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the regulations thereunder. For treat-
ment of capital gains and losses, see
subchapter P (section 1201 and fol-
lowing), chapter 1 of the Code. For
computation of the tax for a taxable
year during which a change in the tax
rates occurs, see section 21 and the reg-
ulations thereunder.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 7293, 38 FR 32792, Nov. 28,
1973; T.D. 74–13, 41 FR 12639, Mar. 26, 1976]

CHANGES IN RATES DURING A TAXABLE
YEAR

§ 1.21–1 Changes in rate during a tax-
able year.

(a) Section 21 applies to all tax-
payers, including individuals and cor-
porations. It provides a general rule ap-
plicable in any case where (1) any rate
of tax imposed by chapter 1 of the Code
upon the taxpayer is increased or de-
creased, or any such tax is repealed,
and (2) the taxable year includes the ef-
fective date of the change, except
where that date is the first day of the
taxable year. For example, the normal
tax on corporations under section 11(b)
was decreased from 30 percent to 22
percent in the case of a taxable year
beginning after December 31, 1963. Ac-
cordingly, the tax for a taxable year of
a corporation beginning on January 1,
1964, would be computed under section
11(b) at the new rate without regard to
section 21. However, for any taxable
year beginning before January 1, 1964,
and ending on or after that date, the
tax would be computed under section
21. For additional circumstances under
which section 21 is not applicable, see
paragraph (k) of this section.

(b) In any case in which section 21 is
applicable, a tentative tax shall be
computed by applying to the taxable
income for the entire taxable year the
rate for the period within the taxable
year before the effective date of
change, and another tentative tax shall
be computed by applying to the taxable
income for the entire taxable year the
rate for the period within the taxable
year on or after such effective date.
The tax imposed on the taxpayer is the
sum of—

(1) An amount which bears the same
ratio to the tentative tax computed at
the rate applicable to the period within

the taxable year before the effective
date of the change that the number of
days in such period bears to the num-
ber of days in the taxable year, and

(2) An amount which bears the same
ratio to the tentative tax computed at
the rate applicable to the period within
the taxable year on and after the effec-
tive date of the change that the num-
ber of days in such period bears to the
number of days in the taxable year.

(c) If the rate of tax is changed for
taxable years ‘‘beginning after’’ or
‘‘ending after’’ a certain date, the fol-
lowing day is considered the effective
date of the change for purposes of sec-
tion 21. If the rate is changed for tax-
able years ‘‘beginning on or after’’ a
certain date, that date is considered
the effective date of the change for
purposes of section 21. This rule may be
illustrated by the following examples:

Example 1. Assume that the law provides
that a change in a certain rate of tax shall
be effective only with respect to taxable
years beginning after December 31, 1969. The
effective date of change for purposes of sec-
tion 21 is January 1, 1970, and section 21 must
be applied to any taxable year which begins
before and ends on or after January 1, 1970.

Example 2. Assume that the law provides
that a change in a certain rate of tax shall
be applicable only with respect to taxable
years ending after December 31, 1970. For
purposes of section 21, the effective date of
change is January 1, 1971, and section 21
must be applied to any taxable year which
begins before and ends on or after January 1,
1971.

Example 3. Assume that the law provides
that a change in a certain rate of tax shall
be effective only with respect to taxable
years beginning on or after January 1, 1971.
The effective date of change for purposes of
section 21 is January 1, 1971, and section 21
must be applied to any taxable year which
begins before and ends on or after January 1,
1971.

(d) If a tax is repealed, the repeal will
be treated as a change of rate for pur-
poses of section 21, and the rate for the
period after the repeal (for purposes of
computing the tentative tax with re-
spect to that period) will be considered
zero. For example, the Tax Reform Act
of 1969 repealed section 1562, which im-
posed a 6 percent additional tax on con-
trolled corporations electing multiple
surtax exemptions, effective for tax-
able years beginning after December 31,
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1974. For such controlled corporations
having taxable years beginning in 1974
and ending in 1975, the rate for the pe-
riod ending before January 1, 1975,
would be 6 percent; the rate for the pe-
riod beginning after December 31, 1974,
would be zero. However, subject to the
rules stated in this section, section 21
does not apply to the imposition of a
new tax. For example, if a new tax is
imposed for taxable years beginning on
or after July 1, 1972, a computation
under section 21 would not be required
with respect to such new tax in the
case of taxable years beginning before
July 1, 1972, and ending on or after that
date. If the effective date of the impo-
sition of a new tax and the effective
date of a change in rate of such tax fall
in the same taxable year, section 21 is
not applicable in computing the tax-
payer’s liability for such tax for such
year unless the new tax is expressly
imposed upon the taxpayer for a por-
tion of his taxable year prior to the
change in rate.

(e) If a husband and wife have dif-
ferent taxable years because of the
death of either spouse, and if a joint re-
turn is filed with respect to the taxable
year of each, then, for purposes of sec-
tion 21, the joint return shall be treat-
ed as if the taxable years of both
spouses ended on the date of the clos-
ing of the surviving spouse’s taxable
year. See section 6013 (c), relating to
treatment of joint return after death of
either spouse. Accordingly, if a change
in the rate of tax is effective during the
taxable year of the surviving spouse,
the tentative taxes with respect to the
joint return shall be computed on the
basis of the number of days during
which each rate of tax was in effect for
the taxable year of the surviving
spouse.

(f) Section 21 applies whether or not
the taxpayer has a taxable year of less
than 12 months. Moreover, section 21
applies whether or not the taxable in-
come for a taxable year of less than 12
months is required to be placed on an
annual basis under section 443. If the
taxable income is required to be com-
puted under section 443(b) then the ten-
tative taxes under section 21 are com-
puted as provided in paragraph (1) or
(2) of section 443(b) and are reduced as
provided in those paragraphs. The ten-

tative taxes so computed and reduced
are then apportioned as provided in
section 21(a)(2) to determine the tax for
such taxable year as computed under
section 21.

(g) If a taxpayer has made the elec-
tion under section 441(f) (relating to
computation of taxable income on the
basis of an annual accounting period
varying from 52 to 53 weeks), the rules
provided in section 441(f)(2) shall be ap-
plicable for purposes of determining
whether section 21 applies to the tax-
able year of the taxpayer. Where a tax-
payer has made the election under sec-
tion 441(f) and where section 21 applies
to the taxable year of the taxpayer the
computation under section 21(a)(2)
shall be made upon the basis of the ac-
tual number of days in the taxable year
and in each period thereof.

(h)(1) Section 21 is applicable only if
the rate of tax imposed by chapter 1
changes. Sections in which rates of tax
are specified or incorporated by ref-
erence include the following: 1, 2, 3, 11,
511, 531, 541, 821, 831, 871, 881, 1201, and
1348 (for taxable years beginning after
December 31, 1970). Except as provided
in subparagraph (3) of this paragraph,
section 21 is not applicable with re-
spect to changes in the law relating to
deductions from gross income, exclu-
sions from or inclusions in gross in-
come, or other items taken into ac-
count in determining the amount or
character of income subject to tax.
Moreover, section 21 is not applicable
with respect to changes in the law re-
lating to credits against the tax or
with respect to changes in the law re-
lating to limitations on the amount of
tax. Section 21 is applicable, however,
to all those computations specified in
the section providing the rate of tax
which are implicit in determining the
rate. For example, if one of the tax
brackets in the tax tables under sec-
tion 3 were to be changed, section 21
would be applicable to that change.
Thus, if the bracket relating to ‘‘at
least $4,200 but not less than $4,250’’ for
heads of households should be changed
to increase or decrease the last sum
specified, with corresponding changes
being made in subsequent brackets,
section 21 would be applicable. The en-
actment of sections 1561 and 1562 is
considered a change in section 11(d)
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which constitutes a change in rate for
the period ending after December 31,
1963. The amendment of section 1561
and the repeal of section 1562 by the
Tax Reform Act of 1969 is considered a
change in section 11(d) which con-
stitutes a change in rate for the period
ending after December 31, 1974. The re-
peal of the 2 percent additional tax im-
posed under section 1503 on corpora-
tions filing consolidated returns con-
stitutes a change in rate for the period
ending after December 31, 1963. The ad-
dition to the Code of section 1348 (re-
lating to 50 percent maximum rate on
earned income) is a change in rate to
which section 21(a) is applicable. The
amendment of section 11(d) by the Tax
Reduction Act of 1975 which increases
to $50,000 the surtax exemption for a
taxable year ending during 1975 con-
stitutes a change in rate for such por-
tion of the taxable year (if less than
the entire taxable year) as follows De-
cember 31, 1974. Similarly, the return
of the surtax exemption to $25,000 for a
taxable year ending during 1976 con-
stitutes a change in rate for such por-
tion of the taxable year (if less than
the entire taxable year) as follows De-
cember 31, 1975.

(2) Ordinarily, both the old and the
new rates are applied to the same
amount of taxable income. However,
where the rate of tax is itself taken
into account in determining taxable in-
come (for example, the special deduc-
tion for Western Hemisphere trade cor-
porations under section 922), the tax-
able income used in determining the
tentative tax employing the rate before
the effective date of change shall be de-
termined by reference to that rate of
tax, and the taxable income for the
purpose of determining the tentative
tax employing the rate for the period
on and after the effective date of the
change shall be determined by ref-
erence to the new tax rate.

(3) Section 21 is applicable with re-
spect to changes in the law relating to
the standard deduction for individuals
provided in part IV of subchapter B and
to the deduction for personal exemp-
tions for individuals provided in part V
of subchapter B.

(i) If the rate of tax changes more
than once during the taxable year, sec-
tion 21 is applicable to each change in

rate. For example, if the rate of normal
tax changed for taxable years begin-
ning on or after March 1, 1954, and
changed again for taxable years begin-
ning on or after June 1, 1954, section 21
requires computation of 3 tentative
taxes for any taxable year which began
before March 1, 1954, and ended on or
after June 1, 1954: One tentative tax at
the rate in effect before the March 1
change; another tentative tax at the
rate in effect from March 1 to May 31;
and a third tentative tax at the rate in
effect from June 1 to the end of the
taxable year. The proportion of each
such tentative tax taken into account
in determining the tax imposed on the
taxpayer is computed by reference to
the portion of the taxable year before
March 1, 1954, by reference to the por-
tion of the taxable year from March 1,
1954, through May 31, 1954, and by ref-
erence to the portion of the taxable
year from June 1, 1954, to the end of the
taxable year, respectively.

(j)(1) If a change in the rate of one
tax imposed by chapter 1 of the Code
does not affect the amount of other
taxes imposed by chapter 1 of the Code
the other taxes may be determined
without regard to section 21 and sec-
tion 21 will be applied only to the tax
for which a change in rate is made.
However, if the change of rate of one
tax does affect the amount of other
taxes imposed under chapter 1 of the
Code, then the computation of the
taxes under chapter 1 of the Code so af-
fected shall be made by applying sec-
tion 21. For example, if section 1201 ap-
plies to an individual taxpayer for a
taxable year containing the effective
date of a change in a rate of tax pro-
vided in section 1, then under section
21 the taxpayer must compute a ten-
tative tax for each period for which a
different rate of tax is effective under
section 1. The tentative tax for each
such period as computed under section
1201 will reflect the rate of tax provided
by section 1 for such period.

(2) In certain cases chapter 1 of the
Code provides that the particular tax
to be imposed upon the taxpayer shall
be one of several taxes, the basis of se-
lection being the tax that is greater or
lesser. See, for example, sections 821
and 1201. If in any such case the rate of
any one of these taxes changes, then
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the tentative taxes computed as pro-
vided by section 21 for each period shall
be computed employing the tax se-
lected in accordance with the general
rule of selection for such a case, at the
rate of tax in effect for such period.
Thus, if a change in the rate of the al-
ternative tax under section 1201 is such
that the alternative tax under section
1201 is applicable if the old rate is used
and is not applicable if the new rate is
used, one tentative tax will consist of
the alternative tax under section 1201
and the other tentative tax will consist
of the tax imposed by the other appli-
cable sections of chapter 1 of the Code.
The two tentative taxes so computed
are then prorated in accordance with
section 21(a)(2) and the sum of the pro-
portionate amounts is the tax imposed
for the taxable year under chapter 1 of
the Code. See the examples in para-
graph (n) of this section.

(k) Section 21 does not apply in the
following situations:

(1) The provisions of section 21 do not
apply to the imposition of the tax sur-
charge by section 51. The proration
rules of section 51(a) apply in the case
of a taxable year ending on or after the
effective date of the surcharge and be-
ginning before July 1, 1970.

(2) The provisions of section 21 do not
apply to the imposition of the min-
imum tax for tax preferences by sec-
tion 56. The proration rules of section
301(c) of the Tax Reform Act of 1969 (83
Stat. 586) apply in the case of a taxable
year beginning in 1969 and ending in
1970.

(l) In computing the number of days
each rate of tax is in effect during the
taxable year for purposes of section
21(a)(2), the effective date of the
change in rate shall be counted in the
period for which the new rate is in ef-
fect.

(m) Any credits against tax, and any
limitation in any credit against tax,
shall be based upon the tax computed
under section 21. For credits against
tax, see part IV (section 31 and fol-
lowing), subchapter A, chapter 1 of the
Code.

(n) The application of section 21 may
be illustrated by the following exam-
ples: (See also the examples in § 1.1561–
2A(a)(3).)

Example 1. A, a married taxpayer filing a
joint return, reports his income on the basis
of a fiscal year ending June 30. For his fiscal
year ending June 30, 1970, A reports taxable
income (exclusive of capital gains and losses)
of $50,000 and net long-term capital gain (sec-
tion 1201 gain (net capital gain for taxable
years beginning after December 31, 1976)) of
$75,000. The rate of tax on capital gains under
section 1201(b) relating to the alternative tax
has been increased from 25 percent to a max-
imum rate of 291⁄2 percent with respect to
gain in excess of $50,000 and the effective
date of the change in rate is January 1, 1970.
The income tax for the taxable year ended
June 30, 1970, would be computed under sec-
tion 21 as follows:

TENTATIVE TAX

Taxable income ex-
clusive of capital
gains and losses .. $50,000

Long-term capital
gain ....................... 75,000

125,000
Deduct 50% of long-

term capital gain ... 37,500

Taxable in-
come .......... 87,500

Tax under section 1
(1969 and 1970
rates) .................... 37,690

ALTERNATIVE TAX UNDER SECTION 1201(b) (1969 RATES)
Taxable income

($50,000+50% of
$75,000) ............... $87,500

Less 50% of long-
term capital gain ... 37,500

Taxable income ex-
clusive of capital
gains ..................... 50,000

Partial tax (tax on
$50,000) ............... 17,060

Plus 25% of $75,000 18,750

Alternative tax under
section 1201(b) at
1969 rates ............ 35,810
ALTERNATIVE TAX UNDER SECTION 1201(b) (1970 RATES)

STEP I

Taxable income
($50,000 + 50% of
$75,000) ............... $87,500

Deduct 50% of net
section 1201 gain
(net capital gain for
taxable years be-
ginning after De-
cember 31, 1976) 37,500

50,000

Tax on $50,000 (tax-
able income exclu-
sive of capital
gains) .................... .................. $17,060
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STEP II

(a) Net section 1201
gain (net capital
gain for taxable
years beginning
after December 31,
1976) .................... 75,000

(b) Subsection (d)
gain ....................... 50,000

25% of $50,000
(lesser of (a) or
(b)) ........................ .................. 12,500

STEP III

(c) 291⁄2% of $25,000
(excess of (a) over
(b)) ........................ 7,375

(d) Ordinary income $50,000
50% of net section

1201 gain (net
capital gain for tax-
able years begin-
ning after Decem-
ber 31, 1976) ........ 37,500

87,500

Tax on $87,500 ........ $37,690
Ordinary income ....... $50,000
50% of subsection

(d) gain ................. 25,000

75,000

Tax on $75,000 ........ 30,470

Difference ................. 7,220

Lesser of (c) or (d) ... $7,220

Alternative tax (total
of 3 steps) at rates
effective on and
after January 1,
1970 ...................... 36,780

Since the alternative tax is less than
the tax imposed under section 1 for
both the period in 1969 and the period
in 1970, the alternative tax applies for
both periods. Thus, since the effective
date of the change in the rate of tax on
capital gains is January 1, 1970, the old
rate of alternative tax is effective for
184 days of the taxable year and the
new rate of alternative tax is effective
for 181 days of the taxable year. The al-
ternative taxes are apportioned as fol-
lows:
1969—184/365 of $35,810 .................................. $18,052.16
1970—181/365 of $36,780 .................................. 18,238.85

36,291.01
Tax surcharge (See § 1.51–1(d)(1)(i)) ................. 2,729.28

Total tax for the taxable year ......... 39,020.29

Example 2. B, a single individual not a head
of a household, has a taxable year ending
March 31. For the taxable year ending March
31, 1971, B has adjusted gross income of

$18,500. His computation of the tax imposed
is as follows:

1970 TENTATIVE TAX
Adjusted gross income .................. $18,500.00

Less:
Standard deduction ......... $1,000.00
Personal exemption ......... 625.00 1,625.00

Taxable income under 1970 de-
duction provisions ...................... 16,875.00

Tax on $16,875 (1970 rates):
Tax on first $16,000 ............... 4,330.00
42 percent of $875 ................. 367.50

Tentative tax at rates and deduc-
tion provisions effective on or
after January 1, 1970 ................. 4,697.50

1971 TENTATIVE TAX
Adjusted gross income .................. $18,500.00

Less:
Standard deduction ......... $1,500
Personal exemption ......... 650 2,150.00

Taxable income under 1971 de-
duction provisions ...................... 16,350.00

Tax on $16,350 (1971 rates):
Tax on first $16,000 ............... 3,830
34 percent of $350 ................. 119

Tentative tax at rates and deduc-
tion provisions effective on or
after Januray 1, 1971 ................. 3,949.00

The 1970 and 1971 tentative taxes
are apportioned as follows:

1970—275/365 of $4,697.50 .. 3,539.21
1971—90/365 of $3,949.00 .... 973.73

4,512.94
Tax surcharge (see § 1.51–

1(d)(1)(i)) .................................... 56.26

Total tax for the taxable
year ............................................ 4,569.20

Example 3. H and W, husband and wife, have
a foster child, C, who qualifies as a depend-
ent under section 152(b)(2) for the period be-
ginning after December 31, 1969. H and W file
a joint return on the basis of a taxable year
ending August 31. For the taxable year end-
ing August 31, 1970, H and W have adjusted
gross income of $12,500. Their computation of
the tax imposed is as follows:

1969 TENTATIVE TAX
Adjusted gross income .................. $12,500.00

Less:
Standard deduction ......... $1,000.00
Personal exemption (2) ... 1,200.00 2,200.00

Taxable income under 1969 de-
duction provisions ...................... 10,300.00

Taxable income reduced by one-
half .............................................. .................. 5,150.00

Tax on $5,150 (1969 rates):
Tax on first $4,000 ................. $690.00
22 percent of $1,150 .............. 253.00 943.00

Twice the tax on $5,150 ................ $1,886.00

VerDate 23<MAR>99 11:36 Apr 23, 1999 Jkt 183080 PO 00000 Frm 00025 Fmt 8010 Sfmt 8010 Y:\SGML\183080T.XXX pfrm08 PsN: 183080T



30

26 CFR Ch. I (4–1–99 Edition)§ 1.21–1

Tentative tax at rates and deduc-
tion provisions effective on or
after January 1, 1969 ................. 1,886.00

1970 TENTATIVE TAX

Adjusted gross income .................. $12,500.00
Less:

Standard deduction ......... $1,000.00
Personal exemption (3) ... 1,875.00 2,875.00

Taxable income under 1970 de-
duction provisions ...................... $9,625.00

Tax on $9,625 (1970 rates):
Tax on first $8,000 ................. $1,380.00
22 percent of $1,625 .............. 357.50

Tentative tax at rates and deduc-
tion provisions effective on or
after January 1, 1970 ................. 1,737.50

The 1969 and 1970 tentative taxes
are apportioned as follows:

1969—122/365 of $1,886 ....... $630.39
1970—243/365 of $1,737.50 .. 1,156.75

1,787.14
Tax surcharge (see § 1.51–

1(d)(1)(i)) .................................... 104.05

Total tax for the taxable year 1,891.19

Example 4. B, a single individual with one
exemption, reports his income on the basis of
a fiscal year ending June 30. For fiscal year
ending June 30, 1971, B reports adjusted gross
income of $250,000, consisting of earned net
income of $240,000 and investment income of
$10,000. In addition, on April 24, 1971, stock
was transferred to B pursuant to his exercise
of a qualified stock option, and the fair mar-
ket value of such stock at that time exceed-
ed the option price by $175,000. This $175,000
constitutes an item of tax preference de-
scribed in section 57(a)(6). B claims itemized
deductions in the amount of $34,000. By rea-
son of section 1348, the maximum rate of tax
on earned taxable income for a taxable year
beginning after 1970 but before 1972 is 60 per-
cent. The income tax for the taxable year
ending June 30, 1971, would be computed
under section 21 as follows:

1970 TENTATIVE TAX
Adjusted gross income ...... $250,000.00

Less:
Itemized deductions .... $34,000.00
Personal exemption .... 625.00 34,625.00

Taxable income under
1970 deduction provi-
sions ............................... 215,375.00

Tax on $215,375 (1970
rates)

Tax on first $100,000 ......... $55,490.00
70 percent of $115,375 ..... 80,762.50

Tentative tax at rates and
deduction provisions ef-
fective on or after Janu-
ary 1, 1970 ..................... 136,252.50

Minimum tax:
Total tax preference

items ........................... 175,000.00
Less:

Exemption ................... $30,000.00
Income tax .................. 136,252.50 166,252.50

Subject to 10 percent tax .. 8,747.50

10 percent tax .................... 874.75

Total tentative tax
($136,252.50 +
$874.75) .............. 137,127.25

1971 TENTATIVE TAX
Adjusted gross income ...... $250,000.00

Less:
Itemized deductions .... $34,000.00
Personal exemption .... 650.00 34,650.00

Taxable income under
1971 deduction provi-
sions ............................... 215,350.00

(a) Tax on highest amount
of taxable income on
which rate does not ex-
ceed 60 percent
($50,000) (1971 rates) ... 20,190.00

(b) Earned taxable
income:
($215,350×
$240,000/
$250,000) ....................... $206,736.00

Less: Tax
preference offset:
($175,000

¥$30,000) ......................... 145,000.00

61,736.00

(c) 60% of the amount by
which $61,736 exceeds
$50,000 .......................... 7,041.60

(d) Tax on $215,350 (1971
rates)
Tax on first $100,000 ..... 53,090.00
70% of $115,350 ............ 80,745.00

Total ........................ 133,835.00

(e) Tax on $61,736 (1971
rates)
Tax on first $60,000 ....... 26,390.00
64% of $1,736 ................ 1,111.04

Total ........................ 27,501.04

(f) Excess of $133,835 over
$27,501.04 ..................... 106,333.96

Tentative tax (total of Steps
(a), (c), and (f)) at rates
and deduction provisions
effective on or after Jan-
uary 1, 1971 ................... 133,565.56

Minimum tax:
Total tax preference

items ........................... 175,000.00
Less:

Exemption ................... $30,000.00
Income tax .................. 133,565.56 163,565.56

Subject to 10 percent tax $11,434.44
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10 percent tax ................ 1,143.44

Total tentative tax
($133,565.56 +
$1,143.44) ............... 134,709.00

The 1970 and 1971 ten-
tative taxes are appor-
tioned as follows:
1970—184/365 of

$137,127.25 ................ 69,127.16
1971—181/365 of

$134,709 ..................... 66,800.90

Total tax for the tax-
able year ................. 135,928.06

Example 5. The surtax exemption of cor-
poration M (one of 4 subsidiary corporations
of W corporation), which files its income tax
returns on the basis of a fiscal year ending
March 31, 1964, is less than $25,000, by reason
of section 1561 of the Code applicable to tax-
able years ending after December 31, 1963,
and beginning before January 1, 1975. The
taxable income of corporation M is $100,000,
and the amount of the surtax exemption de-
termined under the new rule for the 1964 tax-
able year is $5,000 ($25,000÷5). M’s income tax
liability for the taxable year ending March
31, 1964, is computed as follows:

1963 TENTATIVE TAX

Taxable income ................. $100,000

Normal tax on $100,000
(1963 rates) 30 percent
of $100,000 .................... $30,000

Surtax on $75,000 (1963
rates and $25,000 surtax
exemption) 22 percent of
$75,000 .......................... 16,500

Total tentative tax at
rates and surtax
exemption effec-
tive before Janu-
ary 1, 1964 .......... 46,500

1964 TENTATIVE TAX

Taxable income ................. $100,000

Normal tax on $100,000
(1964 rates) 22 percent
of $100,000 .................... $22,000

Surtax on $95,000 (1964
rates and a $5,000 sur-
tax exemption) 28 per-
cent of $95,000 .............. 26,600

Total tentative tax at
rates and surtax
exemption effec-
tive after January
1, 1964 ................ 48,600

The 1963 and 1964 ten-
tative taxes are appor-
tioned as follows:
1963—275/366 of

