures paid by D ($16,000),
or $3,000, is treated as the cost of acquiring
an interest in the building and is not a quali-
fied rehabilitation expenditure treated as in-
curred by E.

Example 4. The facts are the same as in ex-
ample 3, except that the purchase price prop-
erly allocable to the property attributable to
rehabilitation expenditures is $15,000. Under
these circumstances, E may treat only
$15,000 of D’s $16,000 expenditures as rehabili-
tation expenditures paid by D. The excess of
the rehabilitation expenditures paid by D
($16,000) over the purchase price allocable to
rehabilitation expenditures ($15,000), or
$1,000, is treated as the cost of acquiring an
interest in the building and is not a qualified
rehabilitation expenditure treated as in-
curred by E.

(4) Incurred for depreciable real prop-
erty—(i) Property placed in service after
December 31, 1986. Except as otherwise
provided in paragraph (c)(4)(ii) of this
section (relating to certain property
that qualifies under a transition rule),
in the case of property placed in serv-
ice after December 31, 1986, an expendi-
ture is incurred for depreciable real
property for purposes of paragraph
(c)(1)(iii) of this section, only if it is
added to the depreciable basis of depre-
ciable property which is—

(A) Nonresidential real property,
(B) Residential rental property,
(C) Real property which has a class

life of more than 12.5 years, or
(D) An addition or improvement to

property described in paragraph
(c)(4)(i) (A), (B), or (C) of this section.

For purposes of this paragraph (c)(4)(i),
the terms ‘‘nonresidential real prop-
erty’’, ‘‘residential rental property’’,
and ‘‘class life’’ have the respective
meanings given to such terms by sec-
tion 168 and the regulations there-
under.

(ii) Property placed in service before
January 1, 1987, and property that quali-
fies under a transition rule. In the case
of property placed in service before
January 1, 1987, and property placed in
service after December 31, 1986, that
qualifies for the transition rules in
paragraph (a)(2)(iv) (B) or (C) of this
section, an expenditure attributable to
such property shall be a qualified reha-
bilitation expenditure only if such ex-
penditure is incurred for property that
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is real property (or additions or im-
provements to real property) with a re-
covery period (within the meaning of
section 168 as in effect prior to its
amendment by the Tax Reform Act of
1986) of 19 years (15 years for low-in-
come housing) and if the other require-
ments of this paragraph (c) are met.
For purposes of this section, an expend-
iture is incurred for recovery property
having a recovery period of 19 years
only if the amount of the expenditure
is added to the basis of property which
is 19-year real property or 15-year real
property in the case of low-income
housing. For purposes of this section,
the term ‘‘low-income housing’’ has the
meaning given such term by section
168(c)(2)(F) (as in effect prior to the
amendments made by the Tax Reform
Act of 1986).

(5) Made in connection with the reha-
bilitation of a qualified rehabilitated
building. In order for an expenditure to
be a qualified rehabilitation expendi-
ture, such expenditure must be in-
curred in connection with a rehabilita-
tion (as defined in paragraph (b)(2)(iv)
of this section) of a qualified rehabili-
tated building. Expenditures attrib-
utable to work done to facilities relat-
ed to a building (e.g., sidewalk, parking
lot, landscaping) are not considered
made in connection with the rehabili-
tation of a qualified rehabilitated
building.

(6) When expenditures may be incurred.
An expenditure is a qualified rehabili-
tation expenditure only if the building
with respect to which the expenditures
are incurred is substantially rehabili-
tated (within the meaning of paragraph
(b)(2) of this section) for the taxable
year in which the property attributable
to the expenditures is placed in service
(i.e., the building is substantially reha-
bilitated during a measuring period
ending with or within the taxable year
in which a credit is claimed). (See
paragraph (f)(2) of this section for rules
relating to when property is placed in
service.) Once the substantial rehabili-
tation test is met for a taxable year,
the amount of qualified rehabilitation
expenditures upon which a credit can
be claimed for the taxable year is lim-
ited to expenditures incurred:

(i) Before the beginning of a measur-
ing period during which the building

was substantially rehabilitated that
ends with or within the taxable year,
provided that the expenditures were in-
curred in connection with the rehabili-
tation process that resulted in the sub-
stantial rehabilitation of the building;

(ii) Within a measuring period during
which the building was substantially
rehabilitated that ends with or within
the taxable year, and

(iii) After the end of a measuring pe-
riod during which the building was sub-
stantially rehabilitated but prior to
the end of the taxable year with or
within which the measuring period
ends.