$46,500 ....................... 34,938.52
1964—91/366 of $48,600 12,083.61

Total tax for the tax-
able year .............. 47,022.13

M has the same amount of taxable income in 1965. Its in-
come tax liability for the fiscal year ending March 31, 1965,
is computed as follows:

1964 TENTATIVE TAX

Taxable income ................. $100,000

Normal tax on $100,000
(1964 rates) 22 percent
of $100,000 .................... $22,000

Surtax on $95,000 (1964
rates and a $5,000 sur-
tax exemption) 28 per-
cent of $95,000 .............. 26,600

Total tentative tax at
the 1964 rates ..... 48,600

1965 TENTATIVE TAX

Taxable income ................. $100,000

Normal tax on $100,000
(1965 rates) 22 percent
of $100,000 .................... $22,000

Surtax on $95,000 (1965
rates and a $5,000 sur-
tax exemption) 26 per-
cent of $95,000 .............. 24,700

Total tentative tax at
the 1965 rates ..... 46,700

The 1964 and 1965 ten-
tative taxes are appor-
tioned as follows:
1964—275/365 of

$48,600 ....................... $36,616.44
1965—90/365 of $46,700 11,515.07

Total tax for the tax-
able year .............. 48,131.51

Example 6. Assume the same facts as in ex-
ample (5), except that M elected the addi-
tional tax under section 1562 for its fiscal
year ending March 31, 1964. M’s tax liability
is completed as follows:

1963 TENTATIVE TAX

Taxable income ................. $100,000

Normal tax on $100,000
(1963 rates) 30 percent
of $100,000 .................... $30,000

Surtax on $75,000 (1963
rates and $25,000 surtax
exemption) 22 percent of
$75,000 .......................... 16,500

Total tentative tax at
rates and surtax
exemption effec-
tive before Janu-
ary 1, 1964 .......... 46,500

1964 TENTATIVE TAX

Taxable income ................. $100,000

Normal tax on $100,000
(1964 rates) 22 percent
of $100,000 .................... $22,000
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Surtax on $75,000 (1964
rates and $25,000 surtax
exemption) 28 percent of
$75,000 .......................... 21,000

Additional tax on $25,000 6
percent of $25,000 ......... 1,500

Total tentative tax at
rates and surtax
exemption effec-
tive on and after
January 1, 1964 .. 44,500

The 1963 and 1964 ten-
tative taxes are appor-
tioned as follows:
1963—275/366 of

$46,500 ....................... $34,938.52
1964—91/366 of $44,500 11,064.21

Total tax for the tax-
able year .............. 46,002.73

Example 7. Corporation N files its income
tax returns on the basis of a fiscal year end-
ing June 30. For its taxable year ending in
1976, the taxable income of N is $100,000. N’s
income tax liability is determined for the pe-
riod July 1, 1975, through December 31, 1975,
by taking into account two rates of normal
tax under section 11(b)(2) (A) and (B) and the
increase to $50,000 in the surtax exemption
under section 11(d). For the period January
1, 1976, through June 30, 1976, N’s income tax
liability is determined by taking into ac-
count the single normal tax rate under sec-
tion 11(b)(1) and the $25,000 surtax exemption
under section 11(d). N’s tax liability for the
taxable year ending June 30, 1976, is com-
puted as follows:

1975 TENTATIVE TAX

Taxable income ................. $100,000

Normal tax on $100,000
(1975 rates) 20 per-
cent of $25,000 ........... $5,000

22 percent of $75,000 .... 16,500
Surtax on $50,000 (1975

rates and $50,000 sur-
tax exemption) 26 per-
cent of $50,000 ........... 13,000

Total tentative tax at
rates and surtax
exemption effec-
tive on and after
January 1, 1975 .. 34,500

1976 TENTATIVE TAX

Taxable income ................. $100,000

Normal tax on $100,000
(1976 rates) 22 per-
cent of $100,000 ......... $22,000

Surtax on $75,000 (1976
rates and $25,000 sur-
tax exemption) 26 per-
cent of $75,000 ........... 19,500

Total tentative tax at
rates and surtax
exemption effec-
tive on and after
January 1, 1976 .. 41,500

The 1975 and 1976 ten-
tative taxes are appor-
tioned as follows:
1975—184/366 of

$34,500 ....................... $17,344
1976—182/366 of

$41,500 ....................... 20,637

Total tax for the tax-
able year .............. 37,981

(Secs. 1561(a) (83 Stat. 599; 26 U.S.C.
1561(a)) of the Internal Revenue Code)

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 7164,
37 FR 4190, Feb. 29, 1972; T.D. 74–13, 41 FR
12639, Mar. 26, 1976; T.D. 7528, 42 FR 64694,
Dec. 28, 1977; T.D. 7728, 45 FR 72651, Nov. 3,
1980]

§ 1.23–1 Residential energy credit.
(a) General rule. Section 23 or former

section 44C provides a residential en-
ergy credit against the tax imposed by
chapter 1 of the Internal Revenue Code.
The credit is an amount equal to the
individual’s qualified energy conserva-
tion expenditures (set out in paragraph
(b)) plus the individual’s qualified re-
newable energy source expenditures
(set out in paragraph (c)) for the tax-
able year. However, the credit is sub-
ject to the limitations described in
paragraph (d) and the special rules con-
tained in § 1.23–3. The credit is non-
refundable (that is, the credit may not
exceed an individual’s tax liability for
the taxable year). However, any unused
credit may be carried over to suc-
ceeding years to the extent permitted
under paragraph (e). Renters as well as
owners of a dwelling unit may qualify
for the credit. See § 1.23–3(h) for the
rules relating to the allocation of the
credit in the case of joint occupants of
a dwelling unit.

(b) Qualified energy conservation ex-
penditures. In the case of any dwelling
unit, the qualified energy conservation
expenditures are 15 percent of the en-
ergy conservation expenditures made
by the taxpayer with respect to the
dwelling unit during the taxable year,
but not in excess of $2,000 of such ex-
penditures. See § 1.23–2(a) for the defini-
tion of energy conservation expendi-
tures.
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(c) Qualified renewable energy source
expenditures. In the case of taxable
years beginning after December 31,
1979, the qualified renewable energy
source expenditures are 40 percent of
the renewable energy source expendi-
tures made by the taxpayer during the
taxable year (and before January 1,
1986) with respect to the dwelling units
that do not exceed $10,000. In the case
of taxable years beginning before Janu-
ary 1, 1980, the qualified renewable en-
ergy source expenditures are the re-
newable energy source expenditures
made by the taxpayer with respect to
the dwelling unit during the taxable
year, but not in excess of—

(1) 30 percent of the expenditures up
to $2,000, plus

(2) 20 percent of the expenditures
over $2,000, but not more than $10,000.
See § 1.23–2(b) for the definition of re-
newable energy source expenditures.

(d) Limitations—(1) Minimum dollar
amount. No residential energy credit
shall be allowed with respect to any re-
turn (whether joint or separate) for
any taxable year if the amount of the
credit otherwise allowable (determined
without regard to the tax liability lim-
itation imposed by paragraph (d)(3) of
this section) is less than $10.

(2) Prior expenditures taken into ac-
count—(i) In general. For purposes of
determining the credit for expenditures
made during a taxable year, the tax-
payer must reduce the maximum
amount of allowable expenditures with
respect to the dwelling until in com-
puting qualified energy conservation
expenditures (under paragraph (b)) or
qualified renewable energy conserva-
tion expenditures (under paragraph (c))
by prior expenditures which were made
by the taxpayer or by joint occupants
(see § 1.23–3(h)) with respect to the
same dwelling unit, and which were
taken into account in computing the
credit for prior taxable years. In the
case of expenditures made during tax-
able years beginning before January 1,
1980, the reduction of the maximum
amount under paragraph (c) must first
be made with respect to the first $2,000
of expenditures (to which a 30 percent
rate applies) and then with respect to
the next $8,000 of expenditures (to
which a 20 percent rate applies). This
reduction must be made if all or any

part of the credit was allowed in or was
carried over from a prior taxable year.

(ii) Change of principal residence. A
taxpayer is eligible for the maximum
credit for qualifying expenditures made
with respect to a new principal resi-
dence notwithstanding the allowance
of a credit for qualifying expenditures
made with respect to the taxpayer’s
previous principal residence. Further-
more, except in certain cases involving
joint occupancy (see § 1.23–3(h)), a tax-
payer is eligible for the maximum cred-
it notwithstanding the allowance of a
credit to a prior owner of the tax-
payer’s new principal residence.

(iii) Example. The rules with respect
to the reduction for prior expenditures
are illustrated by the following exam-
ple:

Example. In 1978, A has $1,000 of energy con-
servation expenditures and $5,000 of renew-
able energy source expenditures in connec-
tion with A’s principal residence. A’s resi-
dential energy credit for 1978 is $1,350, made
up of $150 of qualified energy conservation
expenditures (15 percent of $1,000) plus $1,200
of qualified renewable energy source expend-
itures (30 percent of the first $2,000 plus 20
percent of the next $3,000). In 1979 A has an
additional $2,000 of energy conservation ex-
penditures and $3,000 of renewable energy
source expenditures in connection with the
same principal residence. A’s residential en-
ergy credit for 1979 is $750, made up of $150 of
qualified energy conservation expenditures
(15 percent of the new maximum $1,000,
which was reduced from $2,000 by $1,000 of en-
ergy conservation expenditures taken into
account in 1978) plus $600 of qualified renew-
able energy source expenditures (20 percent
of $3,000, which reflects the reduction of the
maximum allowable expenditures by the
$5,000 of renewable energy source expendi-
tures taken into account in 1978). The max-
imum residential energy credit allowable to
A with respect to the same principal resi-
dence in subsequent years in which the cred-
it is allowable is $400 (20 percent of the new
maximum of $2,000 for renewable energy
source expenditures and none for energy con-
servation expenditures).

(3) Effects of grants and subsidized en-
ergy financing—(i) In general. Qualified
expenditures financed with Federal,
State, or local grants shall be taken
into account for purposes of computing
the residential energy credit only if the
amount of such grants is taxable as
gross income to the taxpayer under
section 61 (relating to the definition of
gross income) and the regulations
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thereunder. In the case of taxable years
beginning after December 31, 1980,
qualified expenditures made from sub-
sidized energy financing (as defined in
§ 1.23–2(i)) shall not be taken into ac-
count (except as provided in the fol-
lowing sentence) for purposes of com-
puting the residential energy credit. In
addition, the taxpayer must reduce the
maximum amount allowable expendi-
tures (reduced as provided in paragraph
(d)(2) of this section) with respect to
the dwelling unit in computing quali-
fied energy conservation expenditures
(under paragraph (b) of this section) or
qualified renewable energy source ex-
penditures (under paragraph (c) of this
section), whichever is appropriate, by
an amount equal to the sum of—

(A) The amount of expenditures from
subsidized energy financing (as defined
in § 1.23–2(i)) that were made by the
taxpayer during the taxable year or
any prior taxable year beginning after
December 31, 1980, with respect to the
same dwelling unit, and

(B) The amount of any funds received
by the taxpayer during the taxable
year or any prior taxable year begin-
ning after December 31, 1980, as a Fed-
eral, State, or local government grant
made in taxable years beginning after
December 31, 1980, that were used to
make qualified expenditures with re-
spect to the same dwelling unit and
that were not included in the gross in-
come of the taxpayer.

(ii) Example. The provisions of this
paragraph (d)(3) may be illustrated by
the following example:

Example. A had in 1979 made a renewable
energy source expenditure of $2,000 in con-
nection with A’s residence for which he took
the then allowed credit of $600. In 1981 A
made additional renewable energy source ex-
penditures of $9,000 with respect to which he
received a loan of $5,000 from the Federal
Solar-Energy and Energy Conservation
Bank. Assume that the loan is subsidized en-
ergy financing. A computes the credit as fol-
lows: The initial maximum allowable dollar
limit is $10,000 which is reduced by the sum
of the prior year expenditures of $2,000 and
the subsidized energy financing loan of $5,000
leaving a dollar limit of $3,000
($10,000¥($2,000+$5,000)). The $5,000 portion of
the $9,000 funded by the subsidized energy fi-
nancing loan is not allowed as a renewable
energy source expenditure. The remaining
expenditures in 1981 are $4,000 ($9,000¥$5,000).
However, this amount exceeds the allowed

maximum dollar limit of $3,000. Therefore,
A’s creditable expenses for 1981 are only
$3,000 on which the credit is $1,200 (40 percent
of $3,000).

(4) Tax liability limitation—(i) For tax-
able years beginning after December 31,
1983. For taxable years beginning after
December 31, 1983, the credit allowed
by this section shall not exceed the
amount of tax imposed by chapter 1 of
the Internal Revenue Code of 1954 for
the taxable year, reduced by the sum of
credits allowable under—

(A) Section 21 (relating to expenses
for household and dependent care serv-
ices necessary for gainful employ-
ment),

(B) Section 22 (relating to credit for
the elderly and the permanently and
totally disabled), and

(C) Section 24 (relating to contribu-
tions to candidates for public office).

See section 26 (b) and (c) for certain
taxes that are not treated as imposed
by chapter 1.

(ii) For taxable years beginning before
January 1, 1984. For taxable years be-
ginning before January 1, 1984, the
credit allowed by this section shall not
exceed the amount of the tax imposed
by chapter 1 of the Internal Revenue
Code of 1954 for the taxable year, re-
duced by the sum of the credits allow-
able under—

(A) Section 32 (relating to tax with-
held at source on nonresident aliens
and foreign corporations and on tax-
free covenant bonds),

(B) Section 33 (relating to the taxes
of foreign countries and possessions of
the United States),

(C) Section 37 (relating to retirement
income),

(D) Section 38 (relating to invest-
ment in certain depreciable property),

(E) Section 40 (relating to expenses of
work incentive programs),

(F) Section 41 (relating to contribu-
tions to candidates for public office),

(G) Section 42 (relating to the gen-
eral tax credit),

(H) Section 44 (relating to purchase
of new personal residence),

(I) Section 44A (relating to expenses
for household and dependent care serv-
ices), and

(J) Section 44B (relating to employ-
ment of certain new employees).
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(e) Carryforward of unused credit. If
the credit allowable by this section ex-
ceeds the tax liability limitation im-
posed by section 23(b)(5) (or former sec-
tion 44C(b)(5)) and paragraph (d)(4) of
this section, the excess credit shall be
carried forward to the succeeding tax-
able year and added to the credit allow-
able under this section for the suc-
ceeding taxable year. A carryforward
that is not used in the succeeding year
because it exceeds the tax liability lim-
itation shall be carried forward to later
taxable years until used, except that
no excess credit may be carried forward
to any taxable year beginning after De-
cember 31, 1987.

[T.D. 7717, 45 FR 57715, Aug. 29, 1980. Redesig-
nated and amended by T.D. 8146, 52 FR 26669,
July 16, 1987]

§ 1.23–2 Definitions.

For purposes of section 23 or former
section 44C and regulations there-
under—

(a) Energy conservation expenditures—
(1) In general. The term ‘‘energy con-
servation expenditure’’ means an ex-
penditure made on or after April 20,
1977, and before January 1, 1986, by a
taxpayer for insulation or any other
energy-conserving component, or for
labor costs allocable to the original in-
stallation of such insulation or other
component, if all of the following con-
ditions are satisfied:

(i) The insulation (as defined in para-
graph (c)) or other energy-conserving
component (as defined in paragraph
(d)) is installed in or on a dwelling unit
that is used as the taxpayer’s principal
residence when the installation is com-
pleted. See § 1.23–3(e) for the definition
of principal residence.

(ii) The dwelling unit is located in
the United States (as defined in section
7701(a)(9)).

(iii) The construction of the dwelling
unit was substantially completed be-
fore April 20, 1977. See § 1.23–3(f) for the
definition of the terms ‘‘construction’’
and ‘‘substantially completed’’. In the
case of expenditures made with respect
to the enlargement of a dwelling unit,
the construction of the enlargement
must have been substantially com-
pleted before April 20, 1977.

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

Example 1. In 1978, A spent $500 for the pur-
chase and installation of new storm windows
to replace old storm windows, $100 to re-
install old storm windows, and $150 to trans-
fer a A’s house insulation which had been in-
stalled in A’s garage. Only the $500 spent for
new storm windows qualifies as an energy
conservation expenditure. The $100 spent to
reinstall storm windows and the $150 spent to
transfer insulation to A’s house do not qual-
ify since the only installation costs that
qualify are those for the original installation
of energy conservation property the original
use of which commences with the taxpayer.

Example 2. In June 1977, B purchased for B’s
principal residence a new house that was
substantially completed before April 20, 1977.
Pursuant to B’s request the builder installed
storm windows on May 1, 1977, the cost of
this option being included in the purchase
price of the house. The portion of the pur-
chase price of the residence allocable to the
storm windows constitutes an energy con-
servation expenditure. However, no other
part of the purchase price may be allocated
to energy conservation property (insulation
and other energy conserving components) in-
stalled before April 20, 1977. To qualify as an
energy conservation expenditure, an expend-
iture must be made (i.e., installation of the
energy conservation property must be com-
pleted) on or after April 20, 1977.

(b) Renewable energy source expendi-
tures. The term ‘‘renewable energy
source expenditures’’ means an expend-
iture made on or after April 20, 1977,
and before January 1, 1986, by a tax-
payer for renewable energy source
property (as defined in paragraph (e)),
or for labor costs properly allocable to
the on-site preparation, assembly, or
original installation such property, if
both of the following conditions are
satisfied:

(1) The renewable energy source prop-
erty is installed in connection with a
dwelling unit that is used as the tax-
payer’s principal residence when the
installation is completed. See § 1.23–
3(e).

(2) The dwelling unit is located in the
United States (as defined in section
7701(a)(9)).
Additionally, the term ‘‘renewable en-
ergy source expenditures’’ includes ex-
penditures made after December 31,
1979, and before January 1, 1986, for an
onsite well drilled for any geothermal
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deposit (as defined in paragraph (h)), or
for labor costs properly allocable to on-
site preparation, assembly, or original
installation of such well, but only if
the requirements of paragraphs (b) (1)
and (2) of this section are met and the
taxpayer has not elected under section
263(c) to deduct any portion of such ex-
penditures or allocable labor costs.

Eligibility as a renewable energy
source expenditure does not depend on
the date of construction of the dwelling
unit. Thus, such an expenditure may be
made in connection with either a new
or an existing dwelling unit. Renewable
energy source expenditures need only
be made in connection with a dwelling,
rather than in or on a dwelling unit.
For example, a solar collector that oth-
erwise constitutes renewable energy
source property is not ineligible mere-
ly because it is installed separately
from the dwelling unit. The term ‘‘re-
newable energy source expenditure’’
does not include any expenditure allo-
cable to a swimming pool even when
used as an energy storage medium or
to any other energy storage medium
whose primary function is other than
the storage of energy. It also does not
include the cost of maintenance of an
installed system or the cost of leasing
renewable energy source property.

(c) Insulation. The term ‘‘insulation’’
means any item that satisfies all of the
following conditions:

(1) The item is specifically and pri-
marily designed to reduce, when in-
stalled in or on a dwelling or on a
water heater, the heat loss or gain of
such dwelling or water heater. To qual-
ify as insulation the item must be in-
stalled between a conditioned area and
a nonconditioned area (except when in-
stalled on a water heater, water pipe,
or heating/cooling duct). Thus for ex-
ample, awnings do not qualify as insu-
lation. For purposes of this section the
term ‘‘conditioned area’’ means an area
that has been heated or cooled by con-
ventional or renewable energy source
means. Insulation includes materials
made of fiberglass, rock wool, cel-
lulose, urea based foam, urethane,
vermiculite, perlite, polystyrene, and
extruded polystyrene foam.

(2) The original use of the item be-
gins with the taxpayer.

(3) The item can reasonably be ex-
pected to remain in operation at least
3 years.

(4) The item meets the applicable
performance and quality standards pre-
scribed in § 1.23–4 (if any) that are in ef-
fect at the time the taxpayer acquires
the item. The term ‘‘insulation’’ shall
not include items whose primary pur-
pose is not insulation (e.g., whose func-
tion is primarily structural, decora-
tive, or safety-related). For example,
carpeting, drapes (including linings),
shades, wood paneling, fireplace
screens (including those made of glass),
new or replacement walls (except for
qualifying insulation therein) and exte-
rior siding do not qualify although
they may have been designed in part to
have an insulating effect.

(d) Other energy-conserving compo-
nents. The term ‘‘other energy-con-
serving component’’ means any item
(other than insulation) that satisfies
all of the following conditions:

(1) The original use of the item be-
gins with the taxpayer.

(2) The item can reasonably be ex-
pected to remain in operation for at
least 3 years.

(3) The item meets the applicable
performance and quality standards pre-
scribed in § 1.23–4 (if any) that are in ef-
fect at the time of the taxpayer’s ac-
quisition of the item.

(4) The item is one of the following
items:

(i) A furnace replacement burner. The
term ‘‘furnace replacement burner’’
means a device (for oil and gas-fired
furnaces or boilers) that is designed to
achieve a reduction in the amount of
fuel consumed as a result of increased
combustion efficiency. The burner
must replace an existing burner. It
does not qualify if it is acquired as a
component of, or for use in, a new fur-
nace or boiler.

(ii) A device for modifying flue open-
ings. The term ‘‘device for modifying
flue openings’’ means an automatically
operated damper that—

(A) Is designed for installation in the
flue, between the barometric damper or
draft hood and the chimney, of a fur-
nace; and

(B) Conserves energy by substan-
tially reducing the flow of conditioned
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air through the chimney when the fur-
nace is not in operation. Conditioned
air is air that has been heated or
cooled by conventional or renewable
energy source means.

(iii) A furnace ignition system. The
term ‘‘furnace ignition system’’ means
an electrical or mechanical device, de-
signed for installation in a gas-fired
furnace or boiler that automatically
ignites the gas burner. In order to qual-
ify, the device must replace a gas pilot
light. Furthermore, it does not qualify
if it is acquired as a component of, or
for use in, a new furnace or boiler.

(iv) A storm or thermal window or door.
The terms ‘‘storm or thermal window’’
and ‘‘storm or thermal door’’ mean the
following:

(A)(1) A window placed outside or in-
side an ordinary or prime window, cre-
ating an insulating air space.

(2) A window with enhanced resist-
ance to heat flow through the glazed
area by multi-glazing.

(3) A window that consists of glass or
other glazing materials that have ex-
ceptional heat-absorbing or heat-re-
flecting properties. For purposes of this
subdivision (iv), the term ‘‘glazing ma-
terial’’ does not include films and coat-
ings applied on the surface of a win-
dow.

(B)(1) A second door, installed out-
side or inside a prime exterior door,
creating an insulating air space.

(2) A door with enhanced resistance
to heat flow through the glazed area by
multi-glazing.

(3) A prime exterior door that has an
R-value (a measurement of the ability
of insulation to resist the flow of heat)
of at least 2 throughout.

For purposes of this subdivision,
‘‘multi-glazing’’ is an arrangement in
which two or more sheets of glazing
material are affixed in a window or
door frame to create one or more insu-
lating air spaces. Multi-glazing can be
achieved by installing a preassembled,
sealed insulating glass unit or by
affixing one or more additional sheets
of glazing onto an existing window (or
sash) or door. For purposes of this sub-
division, a storm or thermal window or
door does not include any film applied
on or over the surface of a window or
door.

(v) Automatic energy-saving setback
thermostat. The term ‘‘automatic en-
ergy-saving setback thermostat’’
means a device that is designed to re-
duce energy consumption by regulating
the demand on the heating or cooling
system in which it is installed, and
uses—

(A) A temperature control device for
interior spaces incorporating more
than one temperature control level,
and

(B) A clock or other automatic mech-
anism for switching from one control
level to another.

(vi) Caulking and weatherstripping.
The term ‘‘caulking’’ means pliable
materials used to fill small gaps at
fixed joints on buildings to reduce the
passage of air and moisture. Caulking
includes, but is not limited to, mate-
rials commonly known as ‘‘sealants’’,
‘‘putty’’, and ‘‘glazing compounds’’.
The term ‘‘weatherstripping’’ means
narrow strips of material placed over
or in movable joints of windows and
doors to reduce the passage of air and
moisture.

(vii) Energy usage display meter. The
term ‘‘energy usage display meter’’
means a device the sole purpose of
which is to display the cost (in money)
of energy usage in the dwelling. It may
show cost information for electricity
usage, gas usage, oil usage, or any com-
bination thereof. The device may meas-
ure energy usage of the whole dwelling,
or individual appliances or systems on
an instantaneous or cumulative basis.

(viii) Components specified by the Sec-
retary. The Secretary (or his delegate)
may, in his discretion, after consulta-
tion with the Secretary of Energy and
the Secretary of Housing and Urban
Development (or their delegates), and
any other appropriate Federal officers,
specify by regulation other energy-con-
serving components for addition to the
list of qualified items. See § 1.23–6 for
the procedures and criteria to be used
in determining whether an item will be
considered for addition to the list of
qualified items by the Secretary.

The term ‘‘other energy-conserving
component’’ is limited to items in a
category specifically listed in section
44(c)(4)(A) (i) through (vii) or added by
the Secretary.

VerDate 23<MAR>99 11:36 Apr 23, 1999 Jkt 183080 PO 00000 Frm 00033 Fmt 8010 Sfmt 8010 Y:\SGML\183080T.XXX pfrm08 PsN: 183080T



38

26 CFR Ch. I (4–1–99 Edition)§ 1.23–2

(e) Renewable energy source property—
(1) In general. The term ‘‘renewable en-
ergy source property’’ includes any
solar energy property, wind energy
property, geothermal energy property,
or property referred to in subparagraph
(2), which meets the following condi-
tions:

(i) The original use of the property
begins with the taxpayer.

(ii) The property can reasonably be
expected to remain in operation for at
least 5 years.

(iii) The property meets the applica-
ble performance and quality standards
prescribed in § 1.23–4 (if any) that are in
effect at the time of the taxpayer’s ac-
quisition of the property.
Renewable energy source property does
not include heating or cooling systems,
nor systems to provide hot water or
electricity, which serve to supplement
renewable energy source equipment in
heating, cooling, or providing hot
water or electricity to a dwelling unit,
and which employ a form of energy
(such as oil or gas) other than solar,
wind, or geothermal energy (or other
forms of renewable energy provided in
paragraph (e)(2) of this section. Thus,
heat pumps or oil or gas furnaces, used
in connection with renewable energy
source property, are not eligible for the
credit. In order to be eligible for the
credit for renewable energy source
property, the property (as well as labor
costs properly allocable to onsite prep-
aration, assembly or installation of
equipment) must be clearly identifi-
able. See § 1.23–3(l) for recordkeeping
rules.

(2) Renewable energy source specified
by the Secretary. In addition to solar,
wind, and geothermal energy property,
renewable energy source property in-
cludes property that transmits or uses
another renewable energy source that
the Secretary (or his delegate) specifies
by regulations, after consultation with
the Secretary of Energy and the Sec-
retary of Housing and Urban Develop-
ment (or their delegates), and any
other appropriate Federal officers, to
be of a kind that is appropriate for the
purpose of heating or cooling the dwell-
ing or providing hot water or (in the
case of expenditures made after Decem-
ber 31, 1979) electricity for use within
the dwelling. For purposes of this sec-

tion, references to the transmission or
use of energy include its collection and
storage. See § 1.23–6 for the procedures
and criteria to be used in determining
when another energy source will be
considered for addition to the list of
qualified renewable energy sources.

(f) Solar energy property—(1) In gen-
eral. The term ‘‘solar energy property’’
means equipment and materials of a
solar energy system as defined in this
paragraph (and parts solely related to
the functioning of such equipment)
which, when installed in connection
with a dwelling, transmits or uses solar
energy to heat or cool the dwelling or
to provide hot water or (in the case of
expenditures made after December 31,
1979) electricity for use within the
dwelling. For this purpose, solar en-
ergy is energy derived directly from
sunlight (solar radiation). Property
which uses, as an energy source, fuel or
energy which is indirectly derived from
sunlight (solar radiation), such as fos-
sil fuel or wood or heat in underground
water, is not considered solar energy
property. Materials and components of
‘‘passive solar systems’’ as well as ‘‘ac-
tive solar systems’’, or a combination
of both types of systems may qualify as
solar energy property.

(2) Active solar system. An active solar
system is based on the use of mechani-
cally forced energy transfer, such as
the use of fans or pumps to circulate
solar generated energy, or thermal en-
ergy transfer, such as systems utilizing
thermal siphon principles. Generally,
this is accomplished 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), thermo-
stats (to activate pumps or fans which
circulate the hot liquids or air), and
heat exchangers (to utilize hot liquids
or air to heat air or water).

(3) Passive solar system. A passive
solar system is based on the use of con-
ductive, convective, or radiant energy
transfer. In order to qualify as a pas-
sive solar system, a solar system used
for heating purposes must contain all
of the following: a solar collection
area, an absorber, a storage mass, a
heat distribution method, and heat reg-
ulation devices. The term ‘‘solar col-
lection area’’ means an expanse of
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transparent or translucent material,
such as glass which is positioned in
such a manner that the rays of the sun
directly strike an absorber. The term
‘‘absorber’’ means a surface, such as a
floor, that is exposed to the rays of the
sun admitted through the solar collec-
tion area, which converts solar radi-
ation into heat, and then transfers the
heat to a storage mass. The term
‘‘storage mass’’ means material, such
as masonry, that receives and holds
heat from the absorber and later re-
leases the heat to the interior of the
dwelling. The storage mass must be of
sufficient volume, depth, and thermal
energy capacity to store and deliver
adequate amounts of solar heat for the
relative size of the dwelling. In addi-
tion, the storage mass must be located
so that it is capable of distributing the
stored heat directly to the habitable
areas of the dwelling through a heat
distribution method. The term ‘‘heat
distribution method’’ means the re-
lease of radiant heating from the stor-
age mass within the habitable areas of
the dwelling, or convective heating
from the storage mass through airflow
paths provided by openings or by ducts
in the storage mass, to habitable areas
of the dwelling. The term ‘‘heat regula-
tions devices’’ means shading or vent-
ing mechanisms (such as awnings or in-
sulated drapes) to control the amount
of solar heat admitted through the
solar collection areas and nighttime
insulation or its equivalent to control
the amount of heat permitted to escape
from the interior of the dwelling.

(4) Components with dual function. To
the extent that a passive or active
solar system utilizes portions of the
structure of a residence, only the mate-
rials and components whose sole pur-
pose is to transmit or use solar radi-
ation (and labor costs associated with
installing such materials and compo-
nents) are included within the term
‘‘solar energy property’’. Accordingly,
materials and components that serve a
dual purpose, e.g., they have a signifi-
cant structural function or are struc-
tural components of the dwelling (and
labor costs associated with installing
such materials and components) are
not included within the term ‘‘solar en-
ergy property’’. For example, roof
ponds that form part of a roof (includ-

ing additional structural components
to support the roof), windows (includ-
ing clerestories and skylights), and
greenhouses do not qualify as solar en-
ergy property. However, with respect
to expenditures made after December
31, 1979, a solar collector panel in-
stalled as a roof or portion thereof (in-
cluding additional structural compo-
nents to support the roof attributable
to the collector) does not fail to qualify
as solar energy property solely because
it constitutes a structural component
of the dwelling on which it is installed.
For this purpose, the term ‘‘solar col-
lector panel’’ does not include a sky-
light or other type of window. In the
case of a trombe wall (a south facing
wall composed of a mass wall and exte-
rior glazing), the mass wall (and labor
costs associated with installing the
mass wall) will not qualify. However,
the exterior (non-window) glazing will
qualify. Any shading, venting and heat
distribution mechanisms or storage
systems that do not have a dual func-
tion will also qualify.

(g) Wind energy property. The term
‘‘wind energy property’’ means equip-
ment (and parts solely related to the
functioning of such equipment) which,
when installed in connection with a
dwelling, transmits or uses wind en-
ergy to produce energy in a useful form
for personal residential purposes. Ex-
amples of equipment using wind energy
to produce energy in a useful form are
windmills, wind-driven generators,
power conditioning and storage devices
that use wind to generate electricity or
mechanical forms of energy. Devices
that use wind merely to ventilate do
not qualify as wind energy property.

(h) Geothermal energy property. The
term ‘‘geothermal energy property’’
means equipment (and parts solely re-
lated to the functioning of such equip-
ment) necessary to transmit or use en-
ergy from a geothermal deposit to heat
or cool a dwelling or provide hot water
for use within the dwelling. With re-
spect to expenditures made after De-
cember 31, 1979, the term ‘‘geothermal
energy property’’ also means equip-
ment (and parts solely related to the
functioning of such equipment) nec-
essary to transmit or use energy from
a geothermal deposit to produce elec-
tricity for use within the dwelling.
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Equipment such as a pipe that serves
both a geothermal function (by trans-
mitting hot geothermal water within a
dwelling) and a non-geothermal func-
tion (by transmitting hot water from a
water heater within a dwelling) does
not qualify as geothermal property. A
geothermal deposit is a geothermal
reservoir consisting of natural heat
which is from an underground source
and is stored in rocks or in an aqueous
liquid or vapor (whether or not under
pressure), having a temperature ex-
ceeding 50 degrees Celsius as measured
at the wellhead or, in the case of a nat-
ural hot spring (where no well is
drilled), at the intake to the distribu-
tion system.

(i) Subsidized energy financing—(1) In
general. The term ‘‘subsidized energy fi-
nancing’’ means financing (e.g., a loan)
made directly or indirectly (such as in
association with, or through the facili-
ties of, a bank or other lender) during
a taxable year beginning after Decem-
ber 31, 1980, under a Federal, State, or
local program, a principal purpose of
which is to provide subsidized financ-
ing for projects designed to conserve or
produce energy. For purposes of this
paragraph (i), financing is made when
funds that constitute subsidized energy
financing are disbursed. Subsidized en-
ergy financing includes financing under
a Federal, State, or local program hav-
ing two or more principal purposes
(provided that at least one of the prin-
cipal purposes is to provide subsidized
financing for projects designed to con-
serve or produce energy), but only to
the extent that the financing—

(i) Is to be used for energy production
or conservation purposes, or

(ii) Is provided out of funds des-
ignated specifically for energy produc-
tion or conservation.
Loan proceeds meet the use test of
paragraph (i)(l)(i) of this section only
to the extent that the loan application,
the loan instrument, or any other loan-
related documents indicate that the
funds are intended for such use. How-
ever, loan proceeds designated for the
purchase either of property that con-
tains ‘‘insulation’’ or any ‘‘other en-
ergy-conserving component’’ or of ‘‘re-
newable energy source property’’ as de-
fined in paragraphs (c), (d), and (e), re-
spectively, of this section meet the test

of paragraph (i)(l)(i) of this section. Fi-
nancing is subsidized if the interest
rate or other terms of the financing
(including any special tax treatment)
provided to the taxpayer in connection
with the program or used to raise funds
for the program are more favorable
than the terms generally available
commercially. In addition, financing is
subsidized if the principal obligation of
the financing provided to the taxpayer
is reduced by funds provided under the
program. The source from which the
funds for the program are derived is
not a factor to be taken into account
in determining whether the financing
is subsidized. If a public utility dis-
burses funds for the financing of energy
conservation or renewable energy
source property under a program that
obtains the funds through sales to the
utility’s ratepayers, the program is not
considered to be a Federal, State or
local program even though the utility
is a governmental agency, and, thus,
the funds are not subsidized energy fi-
nancing. Subsidized energy financing
does not include a grant includible in
gross income under section 61, non-
taxable grants, a credit against State
or local taxes made directly to the tax-
payer claiming the credit provided for
in section 23, or a loan guarantee made
directly to the taxpayer claiming the
credit provided for in section 23.

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

Example 1. State A has a farm and home
loan program. The program is used to pro-
vide low interest mortgage loans. In 1984
State A’s legislature enacted statutory
amendments to its farm and home loan pro-
gram in an effort to encourage energy con-
servation-type measures. Low interest loans
for such improvements were made available
to qualified purchasers and owners under the
farm and home loan program. The energy
conservation measures subsidized by the pro-
gram include energy conserving components
and renewable energy source devices. State
A’s tax exempt bonds are the source of funds
for loans under the program. Although the
1984 legislation authorizing loans for energy
conserving components and renewable en-
ergy source improvements did not diminish
the original purpose of the farm and home
loan program, the 1984 legislation added an-
other principal purpose to the program.
Therefore, State A’s program which has two
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principal purposes, one of which is the con-
servation or production of energy, is consid-
ered as providing subsidized energy financing
for purposes of section 23 (c)(10) of the Code,
to the extent that financing is provided by
State A out of funds designated specifically
for energy production or conservation. State
A’s program will also be considered as pro-
viding subsidized energy financing to the ex-
tent that the loan proceeds are to be used for
energy production or conservation purposes.
Loan proceeds meet the use test of the pre-
ceding sentence only to the extent that loan
application, the loan instruments, or any
other loan-related documents indicate that
the funds are intended for such use.

Example 2. The United States Department
of Energy disburses funds to State B that the
Department received from settlements from
alleged petroleum pricing and allocation vio-
lations. State B establishes a program under
which B will use the funds to make loans at
below market interest rates directly to
qualified applicants for the purchase of re-
newable energy source property. B’s loans
are subsidized energy financing.

Example 3. State C establishes a program
under which C will make loans at below mar-
ket interest rates directly to qualified appli-
cants for the purchases of renewable energy
source property. The program is funded with
money that State C was able to borrow after
it obtained a loan guarantee from a Federal
agency. C’s loans provided under the pro-
gram are subsidized energy financing.

Example 4. Company D is an electric utility
that is a Federal agency. D purchases its
electricity from another federal agency,
transmits the electricity over its own dis-
tribution system, and sells the electricity to
numerous local public utilities that in turn
sell the electricity to their customers. D
wishes to start a program under which D will
make loans at below market interest rates
directly to customers of the local utilities
for the purchase of renewable energy source
property from D. The local public utility will
act as the collection agent for repayment of
the loans. The loans will be repayable over a
period of time not in excess of 15 years.
Under law, D must cover its full costs
through its own revenues derived from the
sale of power and other services. While D
may borrow by sale of bonds to the United
States Treasury, D must borrow at rates
comparable to the rates prevailing in the
market for similar bonds. Thus, the sub-
sidized loans made under D’s program will be
financed by the profits from the sale of elec-
tricity to consumers and not by the federal
government. D’s program, which is substan-
tially the same as that carried out by pri-
vate (investor-owned) utilities, is not consid-
ered to be a Federal, State or local govern-

mental program. Therefore, D’s loans are not
subsidized energy financing.

Example 5. The Solar Energy and Energy
Conservation Bank (Bank) disburses funds to
State E. E disburses a portion of the funds to
Financial Institution F. Both the Bank and
State E make these disbursements under a
program the principal purpose of which is to
provide subsidized financing for projects de-
signed to conserve or produce energy. F uses
the funds to reduce a portion of the principal
obligation on loans it issues to finance en-
ergy conservation or solar energy expendi-
tures. Taxpayer G borrows $3,000 from F in
order to purchase a solar water heating sys-
tem. F uses $500 of the funds it received from
the Bank to reduce the principal obligation
of the loan to G to $2,500. The amount of sub-
sidized energy financing to G is $3,000.

Example 6. State H allows a tax credit to
Financial Institution J under a program the
principal purpose of which is to provide loans
at below market interest rates directly to
qualified applicants for the purchase of re-
newable energy source property. J receives a
credit each year in the amount of the excess
of the interest that would have been paid at
private market rates over the actual interest
paid on such loans. The State H tax credit
arrangement is an interest subsidy. Thus,
any low-interest loans made pursuant to this
credit arrangement are subsidized energy fi-
nancing.

[T.D. 7717, 45 FR 57716, Aug. 29, 1980. Redesig-
nated and amended by T.D. 8146, 52 FR 26670,
July 16, 1987]

§ 1.23–3 Special rules.
(a) When expenditures are treated as

made—(1) Timeliness of an expenditure
for the energy credit. In general, for the
purpose of determining whether an ex-
penditure qualifies as being timely for
the residential energy credit under sec-
tion 23 or former section 44C (i.e., is
made after April 19, 1977, and before
January 1, 1986), the expenditure is
treated as made when original installa-
tion of the item is completed. Thus,
solely for that purpose, the time of
payment or accrual is irrelevant.

(2) Special rule for renewable energy
source expenditures in the case of con-
struction or reconstruction of a dwelling.
In the case of renewable energy source
expenditures in connection with the
construction or reconstruction of a
dwelling that becomes the taxpayer’s
new principal residence, the expendi-
tures are to be treated as made (for the
purpose of determining the timeliness
of an expenditure for the residential

VerDate 23<MAR>99 11:36 Apr 23, 1999 Jkt 183080 PO 00000 Frm 00037 Fmt 8010 Sfmt 8010 Y:\SGML\183080T.XXX pfrm08 PsN: 183080T



42

26 CFR Ch. I (4–1–99 Edition)§ 1.23–3

energy credit) when the taxpayer com-
mences use of the dwelling as his or her
principal residence following its con-
struction or reconstruction. The term
‘‘reconstruction’’ means the replace-
ment of most of a dwelling’s major
structural components such as floors,
walls, and ceiling. When a taxpayer re-
occupies a reconstructed dwelling that
was the taxpayer’s principal residence
prior to reconstruction, a renewable
energy source expenditure is consid-
ered made when the original installa-
tion of the renewable energy source
property is completed.

(3) Taxable year in which credit is al-
lowable. For the purpose of determining
the taxable year in which the credit for
an expenditure is allowable (once it has
qualified as timely under subparagraph
(1) or (2)), an expenditure is treated as
made on the later of (i) the date on
which it qualifies as timely; or (ii) the
date on which it is paid or incurred by
the taxpayer.

(b) Expenditures in 1977. No credit
under section 23 or former section 44C
shall be allowed for any taxable year
beginning before 1978. However, the
amount of any credit under section 23
or former section 44C for the taxpayer’s
first taxable year beginning after De-
cember 31, 1977, shall take into account
qualified energy conservation expendi-
tures and qualified renewable energy
source expenditures made during the
period beginning April 20, 1977, and
ending on the last day of such first tax-
able year.

(c) Cross reference. For rules relating
to expenditures financed with Federal,
State, or local government grants or
subsidized financing see paragraph
(d)(3) of § 1.23–1 and paragraph (i) of
§ 1.23–2.

(d) Expenditures qualifying both as en-
ergy conservation expenditures and re-
newable source expenditures. In the case
of an expenditure which meets both the
definition of an energy conservation
expenditure (as defined in § 1.23–2(a))
and a renewable energy source expendi-
ture (as defined in § 1.23–2(b)), the tax-
payer may claim either a credit under
§ 1.23–1(b) (relating to qualified energy
conservation expenditures) or § 1.23–1(c)
(relating to qualified renewable energy
source expenditures) but may not

claim both credits with respect to the
same expenditure.

(e) Principal residence. For purposes of
section 23 or former section 44C the de-
termination of whether a dwelling unit
is the taxpayer’s principal residence
shall be made under principles similar
to those applicable to section 1034 and
the regulations thereunder (relating to
sale or exchange of a principal resi-
dence) except that ownership of the
dwelling unit is not required. In mak-
ing this determination, the period for
which a dwelling is treated as a tax-
payer’s principal residence includes the
30-day period ending on the first day on
which the dwelling unit would (but for
this sentence) be treated as being used
as the taxpayer’s principal residence
under principles similar to those appli-
cable to section 1034. Thus, installation
that are completed within that 30-day
period may be eligible for the credit al-
though, in the absence of the 30-day
rule, the date of habitation of the
dwelling unit by the taxpayer would
mark the beginning of the taxpayer’s
use of the unit as a principal residence.

(f) Construction substantially com-
pleted. Construction of a dwelling unit
is substantially completed when con-
struction has progressed to the point
where the unit could be put to use as a
personal residence, even though com-
paratively minor items remain to be
finished or performed in order to con-
form to the plans or specifications of
the completed building. For this pur-
pose, construction includes reconstruc-
tion as defined in paragraph (a)(2). This
rule may be illustrated by the fol-
lowing example:

Example. On January 1, 1979, A purchases a
dwelling that is to become A’s principal resi-
dence. The dwelling unit was originally con-
structed in 1950. A spends $50,000 to recon-
struct the dwelling by replacing most of the
dwelling’s major structural components such
as floors, walls, and ceilings. Included in the
cost is $3,000 attributable to energy-con-
serving components. Reconstruction is sub-
stantially completed on April 1, 1979, and A
moves into the reconstructed residence on
May 1, 1979. Since construction includes re-
construction, A’s reconstructed residence is
not considered substantially completed be-
fore April 20, 1977. Thus, amounts spent with
respect to A’s reconstructed residence for en-
ergy-conserving components do not qualify
as energy conservation expenditures.
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(g) Residential use of property. To be
eligible for the residential energy cred-
it, expenditures must be made for per-
sonal residential purposes. If at least 80
percent of the use of a component or
item of property is for personal resi-
dential purposes, the entire amount of
the energy conservation expenditure or
the renewable energy source expendi-
ture is taken into account in com-
puting the credit under this section. If
less than 80 percent of the use of a
component or item of property is for
personal residential purposes, the
amount of an expenditure taken into
account is the amount that bears the
same ratio to the amount of the ex-
penditure as the amount of personal
residential use of the component or
item bears to its total use. For pur-
poses of this paragraph, use of a com-
ponent or an item of property with re-
spect to a swimming pool is not a use
for a personal residential purpose. The
rules with respect to residential use of
property are illustrated by the fol-
lowing examples:

Example 1. In 1978 A makes an expenditure
of $3,000 for the installation of storm win-
dows of which 50 percent is on the portion of
A’s dwelling used as the principal family res-
idence and 50 percent is on the portion of the
dwelling used as an office. A has made no
other energy conservation expenditures for
the residence. The allowable energy con-
servation expenditure is $1,500 (50 percent of
$3,000), the portion attributable to residen-
tial use. Therefore, the residential energy
credit is $225 (the qualified conservation ex-
penditure of 15 percent of $1.500).

Example 2. During 1979, B makes $10,000 of
renewable energy source expenditures on
solar energy property for B’s principal resi-
dence. Approximately 60 percent of the use of
the solar energy property will be for heating
B’s swimming pool; the other 40 percent will
be for heating the dwelling unit. B had not
previously made renewable energy source ex-
penditures with respect to the residence.
Since use for a swimming pool is not consid-
ered a residential use, less than 80 percent of
the use of B’s solar energy property is con-
sidered used for personal residential pur-
poses. Therefore, only $4,000 (40 percent of
$10,000), the proportionate part of B’s expend-
itures representing personal residential use,
is treated as a renewable energy source ex-
penditure. B is allowed a $1,000 residential
energy credit (30 percent of $2,000 plus 20 per-
cent of $2,000) for 1979.

(h) Joint occupancy—(1) In general. If
two or more individuals jointly occu-
pied and used a dwelling unit as their
principal residence during any portion
of a calendar year—

(i) The amount of the credit allow-
able under section 23 or former section
44C by reason of energy conservation
expenditures or by reason of renewable
energy source expenditures shall be de-
termined by treating all of the joint
occupants as one taxpayer whose tax-
able year is such calendar year; and

(ii) The credit under section 23 or
former section 44C allowable to each
joint occupant for the taxable year
with which or in which such calendar
year ends shall be an amount which
bears the same ratio to the amount de-
termined under paragraph (h)(1)(i) of
this section as the amount of energy
conservation expenditures or renewable
energy source expenditures made by
that occupant bears to the total
amount of each type of such expendi-
tures made by all joint occupants dur-
ing such calendar year.
The provisions of this subparagraph
may be illustrated by the following ex-
ample:

Example. A, a calendar year taxpayer, and
B, a June 1 fiscal year taxpayer, make en-
ergy conservation exenditures of $2,000 (A
making expenditures of $500 and B making
expenditures of $1,500) on their principal and
jointly occupied residence in 1978. A and B
have not previously make energy conserva-
tion expenditures with respect to this resi-
dence. Of the $300 credit (15 percent of $2,000),
$75 will be allocated to A ($500/$2,000 × $300)
and $225 to B ($1,500/$2,000 × 300). A will claim
the allocable share of the credit on A’s 1978
tax return and B will claim the allocable
share of the credit on B’s tax return for the
fiscal year ending May 31, 1979.

(2) Minimum credit. The fact that one
joint occupant may be unable to claim
all or part of the credit under section
23 of former section 44C because of in-
sufficient tax liability or because that
occupant’s allowable credit does not
exceed the $10 minimum credit (as set
forth in paragraph (d)(1) of § 1.23–1)
shall have no effect upon the computa-
tion of the amount of the allowable
credits for the other joint occupants.

(3) Prior expenditures. Because joint
occupants are treated as one taxpayer
for purposes of determining the resi-
dential energy credit, the maximum
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amount of energy conservation expend-
itures or renewable energy source ex-
penditures must be reduced by the
total amount of such expenditures
made in connection with the dwelling
unit during prior calendar years in
which any one of the residents of the
unit during the current calendar year
was a resident (whether made by the
current resident or by an individual
previously occupying the dwelling with
the current resident). However, the
preceding sentence shall not apply to
prior expenditures no part of which was
taken into account in computing the
credits under section 23 of former sec-
tion 44C for such years. Prior years’ ex-
penditures are not to be allocated
among joint occupants to take into ac-
count the specific expenditures of each
of the occupants in prior years.

(4) The rules of this paragraph may
be illustrated by the following
examples:

Example 1. Assume A and B have together
made prior years’ energy conservation ex-
penditures of $1,600 (A having made $1,200 of
expenditures and B having made $400) on
their principal and jointly occupied resi-
dence. In the current year, each makes en-
ergy conservation expenditures of $300 with
respect to the same residence. The maximum
qualified expenditure with respect to the res-
idence is reduced by the $1,600 of prior ex-
penditures made by A and B. Therefore, only
$400 of the $600 current expenditures are eli-
gible as energy conservation expenditures.
The resulting residential energy credit is $60
(15 percent of $400) of which $30 apiece will be
allocated to A and B ($300/$600 × $60). The fact
that A had previously computed the credit in
prior years with respect to $1,200 of the total
$1,600 of expenditures is irrelevant to the ap-
portionment of the credit in the current
year.