(7) Certain expenditures excluded from
qualified rehabilitation expenditures. The
term ‘‘qualified rehabilitation expendi-
tures’’ does not include the following
expenditures:

(i) Except as otherwise provided in
paragraph (c)(8) of this section, any ex-
penditure with respect to which the
taxpayer does not use the straight line
method over a recovery period deter-
mined under section 168 (c) and (g).

(ii) The cost of acquiring a building,
any interest in a building (including a
leasehold interest), or land, except as
provided in paragraph (c)(3)(ii) of this
section.

(iii) Any expenditure attributable to
an enlargement of a building (within
the meaning of paragraph (c)(10) of this
section).

(iv) Any expenditure attributable to
the rehabilitation of a certified his-
toric structure or a building located in
a registered historic district, unless
the rehabilitation is a certified reha-
bilitation. (See paragraph (d) of this
section which contains definitions and
special rules applicable to rehabili-
tations of certified historic structures
and buildings located in registered his-
toric districts.)

(v) Any expenditure of a lessee of a
building or a portion of a building, if,
on the date the rehabilitation is com-
pleted with respect to property placed
in service by such lessee, the remaining
term of the lease (determined without
regard to any renewal period) is less
than the recovery period determined
under section 168(c) (or 19 years in the
case of property placed in service be-
fore January 1, 1987, and property
placed in service that qualifies under
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the transition rules in paragraph
(a)(2)(iv)(B) or (C) of this section).

(vi) Any expenditure allocable to
that portion of a building which is (or
may reasonably be expected to be) tax-
exempt use property (within the mean-
ing of section 168 and the regulations
thereunder), except that the exclusion
in this paragraph (c)(7)(vi) shall not
apply for purposes of determining
whether the building is a substantially
rehabilitated building under paragraph
(b)(2) of this section.

(8) Requirement to use straight line de-
preciation—(i) Property placed in service
after December 31, 1986. The requirement
in section 48(g)(2)(B)(i) and paragraph
(c)(7)(i) of this section to use straight
line cost recovery does not apply to
any expenditure to the extent that the
alternative depreciation system of sec-
tion 168(g) applies to such expenditure
by reason of section 168(g)(1) (B) or (C).
In addition, the requirement in section
48(g)(2)(B)(i) and paragraph (c)(7)(i) of
this section applies only to the depre-
ciation of the portion of the basis of a
qualified rehabilitated building that is
attributable to qualified rehabilitation
expenditures.

(ii) Property placed in service before
January 1, 1987, and property placed in
service after December 31, 1986, that quali-
fies for a transition rule. In the case of
expenditures attributable to property
placed in service before January 1, 1987,
and property that qualifies for the
transition rules in paragraph (a)(2)(iv)
(B) or (C) of this section, the term
‘‘qualified rehabilitation expenditure’’
does not include an expenditure with
respect to which an election was not
made under section 168(b)(3) as in effect
prior to its amendment by the Tax Re-
form Act of 1986, to use the straight
line method of depreciation. In such
case, the requirement that an election
be made to use straight line cost recov-
ery applies only to the cost recovery of
the portion of the basis of a qualified
rehabilitated building that is attrib-
utable to qualified rehabilitation ex-
penditures. See section 168(f)(1), as in
effect prior to its amendment by the
Tax Reform Act of 1986, for rules relat-
ing to the use of different methods of
cost recovery for different components
of a building. In addition, such require-
ment shall not apply to any expendi-

ture to the extent that section
168(f)(12) or (j), as in effect prior to the
amendments made by the Tax Reform
Act of 1986, applied to such expendi-
ture.

(9) Cost of acquisition. For purposes of
paragraph (c)(7)(ii) of this section, cost
of acquisition includes any interest in-
curred on indebtedness the proceeds of
which are attributable to the acquisi-
tion of a building, an interest in a
building, or land open which a building
exists. Interest incurred on a construc-
tion loan the proceeds of which are
used for qualified rehabilitation ex-
penditures, however, is not treated as a
cost of acquisition.