Example 2. In 1978, spouses C and D make
$10,000 of renewable energy source expendi-
tures with respect to their principal resi-
dence, half of which is paid by each spouse.
No prior renewable energy source expendi-
tures have been taken into account with re-
spect to that residence by either C or D. C
and D file separate returns for the calendar
year. Under the joint occupancy rule, the
maximum allowable renewable energy source
credit with respect to C and D’s principal
residence is $2,200 (30 percent of the first
$2,000, and 20 percent of the next $8,000 of ex-
penditures). Half of this amount or $1,100,
will be allowed to each spouse. If either
spouse makes renewable energy source ex-
penditures with respect to the same prin-
cipal residence in future years, none of those

expenditures would be qualified renewable
energy source expenditures for which a cred-
it can be claimed. That is, not more than
$2,200 may be taken in the aggregate by C
and D as a renewable energy source credit
with respect to their principal residence.

Example 3. In 1978, E and F make energy
conservation expenditures of $1,500 on their
principal and jointly occupied residence. In
1979, E moves away and G becomes the other
joint occupant of the residence. F and G
make energy conservation expenditures of
$1,000 in 1979. In 1980 F moves away and H
moves in with G. G and H make energy con-
servation expenditures of $500. The max-
imum qualified expenditure made by F and G
with respect to the residence is reduced by
the $1,500 of prior expenditures made in 1978
by E and F. The maximum qualified expendi-
tures made by G and H with respect to the
residence is reduced only by the expenditures
in prior years in connection with the resi-
dence during which either G or H was a joint
occupant. Accordingly, the maximum quali-
fied expenditures made by G and H with re-
spect to the residence is reduced only by the
$1,000 of prior expenditures made in 1979 by F
and G.

(i) Condominiums and cooperative hous-
ing corporations. An individual who is a
tenant stockholder in a cooperative
housing corporation (as defined in sec-
tion 216) or who is a member of a con-
dominium management association
with respect to a condominium which
he or she owns shall be treated as hav-
ing made a proportionate share of the
energy conservation expenditures or
renewable energy source expenditures
of such corporation or association. The
cooperative stockholder’s allocable
share of the expenditures is to be the
same as his or her proportionate share
of the cooperative’s total outstanding
stock (including any stock held by the
corporation). However, in the case
where only certain cooperative stock-
holders are assessed for the expendi-
tures made by the cooperative housing
corporation, only those cooperative
stockholders that are assessed shall be
treated as having made a share of the
expenditures of such corporation. In
such case, the cooperative stock-
holder’s share of the expenditures is
the amount that the stockholder is as-
sessed. The allocable share of a condo-
minium management association mem-
ber’s energy conservation of renewable
energy source expenditures is the
amount that the member is assessed

VerDate 23<MAR>99 11:36 Apr 23, 1999 Jkt 183080 PO 00000 Frm 00040 Fmt 8010 Sfmt 8010 Y:\SGML\183080T.XXX pfrm08 PsN: 183080T



45

Internal Revenue Service, Treasury § 1.23–3

(or would be assessed in the case where
expenditures are from general funds)
by the association as a result of such
expenditures. The residential energy
credit for a qualified expenditure is al-
lowable for the year in which the asso-
ciation or corporation has completed
original installation of the item (or has
paid or incurred the expenditure, if
later). For purposes of this paragraph,
the term ‘‘condominium management
association’’ means an organization
meeting the requirements of section
528(c)(1) of the Code (other than sub-
paragraph (E) of that section), with re-
spect to a condominium project sub-
stantially all the units of which are
used as residences.

(j) Joint ownership of energy conserva-
tion property or renewable energy source
property—(1) In general. Energy con-
servation property renewable energy
source property include property which
is jointly owned by the taxpayer and
another person (or persons) and in-
stalled in connection with two or more
dwelling units. For example, the fact
that a windmill, solar collector, or geo-
thermal well and distribution system is
owned by two or more individuals does
not preclude its qualification as renew-
able energy source property. The
amount of the credit allowable under
section 23 shall be computed separately
with respect to the amount of the ex-
penditures made by each individual,
subject to the limitations of $2,000 im-
posed by section 23(b)(1) and $10,000 im-
posed by section 23(b)(2), per dwelling
units of jointly owned property. For
example, in 1982, A, B, and C purchased
as joint owners renewable energy
source property that serviced two
houses. One of the houses is jointly
owned and occupied by A and B and the
other is owned and occupied by C
alone. The renewable energy source
property cost $30,000 of which A paid
$9,000, B paid $6,000, and C paid $15,000.
A and B must share the $4,000 credit
(40% of $10,000 maximum) with respect
to the expenditures for the jointly
owned house. Therefore, A is allowed a
$2,400 credit ($4,000 times $9,000 divided
by $9,000 plus $6,000) and B is allowed a
$1,600 credit ($4,000 times $6,000 divided
by $9,000 plus $6,000) with respect to the
expenditures attributable to the joint-

ly owned house. C is entitled to a cred-
it of $4,000 with respect to the expendi-
tures attributable to the other house.

(2) Example. The application of this
subparagraph may be illustrated by the
following example:

Example. A, B, and C each has a separate
principal residence. They agree to finance
jointly the construction of a solar collector,
each providing one-third of the costs and
taking one-third of the output of the col-
lector. Each will separately pay for the costs
of connecting the solar collector with his or
her principal residence. Provided the solar
collector and connection equipment other-
wise qualify as renewable energy source
property, A, B, and C will each be considered
to have made renewable energy source ex-
penditures equal to one-third of the cost of
the collector plus his or her separate connec-
tion costs. Such expenditures will be subject
to the limitations and other rules separately
applicable to A, B, and C with respect to
each principal residence, such as those with
respect to the $10 minimum (§ 1.23–1(d)(1)),
prior expenditures (§ 1.23–1(d)(2)), residential
use (paragraph (g) of this section), and joint
occupancy (paragraph (h) of this section).

(k) Basic adjustments. If a credit is al-
lowed under section 23 or former sec-
tion 44C for any expenditure with re-
spect to any property, the increase in
the basis of that property which would
(but for this paragraph) result from
such expenditure shall be reduced by
the amount of the credit allowed.

(l) Recordkeeping—(1) In general. No
residential energy credit is allowable
unless the taxpayer maintains the rec-
ords described in paragraph (l)(2) of
this section. The records shall be re-
tained so long as the contents thereof
may become material in the adminis-
tration of any internal revenue law.

(2) Records. The taxpayer must main-
tain records that clearly identify the
energy-conserving components and re-
newable energy source property with
respect to which a residential energy
credit is claimed, and substantiate
their cost to the taxpayer, any labor
costs properly allocable to them paid
for by the taxpayer, and the method
used for allocating such labor costs.

[T.D. 7717, 45 FR 57719, Aug. 29, 1980. Redesig-
nated and amended by T.D. 8146, 52 FR 26672,
July 16, 1987]
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§ 1.23–4 Performance and quality
standards. [Reserved]

[T.D. 7717, 45 FR 57721, Aug. 29, 1980. Redesig-
nated by T.D. 8146, 52 FR 26672, July 16, 1987]

§ 1.23–5 Certification procedures.
(a) Certification that an item meets the

definition of an energy-conserving compo-
nent or renewable energy source property.
Upon the request of a manufacturer of
an item pursuant to paragraph (b) of
this section which is supported by
proof that the item is entitled to be
certified, the Assistant Commissioner
(Technical) shall certify (or shall no-
tify the manufacturer that the request
is denied) that:

(1) The item meets the definition of
insulation (see § 1.23–2(c)(1)).

(2) The item meets the definition of
an other energy-conserving component
specified in section 23(c)(4) or former
section 44C(c)(4) see (§ 1.23–2(d)(4)).

(3) The item meets the definition of
solar energy property (see § 1.23–2(f)),
wind energy property (see § 1.23–2(g)),
or geothermal energy property (see
§ 1.23–2(h)).

(4) The item meets the definition of a
category of energy-conserving compo-
nent that has been added to the list of
approved items pursuant to paragraph
(d)(4)(viii) of § 1.23–2.

(5) The item meets the definition of
renewable energy source property that
transmits or uses a renewable energy
source that has been added to the list
of approved renewable energy sources
pursuant to paragraph (e)(2) of § 1.23–2.

(b) Procedure—(1) In general. A manu-
facturer of an item desiring to apply
under paragraph (a) shall submit the
application to the Commissioner of In-
ternal Revenue, Attention: Associate
Chief Counsel (Technical), CC:C:E, 1111
Constitution Avenue NW., Washington,
DC 20224. Upon being advised by the
National Office, orally or in writing,
that an adverse decision is con-
templated a manufacturer may request
a conference. The conference must be
held within 21 calendar days from the
date of that advice. Procedures for re-
questing an extension of the 21-day pe-
riod and notifying the manufacturer of
the Service’s decision on that request
are the same as those applicable to
conferences on ruling requests by tax-

payers (see section 9.05 of Rev. Proc.
80–20).

(2) Contents of application. The appli-
cation shall include a description of
the item (including appropriate design
drawings and specifications) and an ex-
planation of the purpose and function
of the item. There shall accompany the
application a declaration in the fol-
lowing form: ‘‘Under penalties of per-
jury, I declare that I have examined
this application, including accom-
panying documents and, to the best of
my knowledge and belief, the facts pre-
sented in support of the application are
true, correct, and complete.’’ The
statement must be signed by the per-
son or persons making the application.

(c) Effect of certification under para-
graph (a). Certifications granted under
paragraph (a)(1), (2), or (3) will be ap-
plied retroactively to April 20, 1977.
However, certifications granted under
paragraph (a) (4) or (5) will be applied
retroactively only to the date the ap-
plicable energy-conserving component
or renewable energy source was added
by Treasury decision to the list of
qualifying components or sources. Cer-
tification of an item under this section
means that the applicable definitional
requirement of § 1.23–2 is considered
satisfied in the case of any person
claiming a residential energy credit
with respect to such item. However, it
does not relieve manufacturers of the
need to establish that their items con-
form to performance and quality stand-
ards (if any) provided under § 1.23–4 and
that their items can reasonably be ex-
pected to remain in operation at least
3 years, in the case of insulation and
other energy-conserving components,
or at least 5 years, in the case of re-
newable energy source property.

[T.D. 7717, 45 FR 57721, Aug. 29, 1980. Redesig-
nated and amended by T.D. 8146, 52 FR 26672,
July 16, 1987]

§ 1.23–6 Procedure and criteria for ad-
ditions to the approved list of en-
ergy-conserving components or re-
newable energy sources.

(a) Procedures for additions to the list
of energy-conserving components or re-
newable energy sources—(1) In general. A
manufacturer of an item (or a group of
manufacturers) desiring to apply for
addition to the approved list of energy-
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conserving components or renewable
energy sources pursuant to paragraph
(d)(4)(viii) or (e)(2) of § 1.23–2 shall sub-
mit an application to the Internal Rev-
enue Service, Attention: Associate
Chief Counsel (Technical), CC:C:E, 1111
Constitution Avenue, NW., Wash-
ington, DC 20224. The term ‘‘manufac-
turer’’ includes a person who assembles
an item or a system from components
manufactured by other persons. The
application shall provide the informa-
tion required under paragraph (b) of
this section. An application may re-
quest that more than one item be
added to the approved list. It will be
the responsibility of the Office of the
Associate Chief Counsel (Technical)
upon receipt of the application to de-
termine whether all the information
required under paragraph (b) of this
section has been furnished with the ap-
plication. If an application lacks essen-
tial information, the applicant will be
advised of the additional information
required. If the information (or a rea-
sonable explanation of the reason why
the information cannot be made avail-
able) is not forthcoming within 30 days
of the date of that advice, the applica-
tion will be closed and the applicant
will be so informed. Any resubmission
of information beyond the 30-day pe-
riod will be treated as a new applica-
tion. If the Office of the Associate
Chief Counsel (Technical) already is
considering an application with respect
to the same or a similar item, it may
consolidate applications. The Office of
the Associate Chief Counsel will make
a report and recommendation to the ad
hoc advisory board as to whether each
item that is the subject to an applica-
tion should be added in accordance
with the manufacturer’s request to the
approved list of energy-conserving
components or renewable energy
sources in light of the applicable cri-
teria provided in paragraph (c) and the
standards for Secretarial determina-
tion provided in paragraph (d) of this
section. In making this recommenda-
tion, the Office of the Associate Chief
Counsel shall consult with the Sec-
retary of Energy and the Secretary of
Housing and Urban Development (or
their delegates) and any other appro-
priate Federal officers to obtain their
views concerning the item in question.

In addition, the Office of the Associate
Chief Counsel may request from the
manufacturer clarification of informa-
tion submitted with the application.
The Office of the Associate Chief Coun-
sel shall report its recommendation
and forward the application to the ad
hoc advisory board for further consid-
eration.

(2) Ad hoc advisory board. The Com-
missioner of Internal Revenue and the
Assistant Secretary (Tax Policy) shall
establish an ad hoc advisory board to
consider applications and recommenda-
tions forwarded by the Office of the As-
sociate Chief Counsel (Technical). If a
finding in favor of addition of any item
is made, the board shall report its rec-
ommendation and forward the applica-
tion to the Commissioner for further
consideration. If the item is approved
by the Commissioner, the application
will be forwarded to the Secretary (or
his delegate) for further consideration.
The application will be closed with re-
spect to an item if the board, the Com-
missioner, or the Secretary (or his del-
egate) determines that, under the ap-
plicable criteria or the standards for
Secretarial determination, the item
should not be added to the list of en-
ergy-conserving components or renew-
able energy sources.

(3) Action on application. (i) A final
decision to grant or deny any applica-
tion filed under paragraph (a)(1) shall
be made within 1 year after the appli-
cation and all information required to
be filed with such request under para-
graph (b) have been received by the Of-
fice of the Associate Chief Counsel
(Technical). The applicant manufac-
turer shall be notified in writing of the
final decision. In the event of a favor-
able determination, a regulation will
be issued in accordance with the proce-
dures contained in § 601.601 to include
the item as an energy-conserving com-
ponent or as a renewable energy
source. A final decision to grant ap-
proval of an application is made when
a Treasury decision adding the item
(that is subject of the application) as
an energy-conserving component or as
a renewable energy source is published
in the FEDERAL REGISTER.

(ii) The applicant manufacturer shall
be entitled to a conference and be so
notified anytime an adverse action is
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contemplated by the Office of the Asso-
ciate Chief Counsel, the ad hoc advi-
sory board, the Commissioner of Inter-
nal Revenue, or the Secretary (or his
delegate) and no conference was pre-
viously conducted. Upon being advised
in writing that an adverse rec-
ommendation or decision as to any
item that is the subject of an applica-
tion is contemplated, a manufacturer
may request a conference. The con-
ference must be held within 21 calendar
days from the mailing of that advice.
Procedures for requesting an extension
of the 21-day period and notifying the
manufacturer of the recommendation
or decision with respect to that request
are the same as those applicable to
conferences on ruling requests by tax-
payers. The applicant is entitled to
only one conference. There is no right
to another conference when a favorable
recommendation or decision is reversed
at a higher level.

(iii) A report of any application
which has been denied during the pre-
ceding month and the reasons for the
denial shall be published each month.

(b) Contents of application. The appli-
cation by the manufacturer shall in-
clude the following information:

(1) A description of the item and the
generic class to which it belongs, in-
cluding any features relating to safe
installation and use of the item. This
description shall include appropriate
design drawings and technical speci-
fications (or representative drawings
and specifications when application by
a group of manufacturers).

(2) An explanation of the purpose,
function, and each recommended use of
the item.

(3) An estimate (and explanation of
the estimation methods employed and
the assumptions made) of the total
number of units that would be sold for
each recommended use during the first
4 years following the addition of the
item to the approved list and of the
total number that would be sold for
each recommended use during that pe-
riod in the absence of addition. If the
item is sold in more than one size, the
estimate shall indicate the projected
sales for each size. This estimate shall
reflect total industry sales of the item.
Past industry sales information for

each recommended use for the previous
two years shall also be provided.

(4) Whether sufficient capacity is
available to increase production to
meet any increase in demand for the
item, or for associated fuels and mate-
rials, caused by such addition. This de-
termination shall be based on industry-
wide data and not just the manufac-
turing capability of the applicant. If
the applicant has the exclusive right to
manufacture the item, this informa-
tion shall also be provided in the appli-
cation.

(5) An estimate (including estimation
methods and assumptions) of the en-
ergy in Btu’s of oil and natural gas
used directly or indirectly per unit by
the applicant in the manufacture of the
item and other items necessary for its
use, the type of energy source (e.g., oil,
natural gas, coal, electricity), and the
extent of its use in the manufacturing
process of the item. The applicant
must also provide a list of the major
components of the item and their com-
position and weight.

(6) Test data and experience data
(where experience data is available) to
substantiate for each recommended use
the energy savings in Btu’s that are
claimed will be achieved by one unit
during a period of one year. The data
shall be obtained by controlled tests in
which, if possible, the addition of the
item is the only variable. If the item
may be sold in various configurations,
data shall be provided with respect to
energy savings from each configuration
with significantly different energy use
characteristics. Test methods are to
conform to recognized industry or gov-
ernment standards. This determination
shall take into account the seasonal
use of the item. If the energy savings of
the item varies with climatic condi-
tions, data shall be provided with re-
spect to each climate zone. The appli-
cant may use the Department of Ener-
gy’s climatic zones for heating and
cooling (see § 450.35 of 10 CFR part 450
(1980)).

(7) The impact of increased demand
on the price of the item and the energy
source used by the item.

(8) The energy source which will be
replaced or conserved by the item, and,
in the case of a request for addition to
the approved list of renewable energy
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sources, data establishing that the en-
ergy source is inexhaustible.

(9) Data to show the total estimated
savings of energy in Btu’s attributable
to reduced consumption of oil or nat-
ural gas whether directly or indirectly
from use of the item, including as-
sumptions underlying this estimate. If
the consumption of both oil and nat-
ural gas will be reduced, data to show
the energy savings in Btu’s attrib-
utable to each shall be provided. The
estimate is to be based on energy sav-
ings in Btu’s per unit determined under
paragraph (b)(6) of this section for the
first four years of the useful life of the
item and is to take into account only
the additional units of the item esti-
mated to be placed in service as a re-
sult of the addition using data obtained
under paragraph (b)(3) of this section.
If the item will result in reduction of
oil or natural gas consumption by re-
placing an item which uses such an en-
ergy source, the application shall indi-
cate the item replaced and the extent
to which this reduction will occur.

(10) Geographical information if re-
quired under paragraph (b)(6) of this
section to show the climatic zones of
the country where the item is expected
to be used, including an estimate of the
total number of additional units to be
placed in service during the first 4
years following the addition of the
item in the area as a result of the addi-
tion of the item to the list of quali-
fying items.

(11) The retail cost of the item (or
items if the item is sold in more than
one size) including all installation
costs necessary for safe and effective
use.

(12) Whether the item is designed for
residential use.

(13) The estimated useful life of the
item and associated equipment nec-
essary for its use.

(14) The type and amount of waste
and emissions in weight per unit of en-
ergy saved resulting from use of the
item.

(15) If the item might reasonably be
suspected of presenting any health or
safety hazard, test data to show that
the item does not present such hazard.
With respect to applications for addi-
tion to the approved list of renewable
energy sources, the term ‘‘item’’ as

used in this paragraph refers to the
property which uses the energy source
and not the energy source itself. The
application should clearly indicate
whether the request is for addition to
the approved list of energy-conserving
components or renewable energy
sources, identify the provisions for
which data is being submitted, and
present the data in the order requested.
The tests required under this para-
graph may be conducted by inde-
pendent laboratories but the under-
lying data must be submitted along
with the test results. There shall ac-
company the request a declaration in
the following form: ‘‘Under penalties of
perjury, I declare that I have examined
this application, including accom-
panying documents, and, to the best of
my knowledge and belief, the facts pre-
sented in support of the application are
true, correct and complete.’’ The state-
ment must be signed by the person or
persons making the application. The
declaration shall not be made by the
taxpayer’s representative.

(c) Criteria for additions—(1) Additions
to the approved list of energy-conserving
components. For an item to be consid-
ered for addition to the approved list of
energy-conserving components, the
manufacturer must show that the item
increases the energy efficiency of a
dwelling. For an item to be considered
as increasing the energy efficiency of a
dwelling, all of the following criteria
must be met:

(i) The use of the item must improve
the energy efficiency of the dwelling
structure, structural components of
the dwelling, hot water heating, or
heating or cooling systems.

(ii) The use of the item must result,
directly or indirectly, in a significant
reduction in the consumption of oil or
natural gas.

(iii) The increase in energy efficiency
must be established by test data and in
accordance with accepted testing
standards.

(iv) The item must not present a
safety, fire, environmental, or health
hazard when properly installed.

(2) Additions to the approved list of re-
newable energy sources. For an energy
source to be considered for addition to
the approved list of renewable energy
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sources, the manufacturer must show
that the following criteria are met:

(i) As in the case of solar, wind, and
geothermal energy, the energy source
must be an inexhaustible energy sup-
ply. Accordingly, wood and agricul-
tural products and by-products are not
considered renewable energy sources.
Similarly, no exhaustible or depletable
energy source (such as sources that are
depletable under 611) will be consid-
ered.

(ii) The energy source must be capa-
ble of being used for heating or cooling
a residential dwelling or providing hot
water or electricity for use in such a
dwelling.

(iii) A practical working device, ma-
chine, or mechanism, etc., must exist
and be commercially available to use
such renewable energy source.

(iv) The use of the renewable energy
source must not present a significant
safety, fire, environmental, or health
hazard.

(d) Standards for Secretarial determina-
tion—(1) In general. The Secretary will
not make any addition to the approved
list of energy-conserving components
or renewable energy sources unless the
Secretary determines that—

(i) There will be a reduction in the
total consumption of oil or natural gas
as a result of the addition, and that re-
duction is sufficient to justify any re-
sulting decrease in Federal revenues.

(ii) The addition will not result in an
increased use of any item which is
known to be, or reasonably suspected
to be, environmentally hazardous or a
threat to public health or safety, and

(iii) Available Federal subsidies do
not make the addition unnecessary or
inappropriate (in the light of the most
advantageous allocation of economic
resources).

(2) Factors taken into account. In mak-
ing any determination under paragraph
(d)(1)(i) of this section, the Secretary
will—

(i) Make an estimate of the amount
by which the addition will reduce oil
and natural gas consumption, and

(ii) Determine whether the addition
compares favorably, on the basis of the
reduction in oil and natural gas con-
sumption per dollar of cost to the Fed-
eral Government (including revenue

loss), with other Federal programs in
existence or being proposed.

(3) Factors taken into account in mak-
ing estimates. In making any estimate
under subparagraph (2)(i), the Sec-
retary will take into account (among
other factors)—

(i) The extent to which the use of any
item will be increased as a result of the
addition,

(ii) Whether sufficient capacity is
available to increase production to
meet any increase in demand for the
item or associated fuels and materials
caused by the addition,

(iii) The amount of oil and natural
gas used directly or indirectly in the
manufacture of the item and other
items necessary for its use,

(iv) The estimated useful life of the
item, and

(v) The extent additional use of the
item leads, directly or indirectly, to
the reduced use of oil or natural gas.
Indirect uses of oil or natural gas in-
clude use of electricity derived from oil
or natural gas.

(e) Effective date of addition to ap-
proved lists. In the case of additions to
the approved list of energy-conserving
components or renewable energy
sources, the credit allowable by § 1.23–1
shall apply with respect to expendi-
tures which are made on or after the
date a Treasury decision amending the
regulations pursuant to the application
is published in the FEDERAL REGISTER.
However, the Secretary may prescribe
by regulations that expenditures for
additions made on or after the date re-
ferred to in the preceding sentence and
before the close of the taxable year in
which such date occurs shall be taken
into account in the following taxable
year. Additions to the list will be sub-
ject to the performance and quality
standards (if any) provided under § 1.23–
4 which are in effect at the time of the
addition. Furthermore, any addition
made to the approved list will be sub-
ject to reevaluation by the Secretary
for the purpose of determining whether
the item still meets the requisite cri-
teria and standards for addition to the
list. If it is determined by the Sec-
retary that an item no longer meets
the requisite criteria, the Secretary
will amend the regulations to delete
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the item from the approved list. Re-
moval of an item from the list will be
prospective from the date a Treasury
decision amending the regulations is
published in the FEDERAL REGISTER.

(Secs. 44C and 7805 of the Internal Revenue
Code of 1954 (92 Stat. 3175, 26 U.S.C. 44C; 68A
Stat. 917, 26 U.S.C. 7805). The amendments to
the Statement of Procedural Rules are
issued under the authority contained in 5
U.S.C. 301 and 552)

[T.D. 7861, 47 FR 56331, Dec. 16, 1982. Redesig-
nated and amended by T.D. 8146, 52 FR 26673,
July 16, 1987]

§ 1.25–1T Credit for interest paid on
certain home mortgages (Tem-
porary).

(a) In general. Section 25 permits
States and political subdivisions to
elect to issue mortgage credit certifi-
cates in lieu of qualified mortgage
bonds. An individual who holds a quali-
fied mortgage credit certificate (as de-
fined in § 1.25–3T) is entitled to a credit
against his Federal income taxes. The
amount of the credit depends upon (1)
the amount of mortgage interest paid
or accrued during the year and (2) the
applicable certificate credit rate. See
§1.25–2T. The amount of the deduction
under section 163 for interest paid or
accrued during any taxable year is re-
duced by the amount of the credit al-
lowable under section 25 for such year.
See § 1.163–6T. The holder of a qualified
mortgage credit certificate may be en-
titled to additional withholding allow-
ances. See section 3402 (m) and the reg-
ulations thereunder.

(b) Definitions. For purposes of §§ 1.25–
2T through 1.25–8T and this section, the
following definitions apply:

(1) Mortgage. The term ‘‘mortgage’’
includes deeds of trust, conditional
sales contracts, pledges, agreements to
hold title in escrow, and any other
form of owner financing.

(2) State. (i) The term ‘‘State’’ in-
cludes a possession of the United
States and the District of Columbia.

(ii) Mortgage credit certificates
issued by or on behalf of any State or
political subdivision (‘‘governmental
unit’’) by constituted authorities em-
powered to issue such certificates are
the certificates of such governmental
unit.

(3) Qualified home improvement loan.
The term ‘‘qualified home improve-
ment loan’’ has the meaning given that
term under section 103A (1)(6) and the
regulations thereunder.

(4) Qualified rehabilitation loan. The
term ‘‘qualified rehabilitation loan’’
has the meaning given that term under
section 103A (1)(7)(A) and the regula-
tions thereunder.

(5) Single-family and owner-occupied
residences. The terms ‘‘single-family’’
and ‘‘owner-occupied’’ have the mean-
ing given those terms under section
103A (1)(9) and the regulations there-
under.

(6) Constitutional home rule city. The
term ‘‘constitutional home rule city’’
means, with respect to any calendar
year, any political subdivision of a
State which, under a State constitu-
tion which was adopted in 1970 and ef-
fective on July 1, 1971, had home rule
powers on the 1st day of the calendar
year.

(7) Targeted area residence. The term
‘‘targeted area residence’’ has the
meaning given that term under section
103A (k) and the regulations there-
under.

(8) Acquisition cost. The term ‘‘acqui-
sition cost’’ has the meaning given
that term under section 103A (1)(5) and
the regulations thereunder.

(9) Average area purchase price. The
term ‘‘average area purchase price’’
has the meaning given that term under
subparagraphs (2), (3), and (4) of section
103A (f) and the regulations thereunder.
For purposes of this paragraph (b)(9),
all determinations of average area pur-
chase price shall be made with respect
to residences as that term is defined in
section 103A and the regulations there-
under.

(10) Total proceeds. The ‘‘total pro-
ceeds’’ of an issue is the sum of the
products determined by multiplying—

(i) The certified indebtedness amount
of each mortgage credit certificate
issued pursuant to such issue, by

(ii) The certificate credit rate speci-
fied in such certificate.

Each qualified mortgage credit certifi-
cate program shall be treated as a sep-
arate issue of mortgage credit certifi-
cates.
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(11) Residence. The term ‘‘residence’’
includes stock held by a tenant-stock-
holder in a cooperative housing cor-
poration (as those terms are defined in
section 216(b) (1) and (2)). It does not
include property such as an appliance,
a piece of furniture, a radio, etc.,
which, under applicable local law, is
not a fixture. The term also includes
any manufactured home which has a
minimum of 400 square feet of living
space and a minimum width in excess
of 102 inches and which is of a kind cus-
tomarily used at a fixed location. The
preceding sentence shall not apply for
purposes of determining the average
area purchase price for single-family
residences, nor shall it apply for pur-
poses of determining the State ceiling
amount. The term ‘‘residence’’ does
not, however, include recreational ve-
hicles, campers, and other similar vehi-
cles.

(12) Related person. The term ‘‘related
person’’ has the meaning given that
term under section 103(b)(6)(C)(i) and
§ 1.103–10(e)(1).

(13) Date of issue. A mortgage credit
certificate is considered issued on the
date on which a closing agreement is
signed with respect to the certified in-
debtedness amount.

(c) Affidavits. For purposes of §§ 1.25–
1T through 1.25–8T, an affidavit filed in
connection with the requirements of
§§ 1.25–1T through 1.25–8T shall be made
under penalties of perjury. Applicants
for mortgage credit certificates who
are required by a lender or the issuer
to sign affidavits must be informed
that any fraudulent statement will re-
sult in (1) the revocation of the individ-
ual’s mortgage credit certificate, and
(2) a $10,000 penalty under section 6709.
Other persons required by a lender or
an issuer to provide affidavits must re-
ceive similar notice. A person may not
rely on an affidavit where that person
knows or has reason to know that the
information contained in the affidavit
is false.

[T.D. 8023, 50 FR 19346, May 8, 1985]

§ 1.25–2T Amount of credit (Tem-
porary).

(a) In general. Except as otherwise
provided, the amount of the credit al-
lowable for any taxable year to an indi-
vidual who holds a qualified mortgage

credit certificate is equal to the prod-
uct of the certificate credit rate (as de-
fined in paragraph (b)) and the amount
of the interest paid or accrued by the
taxpayer during the taxable year on
the certified indebtedness amount (as
defined in paragraph (c)).

(b) Certificate credit rate—(1) In gen-
eral. For purposes of §§ 1.25–1T through
1.25–8T, the term ‘‘certificate credit
rate’’ means the rate specified by the
issuer on the mortgage credit certifi-
cate. The certificate credit rate shall
not be less than 10 percent nor more
than 50 percent.

(2) Limitation in certain States. (i) In
the case of a State which—

(A) Has a State ceiling for the cal-
endar year in which an election is
made that exceeds 20 percent of the av-
erage annual aggregate principal
amount of mortgages executed during
the immediately preceding 3 calendar
years for single-family owner-occupied
residences located within the jurisdic-
tion of such State, or

(B) Issued qualified mortgage bonds
in an aggregate amount less than $150
million for calendar year 1983.

the certificate credit rate for any
mortgage credit certificate issued
under such program shall not exceed 20
percent unless the issuing authority
submits a plan to the Commissioner to
ensure that the weighted average of
the certificate credit rates in such
mortgage credit certificate program
does not exceed 20 percent and the
Commissioner approves such plan. For
purposes of determining the average
annual aggregate principal amount of
mortgages executed during the imme-
diately preceding 3 calendar years for
single-family owner-occupied resi-
dences located within the jurisdiction
of such State, an issuer may rely upon
the amount published by the Treasury
Department for such calendar years.
An issuer may rely on a different
amount from that safe-harbor limita-
tion where the issuer has made a more
accurate and comprehensive deter-
mination of that amount. The weighted
average of the certificate credit rates
in a mortgage credit certificate pro-
gram is determined by dividing the
sum of the products obtained by multi-
plying the certificate credit rate of
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each certificate by the certified indebt-
edness amount with respect to that
certificate by the sum of the certified
indebtedness amounts of the certifi-
cates issued. See section 103A(g) and
the regulations thereunder for the defi-
nition of the term ‘‘State ceiling’’.

(ii) The following example illustrates
the application of this paragraph (b)(2):

Example. City Z issues four qualified mort-
gage credit certificates pursuant to its quali-
fied mortgage credit certificate program. H
receives a certificate with a certificate cred-
it rate of 30 percent and a certified indebted-
ness amount of $50,000. I receives a certifi-
cate with a certificate credit rate of 25 per-
cent and a certified indebtedness amount of
$100,000. J and K each receive certificates
with certificate credit rates of 10 percent;
their certified indebtedness amounts are
$50,000 and $100,000, respectively. The weight-
ed average of the certificate credit rates is
determined by dividing the sum of the prod-
ucts obtained by multiplying the certificate
credit rate of each certificate by the cer-
tified indebtedness amount with respect to
that certificate ((.3×$50,000) ∂ (.25×$100,000) ∂
(.1×$50,000) ∂ (.1×$100,000)) by the sum of the
certified indebtedness amounts of the certifi-
cates issued
($50,000∂$100,000∂$50,000∂$100,000). Thus, the
weighted average of the certificate credit
rates is 18.33 percent ($55,000/$300,000).

(c) Certified indebtedness amount—(1)
In general. The term ‘‘certified indebt-
edness amount’’ means the amount of
indebtedness which is—

(i) Incurred by the taxpayer—
(A) To acquire his principal resi-

dence, § 1.25–2T(c)(1)(i),
(B) As a qualified home improvement

loan, or
(C) As a qualified rehabilitation loan,

and
(ii) Specified in the mortgage credit

certificate.
(2) Example. The following example il-

lustrates the application of this para-
graph:

Example. On March 1, 1986, State X, pursu-
ant to its qualified mortgage credit certifi-
cate program, provides a mortgage credit
certificate to B. State X specifies that the
maximum amount of the mortgage loan for
which B may claim a credit is $65,000. On
March 15, B purchases for $67,000 a single-
family dwelling for use as his principal resi-
dence. B obtains from Bank M a mortgage
loan for $60,000. State X, or Bank M acting
on behalf of State X, indicates on B’s mort-
gage credit certificate that the certified in-
debtedness amount of B’s loan is $60,000. B

may claim a credit under section 25 (e) based
on this amount.

(d) Limitation on credit—(1) Limitation
where certificate credit rate exceeds 20
percent. (i) If the certificate credit rate
of any mortgage credit certificate ex-
ceeds 20 percent, the amount of the
credit allowed to the taxpayer by sec-
tion 25(a)(1) for any year shall not ex-
ceed $2,000. Any amount denied under
this paragraph (d)(1) may not be car-
ried forward under section 25(e)(1) and
paragraph (d)(2) of this section.

(ii) If two or more persons hold inter-
ests in any residence, the limitation of
paragraph (d)(1)(i) shall be allocated
among such persons in proporation to
their respective interests in the resi-
dence.

(2) Carryforward of unused credit. (i) If
the credit allowable under section 25
(a) and § 1.25–2T for any taxable year
exceeds the applicable tax limit for
that year, the excess (the ‘‘unused
credit’’) will be a carryover to each of
the 3 succeeding taxable years and,
subject to the limitations of paragraph
(d)(2)(ii), will be added to the credit al-
lowable by section 25 (a) and § 1.25–2T
for that succeeding year.

(ii) The amount of the unused credit
for any taxable year (the ‘‘unused cred-
it year’’) which may be taken into ac-
count under this paragraph (d)(2) for
any subsequent taxable year may not
exceed the amount by which the appli-
cable tax limit for that subsequent tax-
able year exceeds the sum of (A) the
amount of the credit allowable under
section 25 (a) and § 1.25–1T for the cur-
rent taxable year, and (B) the sum of
the unused credits which, by reason of
this paragraph (d)(2), are carried to
that subsequent taxable year and are
attributable to taxable years before the
unused credit year. Thus, if by reason
of this paragraph (d)(2), unused credits
from 2 prior taxable years are carried
forward to a subsequent taxable year,
the unused credit from the earlier of
those 2 prior years must be taken into
account before the unused credit from
the later of those 2 years is taken into
account.

(iii) For purposes of this paragraph
(d)(2) the term ‘‘applicable tax limit’’
means the limitation imposed by sec-
tion 26 (a) for the taxable year reduced
by the sum of the credits allowable for
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that year under section 21, relating to
expenses for household and dependent
care services necessary for gainful em-
ployment, section 22, relating to the
credit for the elderly and the perma-
nently disabled, section 23, relating to
the residential energy credit, and sec-
tion 24, relating to contributions to
candidates for public office. The limi-
tation imposed by section 26 (a) for any
taxable year is equal to the taxpayer’s
tax liability (as defined in section 26
(b)) for that year.

(iv) The following examples illustrate
the application of this paragraph (d)(2):

Example 1. (i) B, a calendar year taxpayer,
holds a qualified mortgage credit certificate.
For 1986 B’s applicable tax limit (i.e., tax li-
ability) is $1,100. The amount of the credit
under section 25 (a) and § 1.25–2T for 1986 is
$1,700. For 1986 B is not entitled to any of the
credits described in sections 21 through 24.
Under § 1.25–2T (d)(2), B’s unused credit for
1986 is $600, and B is entitled to carry forward
that amount to the 3 succeeding years.

(ii) For 1987 B’s applicable tax limit is
$1,500, the amount of the credit under section
25 (a) and § 1.25–2T is $1,700, and the unused
credit is $200. For 1988 B’s applicable tax
limit is $2,000, the amount of the credit
under section 25 (a) and § 1.25–2T is $1,300, and
there is no unused credit. For 1987 and 1988 B
is not entitled to any of the credits described
in sections 21 through 24. No portion of the
unused credit for 1986 my be used in 1987. For
1988 B is entitled to claim a credit of $2,000
under section 25 (a) and § 1.25–2T, consisting
of a $1,300 credit for 1988, the $600 unused
credit for 1986, and $100 of the $200 unused
credit for 1987. In addition, B may carry for-
ward the remaining unused credit for 1987
($100) to 1989 and 1990.

Example 2. The facts are the same as in Ex-
ample (1) except that for 1988 B is entitled to
a credit of $400 under section 23. B’s applica-
ble tax limit for 1988 is $1,600 ($2,000 less
$400). For 1988 B is entitled to claim a credit
of $1,600 under section 25 (a) and § 1.25–2T,
consisting of a $1,300 credit for 1988 and $300
of the unused credit for 1986. In addition, B
may carry forward the remaining unused
credits of $300 for 1986 to 1989 and of $200 for
1987 to 1989 and 1990.

[T.D. 8023, 50 FR 19346, May 8, 1985]

§ 1.25–3 Qualified mortgage credit cer-
tificate.

(a) through (g)(1)(ii) [Reserved] For
further guidance, see § 1.25–3T(a)
through (g)(1)(ii).

(g)(1)(iii) Reissued certificate exception.
See paragraph (p) of this section for

rules regarding the exception in the
case of refinancing existing mortgages.

(g)(2) through (o) [Reserved] For fur-
ther guidance, see § 1.25–3T(g)(2)
through (o).

(p) Reissued certificates for certain
refinancings—(1) In general. If the issuer
of a qualified mortgage credit certifi-
cate reissues a certificate in place of
an existing mortgage credit certificate
to the holder of that existing certifi-
cate, the reissued certificate is treated
as satisfying the requirements of this
section. The period for which the re-
issued certificate is in effect begins
with the date of the refinancing (that
is, the date on which interest begins
accruing on the refinancing loan).

(2) Meaning of existing certificate. For
purposes of this paragraph (p), a mort-
gage credit certificate is an existing
certificate only if it satisfies the re-
quirements of this section. An existing
certificate may be the original certifi-
cate, a certificate issued to a trans-
feree under § 1.25–3T(h)(2)(ii), or a cer-
tificate previously reissued under this
paragraph (p).

(3) Limitations on reissued certificate.
An issuer may reissue a mortgage cred-
it certificate only if all of the following
requirements are satisfied:

(i) The reissued certificate is issued
to the holder of an existing certificate
with respect to the same property to
which the existing certificate relates.

(ii) The reissued certificate entirely
replaces the existing certificate (that
is, the holder cannot retain the exist-
ing certificate with respect to any por-
tion of the outstanding balance of the
certified mortgage indebtedness speci-
fied on the existing certificate).

(iii) The certified mortgage indebted-
ness specified on the reissued certifi-
cate does not exceed the remaining
outstanding balance of the certified
mortgage indebtedness specified on the
existing certificate.

(iv) The reissued certificate does not
increase the certificate credit rate
specified in the existing certificate.

(v) The reissued certificate does not
result in an increase in the tax credit
that would otherwise have been allow-
able to the holder under the existing
certificate for any taxable year. The
holder of a reissued certificate deter-
mines the amount of tax credit that
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would otherwise have been allowable
by multiplying the interest that was
scheduled to have been paid on the refi-
nanced loan by the certificate rate of
the existing certificate. In the case of a
series of refinancings, the tax credit
that would otherwise have been allow-
able is determined from the amount of
interest that was scheduled to have
been paid on the original loan and the
certificate rate of the original certifi-
cate.

(A) In the case of a refinanced loan
that is a fixed interest rate loan, the
interest that was scheduled to be paid
on the refinanced loan is determined
using the scheduled interest method
described in paragraph (p)(3)(v)(C) of
this section.

(B) In the case of a refinanced loan
that is not a fixed interest rate loan,
the interest that was scheduled to be
paid on the refinanced loan is deter-
mined using either the scheduled inter-
est method described in paragraph
(p)(3)(v)(C) of this section or the hypo-
thetical interest method described in
paragraph (p)(3)(v)(D) of this section.

(C) The scheduled interest method
determines the amount of interest for
each taxable year that was scheduled
to have been paid in the taxable year
based on the terms of the refinanced
loan including any changes in the in-
terest rate that would have been re-
quired by the terms of the refinanced
loan and any payments of principal
that would have been required by the
terms of the refinanced loan (other
than repayments required as a result of
any refinancing of the loan).

(D) The hypothetical interest method
(which is available only for refinanced
loans that are not fixed interest rate
loans) determines the amount of inter-
est treated as having been scheduled to
be paid for a taxable year by con-
structing an amortization schedule for
a hypothetical self-amortizing loan
with level payments. The hypothetical
loan must have a principal amount
equal to the remaining outstanding
balance of the certified mortgage in-
debtedness specified on the existing
certificate, a maturity equal to that of
the refinanced loan, and interest equal
to the annual percentage rate (APR) of
the refinancing loan that is required to

be calculated for the Federal Truth in
Lending Act.

(E) A holder must consistently apply
the scheduled interest method or the
hypothetical interest method for all
taxable years beginning with the first
taxable year the tax credit is claimed
by the holder based upon the reissued
certificate.

(4) Examples. The following examples
illustrate the application of paragraph
(p)(3)(v) of this section:

Example 1. A holder of an existing certifi-
cate that meets the requirements of this sec-
tion seeks to refinance the mortgage on the
property to which the existing certificate re-
lates. The final payment on the holder’s ex-
isting mortgage is due on December 31, 2000;
the final payment on the new mortgage
would not be due until January 31, 2004. The
holder requests that the issuer provide to the
holder a reissued mortgage credit certificate
in place of the existing certificate. The re-
quested certificate would have the same cer-
tificate credit rate as the existing certifi-
cate. For each calendar year through the
year 2000, the credit that would be allowable
to the holder with respect to the new mort-
gage under the requested certificate would
not exceed the credit allowable for that year
under the existing certificate. The requested
certificate, however, would allow the holder
credits for the years 2001 through 2004, years
for which, due to the earlier scheduled re-
tirement of the existing mortgage, no credit
would be allowable under the existing cer-
tificate. Under paragraph (p)(3)(v) of this sec-
tion, the issuer may not reissue the certifi-
cate as requested because, under the existing
certificate, no credit would be allowable for
the years 2001 through 2004. The issuer may,
however, provide a reissued certificate that
limits the amount of the credit allowable in
each year to the amount allowable under the
existing certificate. Because the existing
certificate would allow no credit after De-
cember 31, 2000, the reissued certificate could
expire on December 31, 2000.

Example 2. (a) The facts are the same as Ex-
ample 1 except that the existing mortgage
loan has a variable rate of interest and the
refinancing loan will have a fixed rate of in-
terest. To determine whether the limit under
paragraph (p)(3)(v) of this section is met for
any taxable year, the holder must calculate
the amount of credit that otherwise would
have been allowable absent the refinancing.
This requires a determination of the amount
of interest that would have been payable on
the refinanced loan for the taxable year. The
holder may determine this amount by—

(1) Applying the terms of the refinanced
loan, including the variable interest rate or
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rates, for the taxable year as though the refi-
nanced loan continued to exist; or

(2) Obtaining the amount of interest, and
calculating the amount of credit that would
have been available, from the schedule of
equal payments that fully amortize a hypo-
thetical loan with the principal amount
equal to the remaining outstanding balance
of the certified mortgage indebtedness speci-
fied on the existing certificate, the interest
equal to the annual percentage rate (APR) of
the refinancing loan, and the maturity equal
to that of the refinanced loan.

(b) The holder must apply the same meth-
od for each taxable year the tax credit is
claimed based upon the reissued mortgage
credit certificate.

(5) Coordination with Section 143(m)(3).
A refinancing loan underlying a re-
issued mortgage credit certificate that
replaces a mortgage credit certificate
issued on or before December 31, 1990, is
not a federally subsidized indebtedness
for the purposes of section 143(m)(3) of
the Internal Revenue Code.

[T.D. 8692, 61 FR 66214, Dec. 17, 1996]

§ 1.25–3T Qualified mortgage credit
certificate (Temporary).

(a) Definition of qualified mortgage
credit certificate. For purposes of §§ 1.25–
1T through 1.25–8T, the term ‘‘qualified
mortgage credit certificate’’ means a
certificate that meets all of the re-
quirements of this section.

(b) Qualified mortgage credit certificate
program. A certificate meets the re-
quirements of this paragraph if it is
issued under a qualified mortgage cred-
it certificate program (as defined in
§ 1.25–4T).

(c) Required form and information. A
certificate meets the requirements of
this paragraph if it is in the form speci-
fied in § 1.25–6T and if all the informa-
tion required by the form is specified
on the form.

(d) Residence requirement—(1) In gen-
eral. A certificate meets the require-
ments of this paragraph only if it is
provided in connection with the acqui-
sition, qualified rehabilitation, or
qualified home improvement of a resi-
dence, that is—

(i) A single-family residence (as de-
fined in § 1.25–1T(b)(5)) which, at the
time the financing on the residence is
executed or assumed, can reasonably be
expected by the issuer to become (or, in
the case of a qualified home improve-

ment loan, to continue to be) the prin-
cipal residence (as defined in section
1034 and the regulations thereunder) of
the holder of the certificate within a
reasonable time after the financing is
executed or assumed, and

(ii) Located within the jurisdiction of
the governmental unit issuing the cer-
tificate.

See section 103a(d) and the regulations
thereunder for further definitions and
requirements.

(2) Certification procedure. The re-
quirements of this paragraph will be
met if the issuer or its agent obtains
from the holder of the certificate an af-
fidavit stating his intent to use (or, in
the case of a qualified home improve-
ment loan, that he is currently using
and intends to continue to use) the res-
idence as his principal residence within
a reasonable time (e.g., 60 days) after
the mortgage credit certificate is
issued and stating that the holder will
notify the issuer of the mortgage credit
certificate if the residence ceases to be
his principal residence. The affidavit
must also state facts that are suffi-
cient for the issuer or his agent to de-
termine whether the residence is lo-
cated within the jurisdiction of the
issuer that issued the mortgage credit
certificate.

(e) 3-year requirement—(1) In general.
A certificate meets the requirements of
this paragraph only if the holder of the
certificate had no present ownership
interest in a principal residence at any
time during the 3-year period prior to
the date on which the mortgage on the
residence in connection with which the
certificate is provided is executed. For
purposes of the preceding sentence, the
holder’s interest in the residence with
respect to which the certificate is
being provided shall not be taken into
account. See section 103A(e) and the
regulations thereunder for further defi-
nitions and requirements.

(2) Exceptions. Paragraph (e)(1) shall
not apply with respect to—

(i) Any certificate provided with re-
spect to a targeted area residence (as
defined in § 1.25–1T(b)(7)),

(ii) Any qualified home improvement
loan (as defined in § 1.25–1T(b)(3)), and

(iii) Any qualified rehabilitation loan
(as defined in § 1.25–1T(b)(4)).
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(3) Certification procedure. The re-
quirements of paragraph (e)(1) will be
met if the issuer or its agent obtains
from the holder of the certificate an af-
fidavit stating that he had no present
ownership interest in a principal resi-
dence at any time during the 3-year pe-
riod prior to the date of which the cer-
tificate is issued and the issuer or its
agent obtains from the applicant copies
of the applicant’s Federal tax returns
for the preceding 3 years and examines
each statement to determine whether
the applicant has claimed a deduction
for taxes on property which was the ap-
plicant’s principal residence pursuant
to section 164(a)(1) or a deduction pur-
suant to section 163 for interest paid on
a mortgage secured by property which
was the applicant’s principal residence.
Where the mortgage is executed during
the period between January 1 and Feb-
ruary 15 and the applicant has not yet
filed has Federal income tax return
with the Internal Revenue Service, the
issuer may, with respect to such year,
rely on an affidavit of the applicant
that the applicant is not entitled to
claim deductions for taxes or interest
on indebtedness with respect to prop-
erty constituting his principal resi-
dence for the preceding calendar year.
In the alternative, when applicable, the
holder may provide an affidavit stating
that one of the exceptions provided in
paragraph (e)(2) applies.

(4) Special rule. An issuer may submit
a plan to the Commissioner for distrib-
uting certificates, in an amount not to
exceed 10 percent of the proceeds of the
issue, to individuals who do not meet
the requirements of this paragraph.
Such plan must describe a procedure
for ensuring that no more than 10 per-
cent of the proceeds of a such issue will
be used to provide certificates to such
individuals. If the Commissioner ap-
proves the issuer’s plan, certificates
issued in accordance with the terms of
the plan to holders who do not meet
the 3-year requirement do not fail to
satisfy the requirements of this para-
graph.

(f) Purchase price requirement—(1) In
general. A certificate meets the re-
quirements of this paragraph only if
the acquisition cost (as defined in
§ 1.25–1T(b)(8)) of the residence, other
than a targeted area residence, in con-

nection with which the certificate is
provided does not exceed 110 percent of
the average area purchase price (as de-
fined in § 1.25–1T(b)(9)) applicable to
that residence. In the case of a tar-
geted area residence (as defined in
§ 1.251T(b)(7)) the acquisition cost may
not exceed 120 percent of the average
area purchase price applicable to such
residence. See section 1093A(f) and the
regulations thereunder for further defi-
nitions and requirements.