(10) Enlargement defined—(i) In gen-
eral. A building is enlarged to the ex-
tent that the total volume of the build-
ing is increased. An increase in floor
space resulting from interior remodel-
ing is not considered an enlargement.
The total volume of a building is gen-
erally equal to the product of the floor
area of the base of the building and the
height from the underside of the lowest
floor (including the basement) to the
average height of the finished roof (as
it exists or existed). For this purpose,
floor area is measured from the exte-
rior faces of external walls (other than
shared walls that are external walls)
and from the centerline of shared walls
that are external walls.

(ii) Rehabilitation that includes en-
largement. If expenditures for property
only partially qualify as qualified reha-
bilitation expenditures because some of
the expenditures are attributable to
the enlargement of the building, the
expenditures must be apportioned be-
tween the original portion of the build-
ing and the enlargement. The expendi-
tures must be specifically allocated be-
tween the original portion of the build-
ing and the enlargement to the extent
possible. If it is not possible to make a
specific allocation of the expenditures,
the expenditures must be allocated to
each portion on some reasonable basis.
The determination of a reasonable
basis for an allocation depends on fac-
tors such as the type of improvement
and how the improvement relates func-
tionally to the building. For example,
in the case of expenditures for an air-
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conditioning system or a roof, a rea-
sonable basis for allocating the expend-
itures among the two portions gen-
erally would be the volume of the
building, excluding the enlargement,
served by the air-conditioning system
or the roof relative to the volume of
the enlargement served by the im-
provement.

(d) Rules applicable to rehabilitations of
certified historic structures—(1) Definition
of certified historic structure. The term
‘‘certified historic structure’’ means
any building (and its structural compo-
nents) that is—

(i) Listed in the National Register of
Historic Places (‘‘National Register’’);
or

(ii) Located in a registered historic
district and certified by the Secretary
of the Interior to the Internal Revenue
Service as being of historic signifi-
cance to the district.
For purposes of this section, a building
shall be considered to be a certified
historic structure at the time it is
placed in service if the taxpayer rea-
sonably believes on that date the build-
ing will be determined to be a certified
historic structure and has requested on
or before that date a determination
from the Department of Interior that
such building is a certified historic
structure within the meaning of this
paragraph (d)(1)(i) or (ii) and the De-
partment of Interior later determines
that the building is a certified historic
structure.

(2) Definition of registered historic dis-
trict. The term ‘‘registered historic dis-
trict’’ means any district that is—

(i) Listed in the National Register, or
(ii) (A) Designated under a statute of

the appropriate State or local govern-
ment that has been certified by the
Secretary of the Interior to the Inter-
nal Revenue Service as containing cri-
teria that will substantially achieve
the purpose of preserving and rehabili-
tating buildings of historic significance
to the district, and (B) certified by the
Secretary of the Interior as meeting
substantially all of the requirements
for the listing of districts in the Na-
tional Register.

(3) Definition of certified rehabilitation.
The term ‘‘certified rehabilitation’’
means any rehabilitation of a certified
historic structure that the Secretary of

the Interior has certified to the Inter-
nal Revenue Service as being consist-
ent with the historic character of the
building and, where applicable, the dis-
trict in which such building is located.
The determination of the scope of a re-
habilitation shall be made on the basis
of all the facts and circumstances sur-
rounding the rehabilitation and shall
not be made solely on the basis of own-
ership. The Secretary of the Interior
shall take all of the rehabilitation
work performed as part of a single re-
habilitation, including any post-certifi-
cation work, into account in determin-
ing whether the rehabilitation com-
plies with the Department of Interior
standards for rehabilitation and wheth-
er the certification should be granted,
revoked, or otherwise invalidated.

(4) Revoked or invalidated certification.
If the Department of Interior revokes
or otherwise invalidates a certification
after it has been issued to a taxpayer,
the basis attributable to rehabilitation
of the decertified property shall cease
to be section 38 property described in
section 48(a)(1)(E). Such cessation shall
be effective as of the date the activity
giving rise to the revocation or invali-
dation commenced. See section 47 for
the rules applicable to property that
ceases to be section 38 property.