(2) Certification procedure. The re-
quirements of paragraph (f)(1) will be
met if the issuer or its agent obtains
affidavits executed by the seller and
the buyer that state these require-
ments have been met. Such affidavits
must include an itemized list of—

(i) Any payments made by the buyer
(or a related person) or for the benefit
of the buyer,

(ii) If the residence is incomplete, an
estimate of the reasonable cost of com-
pleting the residence, and

(iii) If the residence is purchased sub-
ject to a ground rent, the capitalized
value of the ground rent.
The issuer or his agent must examine
such affidavits and determine whether,
on the basis of information contained
therein, the purchase price require-
ment is met.

(g) New mortgage requirement—(1) In
general. (i) A certificate meets the re-
quirements of this paragraph only if
the certificate is not issued in connec-
tion with the acquisition or replace-
ment of an existing mortgage. Except
in the case of a qualified home im-
provement loan, the certificate must
be issued to an individual who did not
have a mortgage (whether or not paid
off) on the residence with respect to
which the certificate is issued at any
time prior to the execution of the
mortgage.

(ii) Exceptions. For purposes of this
paragraph, a certificate used in connec-
tion with the replacement of—

(A) Construction period loans,
(B) Bridge loans or similar temporary

initial financing, and
(C) In the case of a qualified rehabili-

tation loan, an existing mortgage,
shall not be treated as being used to
acquire or replace an existing mort-
gage. Generally, temporary initial fi-
nancing is any financing which has a

VerDate 23<MAR>99 11:36 Apr 23, 1999 Jkt 183080 PO 00000 Frm 00053 Fmt 8010 Sfmt 8010 Y:\SGML\183080T.XXX pfrm08 PsN: 183080T



58

26 CFR Ch. I (4–1–99 Edition)§ 1.25–3T

term of 24 months or less. See section
103A(j)(1) and the regulations there-
under for examples illustrating the ap-
plication of these requirements.

(2) Certification procedure. The re-
quirements of paragraph (g)(1) will be
met if the issuer or its agent obtains
from the holder of the certificate an af-
fidavit stating that the mortage being
acquired in connection with the certifi-
cate will not be used to acquire or re-
place an existing mortgage (other than
one that falls within the exceptions de-
scribed in paragraph (g)(1)(ii)).

(h) Transfer of mortgage credit certifi-
cates—(1) In general. A certificate meets
the requirements of this paragraph
only if it is (i) not transferable or (ii)
transferable only with the approval of
the issuer.

(2) Transfer procedure. A certificate
that is transferred with the approval of
the issuer is a qualified mortgage cred-
it certificate in the hands of the trans-
feree only if each of the following re-
quirements is met:

(i) The transferee assumed liability
for the remaining balance of the cer-
tified indebtedness amount in connec-
tion with the acquisition of the resi-
dence from the transferor,

(ii) The issuer issues a new certifi-
cate to the transferee, and

(iii) The new certificate meets each
of the requirements of paragraphs (d),
(e), (f), and (i) of this section based on
the facts as they exist at the time of
the transfer as if the mortgage credit
certificate were being issued for the
first time. For example, the purchase
price requirement is to be determined
by reference to the average area pur-
chase price at the time of the assump-
tion and not when the mortgage credit
certificate was originally issued.

(3) Statement on certificate. The re-
quirements of paragraph (h)(1) will be
met if the mortgage credit certificate
states that the certificate may not be
transferred or states that the certifi-
cate may not be transferred unless the
issuer issues a new certificate in place
of the original certificate.

(i) Prohibited mortgages—(1) In general.
A certificate meets the requirements of
this paragraph only if it is issued in
connection with the acquisition of a
residence none of the financing of

which is provided from the proceeds
of—

(i) A qualified mortgage bond (as de-
fined under section 103A(c)(1) and the
regulations thereunder), or

(ii) A qualified veterans’ mortgage
bond (as defined under section
103A(c)(3) and the regulations there-
under).

Thus, for example, if a mortgagor has a
mortgage on his principal residence
that was obtained from the proceeds of
a qualified mortgage bond, a mortgage
credit certificate issued to such mort-
gagor in connection with a qualified
home improvement loan with respect
to such residence is not a qualified
mortgage credit certificate. If, how-
ever, the financing provided from the
proceeds of the qualified mortgage
bond had been paid off in full, the cer-
tificate would be a qualified mortgage
credit certificate (assuming all the re-
quirements of this paragraph are met).

(2) Certification procedure. The re-
quirements of paragraph (i)(1) will be
met if the issuer or its agent obtains
from the holder of the certificate an af-
fidavit stating that no portion of the
financing of the residence in connec-
tion with which the certificate is
issued is provided from the proceeds of
a qualified mortgage bond or a quali-
fied veterans’ mortgage bond.

(j) Particular lenders—(1) In general.
Except as otherwise provided in para-
graph (j)(2), a certificate meets the re-
quirements of this paragraph only if
the certificate is not limited to indebt-
edness incurred from particular lend-
ers. A certificate is limited to indebt-
edness from particular lenders if the
issuer, directly or indirectly, prohibits
the holder of a certificate from obtain-
ing financing from one or more lenders
or requires the holder of a certificate
to obtain financing from one or more
lenders. For purposes of this para-
graph, a lender is any person, including
an issuer of mortgage credit certifi-
cates, that provides financing for the
acquisition, qualified rehabilitation, or
qualified home improvement of a resi-
dence.

(2) Exception. A mortgage credit cer-
tificate that is limited to indebtedness
incurred from particular lenders will
not cease to meet the requirements of
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this paragraph if the Commissioner ap-
proves the basis for such limitation.
The Commissioner may approve the
basis for such limitation if the issuer
establishes to the satisfaction of the
Commissioner that it will result in a
significant economic benefit to the
holders of mortgage credit certificates
(e.g., substantially lower financing
costs) compared to the result without
such limitation.

(3) Taxable bonds. The requirements
of this paragraph do not prevent an
issuer of mortgage credit certificates
from issuing mortgage subsidy bonds
(other than obligations described in
section 103 (a)) the proceeds of which
are to be used to provide mortgages to
holders of mortgage credit certificates
provided that the holders of such cer-
tificates are not required to obtain fi-
nancing from the proceeds of the bond
issue. See § 1.25–4T (h) with respect to
permissible fees.

(4) Lists of participating lenders. The
requirements of this paragraph do not
prohibit an issuer from maintaining a
list of lenders that have stated that
they will make loans to qualified hold-
ers of mortgage credit certificates, pro-
vided that (i) the issuer solicits such
statements in a public notice similar
to the notice described in § 1.25–7T, (ii)
lenders are provided a reasonable pe-
riod of time in which to express their
interest in being included in such a
list, and (iii) holders of mortgage cred-
it certificates are not required to ob-
tain financing from the lenders on the
list. If an issuer maintains such a list,
it must update the list at least annu-
ally.

(5) Certification procedure. The re-
quirements of this paragraph will be
met if (i) the issuer or its agent obtains
from the holder of the certificate an af-
fidavit stating that the certificate was
not limited to indebtedness incurred
from particular lenders or (ii) the
issuer obtains a ruling from the Com-
missioner under paragraph (j)(2).

(6) Examples. The following examples
illustrate the application of this para-
graph:

Example 1. Under its mortgage credit cer-
tificate program, County Z distributes all
the certificates to be issued to a group of 60
participating lenders. Residents of County Z
may obtain mortgage credit certificates only

from the participating lenders and only in
connection with the acquisition of mortgage
financing from that lender or one of the
other participating lenders. Certificates
issued under this program do not meet the
requirements of this paragraph since the cer-
tificates are limited to indebtedness incurred
from particular lenders. The certificates,
therefore, are not qualified mortgage credit
certificates.

Example 2. In connection with its mortgage
credit certificate program, County Y ar-
ranges with Bank P for a line of credit to be
used to provide mortgage financing to hold-
ers of mortgage credit certificates. County
Y, pursuant to paragraph (j)(4), maintains a
list of lenders participating in the mortgage
credit certificate program. County Y distrib-
utes the certificates directly to applicants.
Holders of the certificates are not required
to obtain mortgage financing through the
line of credit or through a lender on the list
of participating lenders. Certificates issued
pursuant to County Y’s program satisfy the
requirements of this paragraph.

(k) Developer certification—(1) In gen-
eral. A mortgage credit certificate that
is allocated by the issuer to any par-
ticular development meets the require-
ments of this paragraph only if the de-
veloper provides a certification to the
purchaser of the residence and the
issuer stating that the purchase price
of that residence is not higher than the
price would be if the issuer had not al-
located mortgage credit certificates to
the development. The certification
must be made by the developer if a nat-
ural person or, if not, by a duly author-
ized official of the developer.

(2) Certification procedure. The re-
quirements of this paragraph will be
met if the issuer or its agent obtains
from the holder of the certificate an af-
fidavit stating that he has received
from the developer the certification de-
scribed in this paragraph.

(l) Expiration—(1) In general. A cer-
tificate meets the requirements of this
paragraph if the certified indebtedness
amount is incurred prior to the close of
the second calender year following the
calendar year for which the issuer
elected not to issue qualified mortgage
bonds under § 1.25–4T with respect to
that issue of mortgage credit certifi-
cates. Thus, for example, if on October
1, 1984, an issuing authority elects
under § 1.25–4T not to issue qualified
mortgage bonds, a mortgage credit cer-
tificate provided under that program
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does not meet the requirements of this
paragraph unless the indebtedness is
incurred on or before December 31, 1986.

(2) Issuer-imposed expiration dates. An
issuer of mortgage credit certificates
may provide that a certificate shall ex-
pire if the holder of the certificate does
not incure certified indebtedness by a
date that is prior to the expiration
date provided in paragraph (l)(1). A cer-
tificate that expires prior to the date
provided in paragraph (l)(1) may be re-
issued provided that the requirements
of this paragraph are met.

(m) Revocation. A certificate meets
the requirements of this paragraph
only if it has not been revoked. Thus,
the credit provided by section 25 and
§ 1.25–1T does not apply to interest paid
or accrued following the revocation of
a certificate. A certificate is treated as
revoked when the residence to which
the certificate relates ceases to be the
holder’s principal residence. An issuer
may revoke a mortgage credit certifi-
cate if the certificate does not meet all
the requirements of § 1.25–3T (d), (e), (f),
(g), (h), (i), (j), (k), and (n). The certifi-
cate is revoked by the issure’s noti-
fying the holder of the certificate and
the Internal Revenue Service that the
certificate is revoked. The notice to
the Internal Revenue Service shall be
made as part of the report requred by
§ 1.25–8T (b)(2).

(n) Interest paid to related person—(1)
In general. A certificate does not meet
the requirements of this paragraph if
interest on the certified indebtedness
amount is paid to a person who is a re-
lated person to the holder of the cer-
tificate.

(2) Certification procedure. The re-
quirements of this paragraph will be
met if the issuer or its agent obtains
from the holder of the certificate an af-
fidavit stating that a related person
does not have, and is not expected to
have, an interest as a creditor in the
certified indebtedness amount.

(o) Fraud. Notwithstanding any other
provision of this section, a mortgage
credit certificate does not meet the re-
quirements of this section and, there-
fore, the certificate is not a qualified
mortgage credit certificate for any cal-
endar year, if the holder of the certifi-
cate provides a certification or any
other information to the lender pro-

viding the mortgage or to the issuer of
the certificate containing a material
misstatement and such misstatement
is due to fraud. In determining whether
any misstatement is due to fraud, the
rules generally applicable to underpay-
ments of tax due to fraud (including
rules relating to the statute of limita-
tions) shall apply. See § 1.6709–1T with
respect to the penalty for filing neg-
ligent or fraudulent statements.

[T.D. 8023, 50 FR 19348, May 8, 1985, as amend-
ed at T.D. 8502, 58 FR 67689, Dec. 22, 1993; T.D.
8692, 61 FR 66215, Dec. 17, 1996]

§ 1.25–4T Qualified mortgage credit
certificate program (Temporary).

(a) In general—(1) Definition of quali-
fied mortgage credit certificate program.
For purposes of §§ 1.25–1T through 1.25–
8T, the term ‘‘qualified mortgage cred-
it certificate program’’ means a pro-
gram to issue qualified mortgage credit
certificates which meets all of the re-
quirements of paragraphs (b) through
(i) of this section.

(2) Requirements are a minimum. Ex-
cept as otherwise provided in this sec-
tion, the requirements of this section
are minimum requirements. Issuers
may establish more stringent criteria
for participation in a qualified mort-
gage credit certificate program. Thus,
for example, an issuer may target 30
percent of the proceeds of an issue of
mortgage credit certificates to tar-
geted areas. Further, issuers may es-
tablish additional eligibility criteria
for participation in a qualified mort-
gage credit certificate program. Thus,
for example, issuers may impose an in-
come limitation designed to ensure
that only those individuals who could
not otherwise purchase a residence will
benefit from the credit.

(3) Except as otherwise provided in
this section and § 1.25–3T, issuers may
use mortgage credit certificates in con-
nection with other Federal, State, and
local programs provided that such use
complies with the requirements of
§ 1.25–3T(j). Thus, for example, a mort-
gage credit certificate may be issued in
connection with the qualified rehabili-
tation of a residence part of the cost of
which will be paid from the proceeds of
a State grant.

(b) Establishment of program. A pro-
gram meets the requirements of this
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paragraph only if it is established by a
State or political subdivision thereof
for any calendar year for which it has
the authority to issue qualified mort-
gage bonds.

(c) Election not to issue qualified mort-
gage bonds—(1) In general. A program
meets the requirements of this para-
graph only if the issuer elects, in the
time and manner specified in this para-
graph, not to issue an amount of quali-
fied mortgage bonds that it may other-
wise issue during the calendar year
under section 103A and the regulations
thereunder.

(2) Manner of making election. On or
before the earlier of the date of dis-
tribution of mortgage credit certifi-
cates under a program or December 31,
1987, the issuer must file an election
not to issue an amount of qualified
mortgage bonds. The election (and the
certification (or affidavit) described in
paragraph (d)) shall be filed with the
Internal Revenue Service Center,
Philadelphia, Pennsylvania 19255. The
election should be titled ‘‘Mortgage
Credit Certificate Election’’ and must
include—

(i) The name, address, and TIN of the
issuer,

(ii) The issuer’s applicable limit, as
defined in section 103A (g) and the reg-
ulations thereunder,

(iii) The aggregate amount of quali-
fied mortgage bonds issued by the
issuing authority during the calendar
year,

(iv) The amount of the issuer’s appli-
cable limit that it has surrendered to
other issuers during the calendar year,

(v) The date and amount of any pre-
vious elections under this paragraph
for the calendar year, and

(vi) The amount of qualfied mortgage
bonds that the issuer elects not to
issue.

(3) Revocation of election. Any election
made under this paragraph may be re-
voked, in whole or in part, at any time
during the calendar year in which the
election was made. The revocation,
however, may not be made with respect
to any part of the nonissued bond
amount that has been used to issue
mortgage credit certificates pursuant
to the election. The revocation shall be
filed with the Internal Revenue Service
Center, Philadelphia, Pennsylvania

19255. The revocation should be titled
‘‘Revocation of Mortgage Credit Cer-
tificate Election’’ and must include—

(i) The name, address, and TIN of the
issuer,

(ii) The nonissued bond amount as
originally elected, and

(iii) The portion of the nonissued
bond amount with respect to which the
election is being revoked.

(4) Special rule. If at the time that an
issuer makes an election under this
paragraph it does not know its applica-
ble limit, the issuer may elect not to
use all of its remaining authority to
issue qualified mortgage bonds; this
form of election will be treated as
meeting the requirements of paragraph
(c)(2) if, prior to the later of the end of
the calendar year and December 31,
1985, the issuer amends its election so
as to indicate the exact amount of
qualified mortgage bond authority that
it elected not to issue.

(5) Limitation on nonissued bond
amount. The amount of qualified mort-
gage bonds which an issuer elects not
to issue may not exceed the issuer’s ap-
plicable limit (as determined under
section 103A (g) and the regulations
thereunder). For example, a govern-
mental unit that, pursuant to section
103A (g)(3), may issue $10 million of
qualified mortgage bonds that elects to
trade in $11 million in qualified mort-
gage bond authority has not met the
requirements of this paragraph, and
mortgage credit certificates issued pur-
suant to such election are not qualified
mortgage credit certificates.

(d) State certification requirement—(1)
In general. A program meets the re-
quirements of this paragraph only if
the State official designated by law (or,
where there is no State official, the
Governor) certifies, based on facts and
circumstances as of the date on which
the certification is requested, following
a request for such certification, that
the issue meets the requirements of
section 103A(g) (relating to volume
limitation) and the regulations there-
under. A copy of the State certification
must be attached to the issuer’s elec-
tion not to issue qualified mortgage
bonds, except that, in the case of elec-
tions made during calendar year 1984,
the certification may be filed with the
Service prior to July 8, 1985 provided
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that mortgage credit certificates may
not be distributed until the certifi-
cation is filed. In the case of any con-
stitutional home rule city, the certifi-
cation shall be made by the chief exec-
utive officer of the city.

(2) Certification procedure. The official
making the certification described in
this paragraph (d) need not perform an
independent investigation to determine
whether the issuer has met the require-
ments of section 103A(g). In deter-
mining the aggregate amount of quali-
fied mortgage bonds previously issued
by that issuer during the calendar year
the official may rely on copies of prior
elections under paragraph (c) of this
section made by the issuer for that
year, together with an affidavit exe-
cuted by an official of the issuer who is
responsible for issuing bonds stating
that the issuer has not, to date, issued
any other issues of qualified mortgage
bonds during the calendar year and
stating the amount, if any, of the
issuer’s applicable limit that it has
surrendered to other issuers during the
calendar year; for any calendar year
prior to 1985, the official may rely on
an affidavit executed by a duly author-
ized official of the issuer who states
the aggregate amount of qualified
mortgage bonds issued by the issuer
during the year. In determining the ag-
gregate amount of qualified mortgage
bonds that the issuer has previously
elected not to issue during that cal-
endar year, the official may rely on
copies of any elections not to issue
qualified mortgage bonds filed by the
issuer for that calendar year, together
with an affidavit executed by an offi-
cial of the issuer responsible for issuing
mortgage credit certificates stating
that the issuer has not, to date, made
any other elections not to issue quali-
fied mortgage bonds. If, based on such
information, the certifying official de-
termines that the issuer has not, as of
the date on which the certification is
provided, exceeded its applicable limit
for the year, the official may certify
that the issue meets the requirements
of section 103A(g). The fact that the
certification described in this para-
graph (d) is provided does not ensure
that the issuer has met the require-
ments of section 103A(g) and the regu-
lations thereunder, nor does it preclude

the application of the penalty for over-
issuance of mortgage credit certifi-
cates if such over-issuance actually oc-
curs. See § 1.25–5T.

(3) Special rule. If within 30 days after
the issuer files a proper request for the
certification described in this para-
graph (d) the issuer has not received
from the State official designated by
law (or, if there is no State official, the
Governor) certification that the issue
meets the requirements of section
103A(g) or, in the alternative, a state-
ment that the issue does not meet such
requirements, the issuer may submit,
in lieu of the certification required by
this paragraph (d), an affidavit exe-
cuted by an officer of the issuer respon-
sible for issuing mortgage credit cer-
tificates stating that—

(i) The issue meets the requirements
of section 103A(g) and the regulations
thereunder,

(ii) At least 30 days before the execu-
tion of the affidavit the issuer filed a
proper request for the certification de-
scribed in this paragraph (d), and

(iii) The State official designated by
law (or, if there is no State official, the
Governor) has not provided the certifi-
cation described in this paragraph (d)
or a statement that the issue does not
meet such requirements.
For purposes of this paragraph, a re-
quest for certification is proper if the
request includes the reports and affida-
vits described in paragraph (d)(2).

(e) Information reporting requirement—
(1) Reports. With respect to mortgage
credit certificates issued after Sep-
tember 30, 1985, a program meets the
requirements of this paragraph only if
the issuer submits a report containing
the information concerning the holders
of certificates issued during the pre-
ceding reporting period required by
this paragraph. The report must be
filed for each reporting period in which
certificates (other than transferred
certificates) are issued under the pro-
gram. The issuer is not responsible for
false information provided by a holder
if the issuer did not know or have rea-
son to know that the information was
false. The report must be filed on the
form prescribed by the Internal Rev-
enue Service. If no form is prescribed,
or if the form prescribed is not readily
available, the issuer may use its own
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form provided that such form is in the
format set forth in this paragraph and
contains the information required by
this paragraph. The report must be ti-
tled ‘‘Mortgage Credit Certificate In-
formation Report’’ and must include
the name, address, and TIN of the
issuer, the reporting period for which
the information is provided, and the
following tables containing informa-
tion concerning the holders of certifi-
cates issued during the reporting pe-
riod for which the report is filed:

(i) A table titled ‘‘Number of Mort-
gage Credit Certificates by Income and
Acquisition Cost’’ showing the number
of mortgage credit certificates issued
(other than those issued in connection
with qualified home improvement and
rehabilitation loans) according to the
annualized gross income of the holders
(categorized in the following intervals
of income:

$0–$9,999;
$10,000–$19,999;
$20,000–$29,999;
$30,000–$39,999;
$40,000–$49,999;
$50,000–$74,999; and
$75,000 or more)

and according to the acquisition cost of
the residences acquired in connection
with the mortgage credit certificates
(categorized in the following intervals
of acquisition cost:

$0–$19,999;
$20,000–$39,999;
$40,000–$59,999;
$60,000–$79,999;
$80,000–$99,999;
$100,000–$119,999;
$120,000–$149,999;
$150,000–$199,999; and
$200,000 or more).

For each interval of income and acqui-
sition cost the table must also be cat-
egorized according to—

(A) The aggregate amount of fees
charged to holders to cover any admin-
istrative costs incurred by the issuer in
issuing mortgage credit certificates,
and

(B) The number of holders that—
(1) Did not have a present ownership

interest in a principal residence at any
time during the 3-year period ending on
the date the mortgage credit certifi-
cate is executed (i.e., satisfied the 3-

year requirement) and purchased resi-
dences in targeted areas,

(2) Satisfied the 3-year requirement
and purchased residences not located in
targeted areas,

(3) Did have a present ownership in-
terest in a principal residence at any
time during the 3-year period ending on
the date the mortgage credit certifi-
cate is executed (i.e., did not satisfy
the 3-year requirement) and purchased
residences in targeted areas, and

(4) Did not satisfy the 3-year require-
ment and purchased residences not lo-
cated in targeted areas.

(ii) A table titled ‘‘Volume of Mort-
gage Credit Certificates by Income and
Acquisition Cost’’ containing data on—

(A) The total of the certified indebt-
edness amounts of the certificates
issued (other than those issued in con-
nection with qualified home improve-
ment and rehabilitation loans);

(B) The sum of the products of the
certified indebtedness amount and the
certificate credit rate for each certifi-
cate (other than those issued in con-
nection with qualified home improve-
ment and rehabilitation loans) accord-
ing to annualized gross income (cat-
egorized in the same intervals of in-
come as the preceding table) and ac-
cording to the acquisition cost of the
residences acquired in connection with
mortgage credit certificates (cat-
egorized in the same intervals of acqui-
sition cost as the preceding table); and

(C) For each interval of income and
acquisition cost, the information de-
scribed in paragraph (e)(1)(ii) (A) and
(B) categorized according to the hold-
ers that—

(1) Satisfied the 3-year requirement
and purchased residences in targeted
areas,

(2) Satisfied the 3-year requirement
and purchased residences not located in
targeted areas,

(3) Did not satisfy the 3-year require-
ment and purchased residences in tar-
geted areas, and

(4) Did not satisfy the 3-year require-
ment and purchased residences not lo-
cated in targeted areas.

(iii) A table titled ‘‘Mortgage Credit
Certificates for Qualified Home Im-
provement and Rehabilitation Loans’’
showing the number of mortgage credit
certificates issued in connection with
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qualified home improvement loans and
qualified rehabilitation loans, the total
of the certified indebtedness amount
with respect to such certificates, and
the sum of the products of the certified
indebtedness amount and the certifi-
cate credit rate for each certificate;
the information contained in the table
must also be categorized according to
whether the residences with respect to
which the certificates were provided
are located in targeted areas.

(2) Format. If no form is prescribed by
the Internal Revenue Service, or if the
prescribed form is not readily avail-
able, the issuer must submit the report
in the format specified in this para-
graph (e)(2). The specified format of the
report is the following:

MORTGAGE CREDIT CERTIFICATE INFORMATION
REPORT

Name of issuer:
Address of issuer:
TIN of issuer:
Reporting period:

NUMBER OF MORTGAGE CREDIT CERTIFICATES
BY INCOME AND ACQUISITION COST

3-year re-
quirement:
Annualized

gross
monthly in-

come of
borrowers

Satisfied Not satisfied

Totals
feesNontar-

geted
area

Tar-
geted
area

Nontar-
geted
area

Tar-
geted
area

$0 to
$9,999.

$10,000 to
$19,999.