(5) Special rule for certain buildings lo-
cated in registered historic districts. The
exclusion in paragraph (c)(7)(iv) of this
section does not apply to a building in
a registered historic district if—

(i) Such building was not a certified
historic structure during the rehabili-
tation process; and

(ii) The Secretary of the Interior cer-
tified to the Internal Revenue Service
that such building was not of historic
significance to the district.
In general, the certification referred to
in paragraph (d)(5)(ii) of this section
must be requested by the taxpayer
prior to the time that physical work on
the rehabilitation began. If, however,
the certification referred to in para-
graph (d)(5)(ii) of this section is re-
quested by the taxpayer after physical
work on the rehabilitation of the build-
ing has begun, the taxpayer must cer-
tify to the Internal Revenue Service
that, prior to the date that physical
work on the rehabilitation began, the
taxpayer in good faith was not aware of
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the requirement of paragraph (d)(5)(ii)
of this section. The certification re-
ferred to in the previous sentence must
be attached to the Form 3468 filed with
the tax return for the year in which the
credit is claimed.

(6) Special rule for certain rehabili-
tations begun before an area is designated
as a registered historic district. In gen-
eral, the exclusion from the definition
of qualified rehabilitation expenditure
in paragraph (c)(7)(iv) of this section
applies to any rehabilitation expendi-
tures that are incurred after a building
becomes a certified historic structure
within the meaning of section 48
(g)(3)A) and paragraph (d)(1) of this sec-
tion or the area in which a building is
located becomes a registered historic
district within the meaning of section
48 (g)(3)(B) and paragraph (d)(2) of this
section. Rehabilitation expenditures
incurred prior to such date, however,
are not disqualified. In addition, reha-
bilitation expenditures made after the
date the area in which a building is lo-
cated becomes a registered historic dis-
trict shall not be disqualified under
paragraph (c)(7)(iv) of this section in
any case in which physical work on the
rehabilitation of a building begins
prior to the date the taxpayer knows or
has reason to know of an intention to
nominate the area in which such build-
ing is located as a registered historic
district. For purposes of this paragraph
(d)(6), the taxpayer knows or has rea-
son to know of such an intention if
there is (A) a communication (written
or oral) to the owner of any building
within the district from the Depart-
ment of the Interior, or any agency or
instrumentality of the appropriate
state or local government (or a des-
ignee of such agency or instrumental-
ity) that the district in which the
building is located is being considered
for designation as a registered historic
district, (B) a legal notice of such con-
sideration published in a newspaper, or
(C) a public meeting held to discuss
such consideration. In order to take ad-
vantage of the special rule of this para-
graph (d)(6), the taxpayer must attach
to the Form 3468 filed for the taxable
year in which the credit is claimed a
statement that the taxpayer in good
faith did not know, or have reason to
know, of an intention to nominate the

area in which the building is located as
a registered historic district.

(7) Notice of certification—(i) In gen-
eral. Except as otherwise provided in
paragraph (d)(7)(ii) of this section, a
taxpayer claiming the credit for reha-
bilitation of a certified historic struc-
ture (within the meaning of section
48(g)(3) and paragraph (d)(1) of this sec-
tion) must attach to the Form 3468
filed with the tax return for the tax-
able year in which the credit is claimed
a copy of the final certification of com-
pleted work by the Secretary of the In-
terior, and for returns filed after Janu-
ary 9, 1989, evidence that the building
is a certified historic structure.