NUMBER OF MORTGAGE CREDIT CERTIFICATES
BY INCOME AND ACQUISITION COST—Continued

3-year re-
quirement:
Annualized

gross
monthly in-

come of
borrowers

Satisfied Not satisfied

Totals
feesNontar-

geted
area

Tar-
geted
area

Nontar-
geted
area

Tar-
geted
area

$20,000 to
$29,999.

$30,000 to
$39,999.

$40,000 to
$49,999.

$50,000 to
$74,999.

$75,000 or
more.

Total.

Acquisition
Cost

0 to
$19,999.

$20,000 to
$39,999.

$40,000 to
$59,999.

$60,000 to
$79,999.

$80,000 to
$99,999.

$100,000 to
$119,999.

$120,000 to
$149,999.

$150,000 to
$199,999.

$200,000 or
more.

Total.
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MORTGAGE CREDIT CERTIFICATES FOR QUALI-
FIED HOME IMPROVEMENT AND REHABILITA-
TION LOANS

Nontar-
geted
area

Tar-
geted
area

Totals

Home Improvement Loans

Number of mortgage credit cer-
tificates.

Total of the certified indebted-
ness amounts.

Product of certified indebted-
ness amounts and credit
rates.

Rehabilitation Loans

Number of mortgage credit cer-
tificates.

Total of the certified indebted-
ness amounts.

Product of certified indebted-
ness amounts and credit
rates.

(3) Definitions and special rules. (i) For pur-
poses of this paragraph the term ‘‘annualized
gross income’’ means the borrower’s gross
monthly income multiplied by 12. Gross
monthly income is the sum of monthly gross
pay, any additional income from invest-
ments, pensions, Veterans Administration
(VA) compensation, part-time employment,
bonuses, dividends, interest, current over-
time pay, net rental income, etc., and other
income (such as alimony and child support,
if the borrower chooses to disclose such in-
come). Information with respect to gross
monthly income may be obtained from avail-
able loan documents, e.g., the sum of lines
23D and 23E on the Application for VA or
FmHA Home Loan Guaranty or for HUD/
FHA Insured Mortgage (VA Form 26–1802a,
HUD 92900, Jan. 1982), or the total line from
the Gross Monthly Income section of FHLMC
Residential Loan Application form (FHLMC
65 Rev. 8/78).

(ii) For purposes of this paragraph, the
term ‘‘reporting period’’ means each one
year period beginning July 1 and ending
June 30, except that issuers need not provide
data with respect to the period prior to Octo-
ber 1, 1985.

(iii) For purposes of this paragraph,
verification of information concerning a
holder’s gross monthly income by utilizing
other available information concerning the
holder’s income (e.g., Federal income tax re-
turns) is not required. In determining wheth-
er the holder of a mortgage credit certificate
acquiring a residence in a targeted area sat-
isfies the 3-year requirement, the issuer may
rely on a statement signed by the holder.

(4) Time for filing. The report required by
this paragraph shall be filed not later than
the 15th day of the second calendar month
after the close of the reporting period. The
Commissioner may grant an extension of

time for the filing of a report required by
this paragraph if there is reasonable cause
for the failure to file such report in a timely
fashion. The report may be filed at any time
before such date but must be complete based
on facts and reasonable expectations as of
the date the report is filed. The report need
not be amended to reflect information
learned subsequent to the date of filing, or to
reflect changed circumstances with respect
to any holder.

(5) Place for filing. The report required by
this paragraph is to be filed at the Internal
Revenue Service Center, Philadelphia, Penn-
sylvania 19255.

(f) Policy statement. A program established
pursuant to an election under paragraph (c)
made after 1984 meets the requirements of
this paragraph only if the applicable elected
representative of the governmental unit—

(1) Which is the issuer, or
(2) On whose behalf the certificates were

issued,
has published (after a public hearing fol-
lowing reasonable public notice) a policy
statement described in § 1.103A–2(1) by the
last day of the year preceding the year in
which the election under paragraph (c) is
made, and a copy of such report has been
submitted to the Commissioner on or before
such last day. See § 1.103A–2(1) for further
definitions and requirements.

(g) Targeted areas requirement—(1) In gen-
eral. A program meets the requirements of
this paragraph only if—

(i) The portion of the total proceeds of the
issue specified in paragraph (g)(2) is made
available to provide mortgage credit certifi-
cates in connection with owner financing of
targeted area residents for at least 1 year
after the date on which mortgage credit cer-
tificates are first made available with re-
spect to targeted area residences, and

(ii) The issuer attempts with reasonable
diligence to place such proceeds with quali-
fied persons.

Mortgage credit certificates are considered
first made available with respect to targeted
area residences on the date on which the
issuer first begins to accept applications for
mortgage credit certificates provided under
that issue.

(2) Specified portion. (i) The specified por-
tion of the total proceeds of an issue is the
lesser of—

(A) 20 percent of the total proceeds, or
(B) 8 percent of the average annual aggre-

gate principal amount of mortgages executed
during the immediately preceding 3 calendar
years for single-family, owner-occupied resi-
dences in targeted areas within the jurisdic-
tion of the issuing authority.
For purposes of computing the required por-
tion of the total proceeds specified in para-
graph (g)(2)(i)(B) where such provision is ap-
plicable, an issuer may rely upon the safe-
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harbor formula provided in the regulations
under section 103A(h).

(ii) See § 1.25–1T(b)(10)(ii) for the definition
of ‘‘total proceeds’’.

(h) Fees—(1) In general. A program meets
the requirements of this paragraph only if
each applicant is required to pay, directly or
indirectly, no fee other than those fees per-
mitted under this paragraph.

(2) Permissible fees. Applicants may be re-
quired to pay the following fees provided
that they are reasonable:

(i) Points, origination fees, servicing fees,
and other fees in amounts that are custom-
arily charged with respect to mortgages not
provided in connection with mortgage credit
certificates,

(ii) Application fees, survey fees, credit re-
port fees, insurance fees, or similar settle-
ment or financing costs to the extent such
amounts do not exceed the amounts charged
in the area in cases where mortgages are not
provided in connection with mortgage credit
certificates. For example, amounts charged
for FHA, VA, or similar private mortgage in-
surance on an individual’s mortgage are per-
missible so long as such amounts do not ex-
ceed the amounts charged in the area with
respect to a similar mortgage that is not
provided in connection with a mortgage
credit certificate, and

(iii) Other fees that, taking into account
all the facts and circumstances, are reason-
ably necessary to cover any administrative
costs incurred by the issuer or its agent in
issuing mortgage credit certificates.

(i) Qualified mortgage credit certificate. A
program meets the requirements of this
paragraph only if each mortgage credit cer-
tificate issued under the program meets each
of the requirements of paragraphs (c)
through (o) of § 1.25–3T.

(j) Good faith compliance efforts—(1) Eligi-
bility requirements. (i) A program under which
each of the mortgage credit certificates
issued does not meet each of the require-
ments of paragraphs (c) through (o) of § 1.25–
3T shall be treated as meeting the require-
ments of paragraph (i) of this section if each
of the requirements of this paragraph (j)(1) is
satisfied. A mortgage credit certificate pro-
gram meets the requirements of this para-
graph (j)(1) only if each of the following pro-
visions is met:

(A) The issuer in good faith attempted to
issue mortgage credit certificates only to in-
dividuals meeting each of the requirements
of paragraphs (c) through (o) of § 1.25–3T.
Good faith requires that agreements with
lenders and agents and other relevant instru-
ments contain restrictions that permit the
approval of mortgage credit certificates only
in accordance with the requirements of para-
graphs (c) through (o) of § 1.25–3T. In addi-
tion, the issuer must establish reasonable
procedures to ensure compliance with those
requirements. Reasonable procedures include

reasonable investigations by the issuer to de-
termine whether individuals satisfy the re-
quirements of paragraphs (c) through (o) of
§ 1.25–3T.

(B) 95 percent or more of the total proceeds
of the issue were devoted to individuals with
respect to whom, at the time that the cer-
tificate was issued, all the requirements of
paragraphs (c) through (o) of § 1.25–3T were
met. If a holder of a mortgage credit certifi-
cate fails to meet more than one of these re-
quirements, the amount of the certificate
(i.e., the certificate credit rate multiplied by
the certified indebtedness amount) issued to
that individual will be taken into account
only once in determining whether the 95-per-
cent requirement is met. However, all of the
defects in that individual’s certificate must
be corrected pursuant to paragraph
(j)(1)(i)(C).

(C) Any failure to meet the requirements
of paragraphs (c) through (o) of § 1.25–3T is
corrected within a reasonable period after
that failure is discovered. For example, if an
individual fails to meet one or more of such
requirements those failures can be corrected
by revoking that individual’s certificate.

(ii) Examples. The following examples illus-
trate the application of this paragraph (j)(1):

Example 1. County X only distributes mort-
gage credit certificates to individuals who
have contracted to purchase a principal resi-
dence. County X requires that applicants for
mortgage credit certificates present the fol-
lowing information:

(i) An affidavit stating that the applicant
intends to use the residence in connection
with which the mortgage credit certificate is
issued as his principal residence within a
reasonable time after the certificate is
issued by County X, that the applicant will
notify the County if the residence ceases to
be his principal residence, and facts that are
sufficient for County X to determine whether
the residence is located within the jurisdic-
tion of County X,

(ii) An affidavit stating that the applicant
had no present ownership interest in a prin-
cipal residence at any time during the 3-year
period prior to the date on which the certifi-
cate is issued,

(iii) Copies of the applicant’s Federal tax
returns for the preceding 3 years,

(iv) Affidavits from the seller of the resi-
dence with respect to which the certificate is
issued and the applicant stating the pur-
chase price of the residence, including an
itemized list of (A) payments made by or for
the benefit of the applicant, (B) if the resi-
dence is incomplete, an estimate of the rea-
sonable cost of completing the residence, and
(C) if the residence is subject to a ground
rent, the capitalized value of the ground
rent,

(v) An affidavit executed by the applicant
stating that the mortgage being acquired in
connection with the certificate will not be
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used to acquire or replace an existing mort-
gage,

(vi) An affidavit executed by the applicant
stating that no portion of the financing for
the residence in connection with which the
certificate is issued is provided from the pro-
ceeds of a qualified mortgage bond or quali-
fied veterans’ mortgage bond and that no
portion of the mortgage for the residence is
provided by a person related to the applicant
(as defined in § 1.25–3T(n)),

(vii) An affidavit executed by the applicant
stating that the certificate was not limited
to indebtedness incurred from particular
lenders, and

(viii) In the case of a mortgate credit cer-
tificate allocated for use in connection with
a particular development, and affidavit exe-
cuted by the applicant stating that the ap-
plicant received from the developer a certifi-
cation stating that the price of the residence
with respect to which the certificate was
issued is no higher than it would be without
the use of a mortgage credit certificate.
County X examines the information sub-
mitted by the applicant to determine wheth-
er the requirements of paragraphs (c), (d),
(e), (f), (g), (i), (j), (k), and (n) of § 1.25–3T are
met. County X determines that the certifi-
cate has not expired. The mortgage credit
certificates issued by County X are in the
form prescribed by § 1.25–6T and County X
provides all the required information and
statements. After determining that the ap-
plicant meets all these requirements County
X issues a mortgage credit certificate to the
applicant. This procedure for issuing mort-
gage credit certificates is sufficient evidence
of the good faith of County X to meet the re-
quirements of § 1.25–4T(j)(1)(i)(A).

Example 2. County W distributes prelimi-
nary mortgage credit certificates to individ-
uals who have not entered into contracts to
purchase a principal residence. County W
issues preliminary certificates in the form
prescribed by § 1.25–6T to those applicants
that have submitted statements that they (i)
intend to purchase a single-family residence
located within the jurisdiction of County W
which they will occupy as a principal resi-
dence, (ii) have had no present ownership in-
terest in a principal residence within the
preceding 3-year period, and (iii) will not use
the certificate in connection with the acqui-
sition or replacement of an existing mort-
gage. The certificates contain a maximum
purchase price, the certificate credit rate,
and a statement that the certificate will ex-
pire if the applicant does not enter into a
closing agreement with respect to a loan
within 6 months from the date of prelimi-
nary issuance. Holders of these certificates
may apply for a mortgage loan from any
lender. When the holder of the certificate ap-
plies for a loan the lender requires that he
submit the following:

(i) An affidavit stating that the applicant
intends to use the residence in connection
with which the mortgage credit certificate is
issued as his principal residence within a
reasonable time after the certificate is
issued by County W, that the applicant will
notify the County if the residence ceases to
be his principal residence, and facts that are
sufficient for County W to determine wheth-
er the residence is located within the
jurisdication of County W,

(ii) An affidavit stating that the applicant
had no present ownership interest in a prin-
cipal residence at any time during the 3-year
period prior to the date on which the certifi-
cate is issued,

(iii) Copies of the applicant’s Federal tax
returns for the preceding 3 years,

(iv) Affidavits from the seller of the resi-
dence with respect to which the certificate is
issued and the applicant stating the pur-
chase price of the residence, including an
itemized list of (A) payments made by or for
the benefit of the applicant, (B) if the resi-
dence is incomplete, an estimate of the rea-
sonable cost of completing the residence, and
(C) if the residence is subject to a ground
rent, the capitalized value of the ground
rent,

(v) An affidavit executed by the applicant
stating that the mortgage being acquired in
connection with the certificate will not be
used to acquire or replace an existing mort-
gage,

(vi) An affidavit executed by the applicant
stating that no portion of the financing for
the residence in connection with which the
certificate is issued in provided from the pro-
ceeds of a qualified mortgage bond or quali-
fied veterans’ mortgage bond and that no
portion of the mortgage for the residence is
provided by a person related to the applicant
(as defined in § 1.25–3T(n)),

(vii) An affidavit executed by the applicant
stating that the certificate was not limited
to indebtedness incurred from particular
lenders, and

(viii) In the case of a mortgage credit cer-
tificate allocated for use in connection with
a particular development, an affidavit exe-
cuted by the applicant stating that the ap-
plicant received from the developer a certifi-
cation stating that the price of the residence
with respect to which the certificate was
issued is no higher than it would be without
the use of a mortgage credit certificate.

The lender then submits those affidavits, to-
gether with its statement as to the amount
of the indebtedness incurred, to County W.
After determining that the requirements of
paragraphs (c), (d), (e), (f), (g), (i), (j), (k) and
(n) of § 1.25–3T are met and determining that
the certificate has not expired, County W
completes the mortgage credit certificate.
This procedure for issuing mortgage credit
certificates is sufficient evidence of the good
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faith of County W to meet the requirements
of § 1.25–4T(j)(1)(i)(A).

(2) Program requirements. (i) A mort-
gage credit certificate program which
fails to meet one or more of the re-
quirements of paragraphs (b) through
(h) of this section shall be treated as
meeting such requirements if the re-
quirements of this paragraph (j)(2) are
satisfied. A mortgage credit certificate
program meets the requirements of
this paragraph (j)(2) only if each of the
following provisions is met:

(A) The issuer in good faith at-
tempted to meet all of the require-
ments of paragraphs (b) through (h) of
this section. This good faith require-
ment will be met if all reasonable steps
are taken by the issuer to ensure that
the program complies with these re-
quirements.

(B) Any failure to meet such require-
ments is due to inadvertent error, e.g.,
mathematical error, after taking rea-
sonable steps to comply with such re-
quirements.

(ii) The following example illustrate
the application of this paragraph (j)(2):

Example. City X issues an issue of mort-
gage credit certificates. However, despite
taking all reasonable steps to determine ac-
curately the size of the applicable limit, as
provided in section 103A (g)(3) and the regu-
lations thereunder, the limit is exceeded be-
cause the amount of the mortgages, origi-
nated in the area during the past 3 years is
incorrectly computed as a result of mathe-
matical error. Such facts are sufficient evi-
dence of the good faith of the issuer to meet
the requirements of paragraph (j)(2).

[T.D. 8023, 50 FR 19350, May 8, 1985, as amend-
ed by T.D. 8048, 50 FR 35538, Sept. 3, 1985]

§ 1.25–5T Limitation on aggregate
amount of mortgage credit certifi-
cates (Temporary).

(a) In general. If the aggregate
amount of qualified mortgage credit
certificates (as defined in paragraph
(b)) issued by an issuer under a quali-
fied mortgage credit certificate pro-
gram exceeds 20 percent of the
nonissued bond amount (as defined in
paragraph (c)), the provisions of para-
graph (d) shall apply.

(b) Aggregate amount of mortgage credit
certificates—(1) In general. The aggre-
gate amount of qualified mortgage
credit certificates issued under a quali-
fied mortgage credit certificate pro-

gram is the sum of the products deter-
mined by multiplying—

(i) The certified indebtedness amount
of each qualified mortgage credit cer-
tificate issued under that program, by

(ii) The certificate credit rate with
respect to such certificate.

(2) Examples. The following examples
illustrate the application of this para-
graph (b):

Example 1. For 1986 City Q has a nonissued
bond amount of $100 million. After making a
proper election, Q issues 2,000 qualified mort-
gage credit certificates each with a certifi-
cate credit rate of 20 percent and a certified
indebtedness amount of $50,000. The aggre-
gate amount of qualified mortgage credit
certificates is $20 million (2,000 x (.2 x
$50,000)). Since this amount does not exceed
20 percent of the nonissued bond amount (.2
x $100 million = $20 million), Q has complied
with the limitation on the aggregate amount
of mortgage credit certificates, provided
that it does not issue any additional certifi-
cates.

Example 2. The facts are the same as in ex-
ample (1) except that instead of issuing all
its certificates at the 20 percent rate, Q
issues (i) qualified mortgage credit certifi-
cates with a certificate credit rate of 10 per-
cent and an aggregate principal amount of
$25 million, (ii) qualified mortgage credit
certificates with a certificate credit rate of
40 percent and an aggregate principal
amount of $25 million, and (iii) qualified
mortgage credit certificates with a certifi-
cate credit rate of 30 percent and an aggre-
gate principal amount of $25 million. The ag-
gregate amount of qualified mortgage credit
certificates is $20 million ((10 percent of $25
million) plus (40 percent of $25 million) plus
(30 percent of $25 million)). Q has complied
with the limitation on the aggregate amount
of qualified mortgage credit certificates, pro-
vided that it does not issue any additional
certificates pursuant to the same program.

(c) Nonissued bond amount. The term
‘‘nonissued bond amount’’ means, with
respect to any qualified mortgage cred-
it certificate program, the amount of
qualified mortgage bonds (as defined in
section 103A(c)(1) and the regulations
thereunder) which the issuer is other-
wise authorized to issue and elects not
to issue under section 25(c)(2) and
§ 1.25–4T(b). The amount of qualified
mortgage bonds which an issuing au-
thority is authorized to issue is deter-
mined under section 103A(g) and the
regulations thereunder; such deter-
mination shall take into account any
prior elections by the issuer not to
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issue qualified mortgage bonds, the
amount of any reduction in the State
ceiling under paragraph (d) of this sec-
tion, and the aggregate amount of
qualified mortgage bonds issued by the
issuer prior to its election not to issue
qualified mortgage bonds.

(d) Noncompliance with limitation on
aggregate amount of mortgage credit cer-
tificates—(1) In general. If the provi-
sions of this paragraph apply, the State
ceiling under section 103A(g)(4) and the
regulations thereunder for the calendar
year following the calendar year in
which the Commissioner determines
the correction amount for the State in
which the issuer which exceeded the
limitation on the aggregate amount of
mortgage credit certificates is located
shall be reduced by 1.25 times the cor-
rection amount with respect to such
failure.

(2) Correction amount. (i) The term
‘‘correction amount’’ means an amount
equal to the excess credit amount di-
vided by .20.

(ii) The term ‘‘excess credit amount’’
means the excess of—

(A) The credit amount for any mort-
gage credit certificate program, over

(B) The amount which would have
been the credit amount for such pro-
gram had such program met the re-
quirements of section 25(d)(2) and para-
graph (a) of this section.

(iii) The term ‘‘credit amount’’
means the sum of the products deter-
mined by multiplying—

(A) The certified indebtedness
amount of each qualified mortgage
credit certificate issued under the pro-
gram, by

(B) The certificate credit rate with
respect to such certificate.

(3) Example. The following example il-
lustrates the application of this para-
graph:

Example. For 1987 City R has a nonissued
bond amount of $100 million. City R issues
all of its mortgage credit certificates with a
certificate credit rate of 20 percent. City R
issues certificates with an aggregate cer-
tified indebtedness amount of $120 million.
The aggregate amount of mortgage credit
certificates issued by City R is $24 million,
which exceeds 20 percent of the nonissued
bond amount. The State ceiling for the cal-
endar year following the calendar year in
which the Commissioner determines the cor-
rection amount is reduced by $25 million (the

correction amount multiplied by 1.25). The
correction amount is determined as follows:
The credit amount is $24 million (.2×$120
million); the amount which would have been
the credit amount for the program had it
met the requirements of section 25(d)(2) is
$20 million (.2×$100 million); the excess credit
amount is $4 million ($24 million—$20 mil-
lion); therefore, the correction amount is $20
million ($4 million/.2).

(4) Cross-references. See section
103A(g)(4) and the regulations there-
under with respect to the reduction of
the applicable State ceiling.

[T.D. 8023, 50 FR 19353, May 8, 1985]

§ 1.25–6T Form of qualified mortgage
credit certificate (Temporary).

(a) In general. Qualified mortgage
credit certificates are to be issued on
the form prescribed by the Internal
Revenue Service. If no form is pre-
scribed by the Internal Revenue Serv-
ice, or if the form prescribed by the In-
ternal Revenue Service is not readily
available, the issuer may use its own
form provided that such form contains
the information required by this sec-
tion. Each mortgage credit certificate
must be issued in a form such that
there are at least three copies of the
form. One copy of the certificate shall
be retained by the issuer; one copy
shall be retained by the lender; and one
copy shall be forwarded to the State of-
ficial who issued the certification re-
quired by § 1.25–4T(d), unless that State
official has stated in writing that he
does not want to receive such copies.

(b) Required information. Each quali-
fied mortgage credit certificate must
include the following information:

(1) The name, address, and TIN of the
issuer,

(2) The date of the issuer’s election
not to issue qualified mortgage bonds
pursuant to which the certificate is
being issued,

(3) The number assigned to the cer-
tificate,

(4) The name, address, and TIN of the
holder of the certificate,

(5) The certificate credit rate,
(6) The certified indebtness amount,
(7) The acquisition cost of the resi-

dence being acquired in connection
with the certificate,

(8) The average area purchase price
applicable to the residence,
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(9) Whether the certificate meets the
requirements of § 1.25–3T(d), relating to
residence requirement,

(10) Whether the certificate meets
the requirements of § 1.25–3T(e), relat-
ing to 3-year requirement,

(11) Whether the certificate meets
the requirements of § 1.25–3T(g), relat-
ing to new mortgage requirement,

(12) Whether the certificate meets
the requirements of § 1.25–3T(i), relat-
ing to prohibited mortgages,

(13) Whether the certificate meets
the requirements of § 1.25–3T(j), relat-
ing to particular lenders,

(14) Whether the certificate meets
the requirements of § 1.25–3T(k), relat-
ing to allocations to particular devel-
opments,

(15) Whether the certificate meets
the requirements of § 1.25–3T(n), relat-
ing to interest paid to related persons,

(16) Whether the residence in connec-
tion with which the certificate is
issued is a targeted area residence,

(17) The date on which a closing
agreement is signed with respect to the
certified indebtness amount,

(18) The expiration date of the cer-
tificate,

(19) A statement that the certificate
is not transferable or a statement that
the certificate may be transferred only
if the issuer issues a new certificate,
and

(20) A statement, signed under pen-
alties of perjury by an authorized offi-
cial of the issuer or its agent, that such
person has made the determinations
specified in paragraph (b) (9) through
(16).

[T.D. 8023, 50 FR 19354, May 8, 1985]

§ 1.25–7T Public notice (Temporary).
(a) In general. At least 90 days prior

to the issuance of any mortgage credit
certificate under a qualified mortgage
credit certificate program, the issuer
shall provide reasonable public notice
of—

(1) The eligibility requirements for
such certificate,

(2) The methods by which such cer-
tificates are to be issued, and

(3) The other information required by
this section.

(b) Reasonable public notice—(1) In
general. Reasonable public notice
means published notice which is rea-

sonably designed to inform individuals
who would be eligible to receive mort-
gage credit certificates of the proposed
issuance. Reasonable public notice may
be provided through newspapers of gen-
eral circulation.

(2) Contents of notice. The public no-
tice required by paragraph (a) must in-
clude a brief description of the prin-
cipal residence requirement, 3-year re-
quirement, purchase price require-
ment, and new mortgage requirement.
The notice must also provide a brief de-
scription of the methods by which the
certificates are to be issued and the ad-
dress and telephone number for obtain-
ing further information.

[T.D. 8023, 50 FR 19354, May 8, 1985]

§ 1.25–8T Reporting requirements
(Temporary).

(a) Lender—(1) In general. Each person
who makes a loan that is a certified in-
debtedness amount with respect to any
mortgage credit certificate must file
the report described in paragraph (a)(2)
and must retain on its books and
records the information described in
paragraph (a)(3). The report described
in paragraph (a)(2) is an annual report
and must be filed on or before January
31 of the year following the calendar
year to which the report relates. See
section 6709(c) and the regulations
thereunder for the applicable penalties
with respect to failure to file reports.