(ii) Late certification. If the final cer-
tification of completed work has not
been issued by the Secretary of the In-
terior at the time the tax return is
filed for a year in which the credit is
claimed, a copy of the first page of the
Historic Preservation Certification Ap-
plication—Part 2—Description of Reha-
bilitation (NPS Form 10–168a), with an
indication that it has been received by
the Department of the Interior or its
designate, together with proof that the
building is a certified historic struc-
ture (or that such status has been re-
quested), must be attached to the Form
3468 filed with the return. A notice
from the Department of the Interior or
the State Historic Preservation Officer,
stating that the nomination or applica-
tion has been received, or a date-
stamped nomination or application
shall be sufficient indication that the
nomination or application has been re-
ceived. The building need not be either
listed in the National Register or be
determined to be of historic signifi-
cance to a registered historic district
at the time the return is filed for the
year in which the credit is claimed.
(See paragraph (d)(1) of this section.)
The taxpayer must submit a copy of
the final certification as an attach-
ment to Form 3468 with the first in-
come tax return filed after the receipt
by the taxpayer of the certification. If
the final certification is denied by the
Department of Interior, the credit will
be disallowed for any taxable year in
which it was claimed. If the taxpayer
fails to receive final certification of
completed work prior to the date that
is 30 months after the date that the
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taxpayer filed the tax return on which
the credit was claimed, the taxpayer
must submit a written statement to
the District Director stating such fact
prior to the last day of the 30th month,
and the taxpayer shall be requested to
consent to an agreement under section
6501(c)(4) extending the period of as-
sessment for any tax relating to the
time for which the credit was claimed.
The procedure permitted by the preced-
ing sentence shall be used whenever
the entire rehabilitation project is not
fully completed by the date that is 30
months after the taxpayer filed the tax
return upon which the credit was
claimed (e.g. a phased rehabilitation)
and the Secretary of the Interior has
thus not yet certified the rehabilita-
tion.

(e) Adjustment to basis—(1) General
rule. Except as otherwise provided by
this paragraph (e), if a credit is allowed
with respect to property attributable
to qualified rehabilitation expenditures
incurred in connection with the reha-
bilitation of a qualified rehabilitated
building, the increase in the basis of
the rehabilitated property that would
otherwise result from the qualified re-
habilitation expenditures must be re-
duced by the amount of the credit al-
lowed. See section 48(q) and the regula-
tions there under for other rules con-
cerning adjustments to basis in the
case of section 38 property.

(2) Special rule for certain property re-
lating to certified historic structures. If a
rehabilitation investment credit is al-
lowed with respect to property that is
placed in service before January 1, 1987,
or property that qualifies for the tran-
sition rules in paragraph (a)(2)(iv) (B)
or (C) of this section, and such prop-
erty is attributable to qualified reha-
bilitation expenditures incurred in con-
nection with the rehabilitation of a
certified historic structure, the in-
crease in the basis of the rehabilitated
property that would otherwise result
from the qualified rehabilitation ex-
penditures must be reduced by one-half
of the amount of the credit allowed.

(3) Recapture of rehabilitation invest-
ment credit. If during any taxable year
there is a recapture amount deter-
mined with respect to any credit that
resulted in a basis adjustment under
paragraph (e) (1) or (2) of this section,

the basis of such building (immediately
before the event resulting in such re-
capture) shall be increased by an
amount equal to such recapture
amount. For purposes of the preceding
sentence, the term ‘’recapture
amount’’ means any increase in tax (or
adjustment in carrybacks or
carryovers) determined under section
47(a)(5).

(f) Coordination with other provisions
of the Code—(1) Credit claimed by lessee
for rehabilitation performed by lessor. A
lessee may take the credit for rehabili-
tation performed by the lessor if the
requirements of this section and sec-
tion 48(d) are satisfied. For purposes of
applying section 48(d), the fair market
value of section 38 property described
in section 48(a)(1)(E) shall be limited to
that portion of the lessor’s basis in the
qualified rehabilitated building that is
attributable to qualified rehabilitation
expenditures. In the case of a portion
of a building that is divided into more
than one leasehold interest, the quali-
fied rehabilitation expenditures attrib-
utable to the common elements shall
be allocated to the individual leasehold
interests in accordance with the prin-
ciples of paragraph (c)(10)(ii) of this
section. Furthermore, a leasehold in-
terest’s share of the common elements
shall not be considered to have been
placed in service prior to the time that
the particular leasehold interest is
placed in service.

(2) When the credit may be claimed—(i)
In general. The investment credit for
qualified rehabilitation expenditures is
generally allowed in the taxable year
in which the property attributable to
the expenditure is placed in service,
provided the building is a qualified re-
habilitated building for the taxable
year. See paragraph (b) of this section
and section 46(c) and § 1.46–3(d). Under
certain circumstances, however, the
credit may be available prior to the
date the property is placed in service.
See section 46(d) and § 1.46–5 (relating
to qualified progress expenditures).
Solely for purposes of section 46(c),
property attributable to qualified reha-
bilitation expenditures will not be
treated as placed in service until the
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building with respect to which the ex-
penditures are made meets the defini-
tion of a qualified rehabilitated build-
ing (as defined in section 48(g)(1) and
paragraph (b) of this section) for the
taxable year. Accordingly, in the first
taxable year for which the building be-
comes a qualified rehabilitated build-
ing, the property described in section
48(a)(1)(E) attributable to expenditures
described in paragraph (c) of this sec-
tion, shall be considered to be placed in
service, if such property was considered
placed in service under section 46(c)
and the regulations thereunder without
regard to this paragraph (f)(2)(i) in that
taxable year or a prior taxable year.
For purposes of the preceding sentence,
the requirement of section
48(g)(1)(A)(iii) and paragraph (b)(3) of
this section, relating to the definition
of a qualified rehabilitated building
shall be deemed to be met if the tax-
payer reasonably expects that no reha-
bilitation work undertaken during the
remainder of the rehabilitation process
will result in a failure to satisfy the re-
quirements of paragraph (b)(3) of this
section. If the requirements of para-
graph (b)(3) of this section, are not sat-
isfied, however, the credit shall be dis-
allowed for the taxable year in which it
was claimed. If a taxpayer fails to com-
plete physical work on the rehabilita-
tion prior to the date that is 30 months
after the date that the taxpayer filed a
tax return on which the credit is
claimed, the taxpayer must submit a
written statement to the District Di-
rector stating such fact prior to the
last day of the 30th month, and shall be
requested to consent to an agreement
under section 6501(c)(4) extending the
period of assessment for any tax relat-
ing to the item for which the credit
was claimed.

(ii) Section 38 property described in sec-
tion 48(a)(1)(E). In the case of section 38
property described in section
48(a)(1)(E), the section 38 property is
not the building. Instead, the section 38
property is the portion of the basis of
the building that is attributable to
qualified rehabilitation expenditures.
Therefore, for example, for purposes of
the determination of when such section
38 property is placed in service, a deter-
mination must be made regarding when
property attributable to the portion of

the basis of the building attributable
to qualified rehabilitation expenditures
is placed in service. The issue of when
the building is placed in service is thus
not relevant. In fact, under this test,
the building itself may never have been
taken out of service during the reha-
bilitation process. If the building is re-
habilitated over several years in stages
(e.g., by floors), section 38 property at-
tributable to qualified rehabilitation
expenditures to a qualified rehabili-
tated building placed in service in each
taxable year shall, generally, be treat-
ed as a separate item of section 38
property.

(iii) Example. The application of this
paragraph (f)(2) may be illustrated by
the following example:

Example. Assume that A, a calendar year
taxpayer, purchases a four-story building on
January 1, 1983, for $100,000, and incurs
$10,000 of qualified rehabilitation expendi-
tures in 1983 to rehabilitate floor one, $50,000
of qualified rehabilitation expenditures in
1984 to rehabilitate floor two, $70,000 of quali-
fied rehabilitation expenditures in 1985 to re-
habilitate floor three, and $60,000 of qualified
rehabilitation expenditures in 1986 to reha-
bilitate floor four. Assume further that A
places the property attributable to these ex-
penditures in service on the last day of the
year in which the respective expenditures
were incurred and that the building is never
taken out of service since as each floor is re-
habilitated, the other three floors are occu-
pied by tenants. Under the rule in this para-
graph (f)(2), the portion of the basis of the
building that is attributable to qualified re-
habilitation expenditures incurred with re-
spect to floor one and two are deemed to be
placed in service in 1985, because that is the
first year that the substantial rehabilitation
test described in paragraph (b) of this section
is met ($120,000 of expenditures incurred by A
during a measuring period ending on Decem-
ber 31, 1985 is greater than the $110,000 basis
at the beginning of the period). Assume that
as of December 31, 1985, at least 75 percent of
the external walls of the building have been
retained during the rehabilitation process
and that A has a reasonable expectation that
no work during the remainder of the reha-
bilitation process will result in less than 75
percent of the external walls being retained.
A may claim a credit for A’s 1985 taxable
year on $130,000 of qualified rehabilitation
expenditures ($10,000 in 1983, $50,000 in 1984,
and $70,000 in 1985). (See paragraph (c)(6) of
this section for rules applicable to when
qualified expenditures may be incurred. In
addition, see section 46 (d) and § 1.46–5 for
rules relating to qualified progress expendi-
tures.) The fact that the building was a
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qualified rehabilitated building for A’s 1985
taxable year, however, has no effect on
whether the building is a qualified rehabili-
tated building for A’s 1986 taxable year. In
order to determine whether A is entitled to
claim a credit on A’s 1986 return for the
$60,000 of qualified rehabilitation expendi-
tures incurred in 1986, A must select a meas-
uring period ending in 1986 and must deter-
mine whether the building is a qualified re-
habilitated building for that year. Solely for
purposes of determining whether the build-
ing was substantially rehabilitated, expendi-
tures incurred in 1984 and 1985, even though
considered in determining whether the build-
ing was substantially rehabilitated for A’s
1985 taxable year, may be used in addition to
the expenditures incurred in 1986 to deter-
mine whether the building was substantially
rehabilitated for A’s 1986 taxable year, pro-
vided the expenditures were incurred during
any measuring period selected by A that
ends in 1986.

(3) Coordination with section 47. If
property described in section 48(a)(1)(E)
is disposed of by the taxpayer, or oth-
erwise ceases to be ‘‘section 38 prop-
erty,’’ section 47 may apply. Property
will cease to be section 38 property,
and therefore section 47 may apply, in
any case in which the Department of
Interior revokes or otherwise invali-
dates a certification of rehabilitation
after the property is placed in service
or a building (other than a certified
historic structure) is moved from the
place where it is rehabilitated after the
property is placed in service. If, for ex-
ample, the taxpayer made modifica-
tions to the building inconsistent with
Department of Interior standards, the
Secretary of the Interior might revoke
the certification. In addition, if all or a
portion of a substantially rehabilitated
building becomes tax-exempt use prop-
erty (see paragraph (c)(7)(vi) of this
section) for the first time within five
years after the credit is claimed, the
credit will be recaptured under section
47 at that time as if the building or
portion of the building which becomes
tax-exempt use property had then been
sold.

[T.D. 8233, 53 FR 39592, Oct. 11, 1988; 53 FR
43866, Oct. 31, 1988]

§ 1.48–12T Tax-exempt entity leasing
(Temporary).

In general. For certain investment
tax credit consequences for property

which is tax-exempt use property under
section 168(j), see § 1.168(j)–1T.

[T.D. 8033, 50 FR 27223, July 2, 1985]

§ 1.50–1 Restoration of credit.
(a) In general. Section 49(a) (relating

to termination of credit) does not
apply to property—

(1) The construction, reconstruction,
or erection of which by the taxpayer—

(i) Is completed after August 15, 1971,
or

(ii) Is begun after March 31, 1971, or
(2) Which is acquired by the tax-

payer—
(i) After August 15, 1971, or
(ii) After March 31, 1971, and before

August 16, 1971, pursuant to an order
which the taxpayer establishes was
placed after March 31, 1971.

(b) Transitional rule. In the case of
property (other than pretermination
property) the construction, reconstruc-
tion, or erection of which by the tax-
payer is begun before April 1, 1971, and
completed after August 15, 1971, there
shall be taken into account as the basis
of new section 38 property in determin-
ing qualified investment only that por-
tion of the basis which is properly at-
tributable to construction, reconstruc-
tion, or erection after August 15, 1971.

(c) Principles to be applied. The prin-
ciples of § 1.48–2 (b) and (c) shall be ap-
plied in determining when property is
acquired and in determining that por-
tion of the basis of property properly
attributable to construction, recon-
struction, or erection after August 15,
1971.

[T.D. 7203, 37 FR 17133, Aug. 25, 1972]

RULES FOR COMPUTING CREDIT FOR
EXPENSES OF WORK INCENTIVE PROGRAMS

§ 1.50A–1 Determination of amount.
(a) In general. Except as otherwise

provided in this section and in § 1.50A–
2, the amount of the work incentive
program (WIN) credit allowed by sec-
tion 40 for the taxable year is equal to
20 percent of the taxpayer’s WIN ex-
penses (as determined under paragraph
(a) of § 1.50B–1). The amount equal to 20
percent of the WIN expenses shall be
referred to in this section and §§ 1.50A–
2 through 1.50B–5 as the ‘‘credit
earned.’’
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