(2) Information required. The report
shall be submitted on Form 8329 and
shall contain the information required
therein. A separate Form 8329 shall be
filed for each issue of mortgage credit
certificates with respect to which the
lender made mortgage loans during the
preceding calendar year. Thus, for ex-
ample, if during 1986 Bank M makes
three mortgage loans which are cer-
tified indebtedness amounts with re-
spect to State Z’s January 15, 1986,
issue of mortgage credit certificates,
and two mortgage loans which are cer-
tified indebtedness amounts with re-
spect to State Z’s April 15, 1986, issue of
mortgage credit certificates, and fifty
mortgage loans which are certified in-
debtedness amounts with respect to
County X’s December 31, 1985, issue of
mortgage credit certificates, Bank M
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must file three separate reports for cal-
endar year 1986. The lender must sub-
mit the Form 8329 with the informa-
tion required therein, including—

(i) The name, address, and TIN of the
issuer of the mortgage credit certifi-
cates,

(ii) The date on which the election
not to issue qualified mortgage bonds
with respect to that mortgage credit
certificate was made,

(iii) The name, address, and TIN of
the lender, and

(iv) The sum of the products deter-
mined by multiplying—

(A) The certified indebtedness
amount of each mortgage credit cer-
tificate issued under such program, by

(B) The certificate credit rate with
respect to such certificate.

(3) Recordkeeping requirements. Each
person who makes a loan that is a cer-
tified indebtedness amount with re-
spect to any mortgage credit certifi-
cate must retain the information speci-
fied in this paragraph (a)(3) on its
books and records for 6 years following
the year in which the loan was made.
With respect to each loan the lender
must retain the following information:

(i) The name, address, and TIN of
each holder of a qualified mortgage
credit certificate with respect to which
a loan is made,

(ii) The name, address, and TIN of
the issuer of such certificate, and

(iii) The date the loan for the cer-
tified indebtedness amount is closed,
the certified indebtedness amount, and
the certificate credit rate of such cer-
tificate.

(b) Issuers—(1) In general. Each issuer
of mortgage credit certificates shall
file the report described in paragraph
(b)(2) of this section.

(2) Quarterly reports. (i) Each issuer
which elects to issue mortgage credit
certificates shall file reports on Form
8330. These reports shall be filed on a
quarterly basis, beginning with the
quarter in which the election is made,
and are due on the following dates:
April 30 (for the quarter ending March
31), July 31 (for the quarter ending
June 30), October 31 (for the quarter
ending September 30), and January 31
(for the quarter ending December 31).

For elections made prior to May 8, 1985,
the first report need not be filed until
July 31, 1985. An issuer shall file a sepa-
rate report for each issue of mortgage
credit certificates. In the quarter in
which the last qualified mortgage cred-
it certificate that may be issued under
a program is issued, the issuer must
state that fact on the report to be filed
for that quarter; the issuer is not re-
quired to file any subsequent reports
with respect to that program. See sec-
tion 6709(c) for the penalties with re-
spect to failure to file a report.

(ii) The report shall be submitted on
Form 8330 and shall contain the infor-
mation required therein, including—

(A) The name, address, and TIN of
the issuer of the mortgage credit cer-
tificates,

(B) The date of the issuer’s election
not to issue qualified mortgage bonds
with respect to the mortgage credit
certificate program and the nonissued
bond amount of the program,

(C) The sum of the products deter-
mined by multiplying—

(1) The certified indebtedness amount
of each qualified mortgage credit cer-
tificate issued under that program dur-
ing the calendar quarter, by

(2) The certificate credit rate with re-
spect to such certificate, and

(D) A listing of the name, address,
and TIN of each holder of a qualified
mortgage credit certificate which has
been revoked during the calendar quar-
ter.

(c) Extensions of time for filing reports.
The Commissioner may grant an exten-
sion of time for the filing of a report
required by this section if there is rea-
sonable cause for the failure to file
such report in a timely fashion.

(d) Place for filing. The reports re-
quired by this section are to be filed at
the Internal Revenue Service Center,
Philadelphia, Pennsylvania 19225.

(e) Cross reference. See section 6709
and the regulations thereunder with re-
spect to the penalty for failure to file a
report required by this section.

[T.D. 8023, 50 FR 19354, May 8, 1985]
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§ 1.28–0 Credit for clinical testing ex-
penses for certain drugs for rare
diseases or conditions; table of con-
tents.

In order to facilitate use of § 1.28–1,
this section lists the paragraphs, sub-
paragraphs, and subdivisions contained
in § 1.28–1.

(a) General rule.
(b) Qualified clinical testing expenses.
(1) In general.
(2) Modification of section 41(b).
(3) Exclusion for amounts funded by an-

other person.
(i) In general.
(ii) Clinical testing in which taxpayer re-

tains no rights.
(iii) Clinical testing in which taxpayer re-

tains substantial rights.
(A) In general.
(B) Drug by drug determination.
(iv) Funding for qualified clinical testing

expenses determinable only in subsequent
taxable years.

(4) Special rule governing the application
of section 41(b) beyond its expiration date.

(c) Clinical testing.
(1) In general.
(2) Definition of ‘‘human clinical testing’’.
(3) Definition of ‘‘carried out under’’ sec-

tion 505(i).
(d) Definition and special rules.
(1) Definition of ‘‘rare disease or condi-

tion’’.
(i) In general.
(ii) Cost of developing and making avail-

able the designated drug.
(A) In general.
(B) Exclusion of costs funded by another

person.
(C) Computation of cost.
(D) Allocation of common costs. Costs for

developing and making available the des-
ignated drug for both the disease or condi-
tion for which it is designated and one or
more other diseases or conditions.

(iii) Recovery from sales.
(iv) Recordkeeping requirements.
(2) Tax liability limitation.
(i) Taxable years beginning after December

31, 1986.
(ii) Taxable years beginning before Janu-

ary 1, 1987, and after December 31, 1983.
(iii) Taxable years beginning before Janu-

ary 1, 1984.
(3) Special limitations on foreign testing.
(i) Clinical testing conducted outside the

United States—In general.
(ii) Insufficient testing population in the

United States.
(A) In general.
(B) ‘‘Insufficient testing population’’.
(C) ‘‘Unrelated to the taxpayer’’.
(4) Special limitations for certain corpora-

tions.

(i) Corporations to which section 936 ap-
plies.

(ii) Corporations to which section 934(b) ap-
plies.

(5) Aggregation of expenditures.
(i) Controlled group of corporations: orga-

nizations under common control.
(A) In general.
(B) Definition of controlled group of cor-

porations.
(C) Definition of organization.
(D) Determination of common control.
(ii) Tax accounting periods used.
(A) In general.
(B) Special rule where the timing of clin-

ical testing is manipulated.
(iii) Membership during taxable year in

more than one group.
(iv) Intra-group transactions.
(A) In general.
(B) In-house research expenses.
(C) Contract research expenses.
(D) Lease payments.
(E) Payments for supplies.
(6) Allocations.
(i) Pass-through in the case of an S cor-

poration
(ii) Pass-through in the case of an estate or

a trust.
(iii) Pass-through in the case of a partner-

ship.
(A) In general.
(B) Certain partnership non-business ex-

penditures.
(C) Apportionment.
(iv) Year in which taken into account.
(v) Credit allowed subject to limitation.
(7) Manner of making an election.

[T.D. 8232, 53 FR 38710, Oct. 3, 1988; 53 FR
40879, Oct. 19, 1988]

§ 1.28–1 Credit for clinical testing ex-
penses for certain drugs for rare
diseases or conditions.

(a) General rule. Section 28 provides a
credit against the tax imposed by chap-
ter 1 of the Internal Revenue Code. The
amount of the credit is equal to 50 per-
cent of the qualified clinical testing ex-
penses (as defined in paragraph (b) of
this section) for the taxable year. The
credit applies to qualified clinical test-
ing expenses paid or incurred by the
taxpayer after December 31, 1982, and
before January 1, 1991. The credit may
not exceed the taxpayer’s tax liability
for the taxable year (as determined
under paragraph (d)(2) of this section).

(b) Qualified clinical testing expenses—
(1) In general. Except as otherwise pro-
vided in paragraph (b)(3) of this sec-
tion, the term ‘‘qualified clinical test-
ing expenses’’ means the amounts
which are paid or incurred during the
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taxable year which would constitute
‘‘qualified research expenses’’ within
the meaning of section 41(b) (relating
to the credit for increasing research ac-
tivities) as modified by section
28(b)(1)(B) and paragraph (b)(2) of this
section. For example, amounts paid or
incurred for the acquisition of depre-
ciable property used in the conduct of
clinical testing (as defined in para-
graph (c) of this section) are not quali-
fied clinical testing expenses.

(2) Modification of section 41(b). For
purposes of paragraph (b)(1) of this sec-
tion, section 41(b) is modified by sub-
stituting ‘‘clinical testing’’ for ‘‘quali-
fied research’’ each place it appears in
paragraph (2) of section 41(b) (relating
to in-house research expenses) and
paragraph (3) of section 41(b) (relating
to contract research expenses). In addi-
tion, ‘‘100 percent’’ is substituted for
‘‘65 percent’’ in paragraph (3)(A) of sec-
tion 41(b).

(3) Exclusion for amounts funded by an-
other person—(i) In general. The term
‘‘qualified clinical testing expenses’’
shall not include any amount which
would otherwise constitute qualified
clinical testing expenses, to the extent
such amount is funded by a grant, con-
tract, or otherwise by another person
(or any governmental entity). The de-
termination of the extent to which an
amount is funded shall be made in light
of all the facts and circumstances. For
a special rule regarding funding be-
tween commonly controlled businesses,
see paragraph (d)(5)(iv) of § 1.28–1.

(ii) Clinical testing in which taxpayer
retains no rights. If a taxpayer con-
ducting clinical testing with respect to
the designated drug for another person
retains no substantial rights in the
clinical testing under the agreement
providing for the clinical testing the
taxpayer’s clinical testing expenses are
treated as fully funded for purposes of
section 28(b)(1)(C). Thus, for example, if
the taxpayer incurs clinical testing ex-
penses under an agreement that con-
fers on another person the exclusive
right to exploit the results of the clin-
ical testing, those expenses do not con-
stitute qualified clinical testing ex-
penses because they are fully funded
under this paragraph (b)(3)(ii). Inci-
dental benefits to the taxpayer from
the conduct of the clinical testing (for

example, increased experience in the
field of human clinical testing) do not
constitute substantial rights in the
clinical testing.

(iii) Clinical testing in which taxpayer
retains substantial rights—(A) In general.
If a taxpayer conducting clinical test-
ing with respect to the designated drug
for another person retains substantial
rights in the clinical testing under the
agreement providing for the clinical
testing, the clinical testing expenses
are funded to the extent of the pay-
ments (and fair market value of any
property at the time of transfer) to
which the taxpayer becomes entitled
by conducting the clinical testing. The
taxpayer shall reduce the amount paid
or incurred by the taxpayer for the
clinical testing expenses that would,
but for section 28(b)(1)(C) constitute
qualified clinical testing expenses of
the taxpayer by the amount of the
funding determined under the pre-
ceding sentence. Rights retained in the
clinical testing are not treated as prop-
erty for purposes of this paragraph
(b)(3)(iii)(A). If the property that is
transferred to the taxpayer is to be
consumed in the clinical testing (for
example, supplies), the taxpayer should
exclude the value of that property from
both the payments received and the ex-
penses paid or incurred for the clinical
testing.

(B) Drug by drug determination. The
provisions of this paragraph (b)(3) shall
be applied separately to each des-
ignated drug tested by the taxpayer.

(iv) Funding for qualified clinical test-
ing expenses determinable only in subse-
quent taxable years. If, at the time the
taxpayer files its return for a taxable
year, it is impossible to determine to
what extent some or all of the qualified
clinical testing expenses may be fund-
ed, the taxpayer shall treat the clinical
testing expenses as fully funded for
purposes of that return. When the
amount of funding for qualified clinical
testing expenses is finally determined,
the taxpayer should amend the return
and any interim returns to reflect the
amount of funding for qualified clinical
testing expenses.

(4) Special rule governing the applica-
tion of section 41(b) beyond its expiration
date. For purposes of section 28 and
this section, section 41(b), as amended,
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and the regulations thereunder shall be
deemed to remain in effect after De-
cember 31, 1988.

(c) Clinical testing—(1) In general. The
term ‘‘clinical testing’’ means any
human clinical testing which—

(i) Is carried out under an exemption
under section 505(i) of the Federal
Food, Drug, and Cosmetic Act (21
U.S.C. 355(i)) and the regulations relat-
ing thereto (21 CFR part 312) for the
purpose of testing a drug for a rare dis-
ease or condition as defined in para-
graph (d)(1) of this section,

(ii) Occurs after the date the drug is
designated as a drug for a rare disease
or condition under section 526 of the
Federal Food, Drug, and Cosmetic Act
(21 U.S.C. 360bb),

(iii) Occurs before the date on which
an application for the designated drug
is approved under section 505(b) of the
Federal Food, Drug, and Cosmetic Act
(21 U.S.C. 355(b)) or, if the drug is a bio-
logical product (other than a radio-
active biological product intended for
human use), before the date on which a
license for such drug is issued under
section 351 of the Public Health Serv-
ices Act (42 U.S.C. 262), and

(iv) Is conducted by or on behalf of
the taxpayer to whom the designation
under section 526 of the Federal Food,
Drug, and Cosmetic Act applies.
Human clinical testing shall be taken
into account under this paragraph
(c)(1) only to the extent that the test-
ing relates to the use of a drug for the
rare disease or condition for which the
drug was designated under section 526
of the Federal Food, Drug, and Cos-
metic Act. For purposes of paragraph
(c)(1)(i) of this section the testing
under section 505(i) exemption proce-
dures (21 CFR part 312) of a biological
product (other than a radioactive bio-
logical product intended for human
use) pursuant to 21 CFR § 601.21 is
deemed to be carried out under an ex-
emption under section 505(i) of the Fed-
eral Food, Drug, and Cosmetic Act.

(2) Definition of ‘‘human clinical test-
ing.’’ Testing is considered to be human
clinical testing only to the extent that
it uses human subjects to determine
the effect of the designated drug on hu-
mans and is necessary for the des-
ignated drug either to be approved
under section 505(b) of the Federal

Food, Drug, and Cosmetic Act and the
regulations thereunder (21 CFR part
314), or if the designated drug is a bio-
logical product (other than a radio-
active biological product intended for
human use), to be licensed under sec-
tion 351 of the Public Health Services
Act and the regulations thereunder (21
CFR part 601). For purposes of this
paragraph (c)(2), a human subject is an
individual who is a participant in re-
search, either as a recipient of the drug
or as a control. A subject may be either
a healthy individual or a patient.

(3) Definition of ‘‘carried out under’’
section 505(i). Human clinical testing is
not carried out under section 505(i) of
the Federal Food, Drug, and Cosmetic
Act and the regulations thereunder (21
CFR part 312) unless the primary pur-
pose of the human clinical testing is to
ascertain the data necessary to qualify
the designated drug for sale in the
United States, and not to ascertain
data unrelated or only incidentally re-
lated to that needed to qualify the des-
ignated drug. Whether or not this pri-
mary purpose test is met shall be de-
termined in light of all of the facts and
circumstances.

(d) Definition and special rules—(1)
Definition of ‘‘rare disease or condi-
tion’’—(i) In general. The term ‘‘rare
disease or condition’’ means any dis-
ease or condition which—

(A) Afflicts 200,000 or fewer persons in
the United States, or

(B) Afflicts more than 200,000 persons
in the United States but for which
there is no reasonable expectation that
the cost of developing and making
available in the United States (as de-
fined in section 7701(a)(9)) a drug for
such disease or condition will be recov-
ered from sales in the United States (as
so defined) of such drug.
Determinations under paragraph
(d)(1)(i)(B) of this section with respect
to any drug shall be made on the basis
of the facts and circumstances as of the
date such drug is designated under sec-
tion 526 of the Federal Food, Drug, and
Cosmetic Act. Examples of diseases or
conditions which in 1987 afflicted
200,000 or fewer persons in the United
States are Duchenne dystrophy, one of
the muscular dystrophies; Hunting-
ton’s disease, a hereditary chorea;
myoclonus; Tourette’s syndrome; and
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amyotrophic lateral sclerosis (ALS or
Lou Gehrig’s disease).

(ii) Cost of developing and making
available the designated drug—(A) In
general. Except as otherwise provided
in this paragraph (d)(1)(ii), the tax-
payer’s computation of the cost of de-
veloping and making available in the
United States the designated drug shall
include only the costs that the tax-
payer (or any person whose right to
make sales of the drug is directly or in-
directly derived from the taxpayer,
e.g., a licensee or transferee) has in-
curred or reasonably expects to incur
in developing and making available in
the United States the designated drug
for the disease or condition for which it
is designated. For example, if, prior to
designation under section 526, the tax-
payer incurred costs of $125,000 to test
the drug for the rare disease or condi-
tion for which it is subsequently des-
ignated and incurred $500,000 to test
the same drug for other diseases, and
if, on the date of designation, the tax-
payer expects to incur costs of $1.2 mil-
lion to test the drug for the rare dis-
ease or condition for which it is des-
ignated, the taxpayer shall include in
its cost computation both the $125,000
incurred prior to designation and the
$1.2 million expected to be incurred
after designation to test the drug for
the rare disease or condition for which
it is designated. The taxpayer shall not
include the $500,000 incurred to test the
drug for other diseases.

(B) Exclusion of costs funded by an-
other person. In computing the cost of
developing and making available in the
United States the designated drug, the
taxpayer shall not include any cost in-
curred or expected to be incurred by
the taxpayer to the extent that the
cost is funded or is reasonably expected
to be funded (determined under the
principles of paragraph (b)(3)) by a
grant, contract, or otherwise by an-
other person (or any governmental en-
tity).

(C) Computation of cost. The cost com-
putation shall use only reasonable
costs incurred after the first indication
of an orphan application for the des-
ignated drug. Such costs shall include
the costs of obtaining data needed, and
of meetings to be held, in connection
with a request for FDA assistance

under section 525 of the Federal, Food,
Drug, and Cosmetic Act (21 U.S.C.
360aa) or a request for orphan designa-
tion under section 526 of that Act; costs
of determining patentability of the
drug; costs of screening, animal and
clinical studies; costs associated with
preparation of a Notice of Claimed In-
vestigational Exemption for a New
Drug (IND) and a New Drug Applica-
tion (NDA); costs of possible distribu-
tion of drug under a ‘‘treatment’’ pro-
tocol; costs of development of a dosage
form; manufacturing costs; distribu-
tion costs; promotion costs; costs to
maintain required records and reports;
and costs of the taxpayer in acquiring
the right to market a drug from the
owner of that right prior to designa-
tion. The taxpayer shall also include
general overhead, depreciation costs
and premiums for insurance against li-
ability losses to the extent that the
taxpayer can demonstrate that these
costs are properly allocable to the des-
ignated drug under the established
standards of financial accounting and
reporting of research and development
costs.

(D) Allocation of common costs. Costs
for developing and making available the
designated drug for both the disease or
condition for which it is designated and
one or more other diseases or conditions.
In the case where the costs incurred or
expected to be incurred in developing
and making available the designated
drug for the disease or condition for
which it is designated are also incurred
or expected to be incurred in devel-
oping and making available in the
United States the same drug for one or
more other diseases or conditions
(whether or not they are also des-
ignated or expected to be designated),
the costs shall be allocated between
the cost of developing and making
available the designated drug for the
disease or condition for which the drug
is designated and the cost of developing
and making available the designated
drug for the other diseases or condi-
tions. The amount of the common costs
to be allocated to the cost of devel-
oping and making available the des-
ignated drug for the disease or condi-
tion for which it is designated is deter-
mined by multiplying the common
costs by a fraction the numerator of
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which is the sum of the expected
amount of sales in the United States of
the designated drug for the disease or
condition for which the drug is des-
ignated and the denominator of which
is the total expected amount of sales in
the United States of the designated
drug. For example, if prior to designa-
tion, the taxpayer incurs (among other
costs) costs of $100,000 in testing the
designated drug for its toxic effect on
animals (without reference to any dis-
ease or condition), and if the taxpayer
expects to recover $500,000 from sales in
the United States of the designated
drug for disease X, the disease for
which the drug is designated, and fur-
ther expects to recover another $1.5
million from the sales in the United
States of the designated drug for dis-
ease Y, the taxpayer must allocate a
proportionate amount of the common
costs of $100,000 to the cost of devel-
oping and making available the des-
ignated drug for both disease X and dis-
ease Y. Since the ratio of the expected
amount of sales in the United States of
the designated drug for disease X to
the total of both the expected amount
of sales in the United States of the des-
ignated drug for disease X and the ex-
pected amount of sales in the United
States of the designated drug for dis-
ease Y is $500,000/$2,000,000, 25% of the
common costs of $100,000 (i.e., $25,000) is
allocated to the cost of developing and
making available the designated drug
for disease X.

(iii) Recovery from sales. In deter-
mining whether the taxpayer’s cost de-
scribed in paragraph (d)(1)(ii) of this
section will be recovered from sales in
the United States of the designated
drug for the disease or condition for
which the drug is designated, the tax-
payer shall include anticipated sales by
the taxpayer or any person whose right
to make such sales is directly or indi-
rectly derived from the taxpayer (such
as a licensee or transferee). The antici-
pated sales shall be based upon the size
of the anticipated patient population
for which the designated drug would be
useful, including the following factors:
the degree of effectiveness and safety
of the designated drug, if known: the
projected fraction of the anticipated
patient population expected to be given
the designated drug and to continue to

take it; other available agents and
other types of therapy; the likelihood
that superior agents will become avail-
able within a few years; and the num-
ber of years during which the des-
ignated drug would be exclusively
available, e.g., under a patent.

(iv) Recordkeeping requirements. The
taxpayer shall keep records sufficient
to substantiate the cost and sales esti-
mates made pursuant to this paragraph
(d)(1). The records required by this
paragraph (d)(1)(iv) shall be retained so
long as the contents thereof may be-
come material in the administration of
section 28.

(2) Tax liability limitation—(i) Taxable
years beginning after December 31, 1986.
The credit allowed by section 28 shall
not exceed the excess (if any) of—

(A) The taxpayer’s regular tax liabil-
ity for the taxable year (as defined in
section 26(b)), reduced by the sum of
the credits allowable under—

(1) Section 21 (relating to expenses
for household and dependent care serv-
ices necessary for gainful employ-
ment),

(2) Section 22 (relating to the elderly
and permanently and totally disabled),

(3) Section 23 (relating to residential
energy),

(4) Section 25 (relating to interest on
certain home mortgages), and

(5) Section 27 (relating to taxes on
foreign countries and possessions of the
United States), over

(B) The tentative minimum tax for
the taxable year (as determined under
section 55(b)(1)).

(ii) Taxable years beginning before Jan-
uary 1, 1987, and after December 31, 1983.
The credit allowed by section 28 shall
not exceed the taxpayer’s tax liability
for the taxable year (as defined in sec-
tion 26 (b) prior to its amendment by
the Tax Reform Act of 1986 (Pub. L. 99–
514)), reduced by the sum of the credits
allowable under—

(A) Section 21 (relating to expenses
for household dependent care services
necessary for gainful employment),

(B) Section 22 (relating to the elderly
and permanently and totally disabled),

(C) Section 23 (relating to residential
energy),

(D) Section 24 (relating to contribu-
tions to candidates for public office),
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(E) Section 25 (relating to interest on
certain home mortgages), and

(F) Section 27 (relating to the taxes
on foreign countries and possessions of
the United States).

(iii) Taxable years beginning before
January 1, 1984. The credit allowed by
section 28 shall not exceed the amount
of the tax imposed by chapter 1 of the
Internal Revenue Code for the taxable
year, reduced by the sum of the credits
allowable under the following sections
as designated prior to the enactment of
the Tax Reform Act of 1984 (Pub. Law
98–369):

(A) Section 32 (relating to tax with-
held at source on nonresident aliens
and foreign corporations and on tax-
free convenant bonds),

(B) Sections 33 (relating to taxes of
foreign countries and possessions of the
United States),

(C) Section 37 (relating to the retire-
ment income),

(D) Section 38 (relating to invest-
ment in certain depreciable property),

(E) Section 40 (relating to expenses of
work incentive programs).

(F) Section 41 (relating to contribu-
tions to candidates for public office).

(G) Section 44 (relating to purchase
of new principal residence).

(H) Section 44A (relating to expenses
for household and dependent care serv-
ices necessary for gainful employ-
ment).

(I) Section 44B (relating to employ-
ment of certain new employees).

(J) Section 44C (relating to residen-
tial energy).

(K) Section 44D (relating to pro-
ducing fuel from a nonconventional
source).

(L) Section 44E (relating to alcohol
used as fuel).

(M) Section 44F (relating to increas-
ing research activities), and

(N) Section 44G (relating to employee
stock ownership).
The term ‘‘tax imposed by chapter 1’’
as used in this paragraph (d)(2)(iii) does
not include any tax treated as not im-
posed by chapter 1 of the Internal Rev-
enue Code under the last sentence of
section 53(a).

(3) Special limitations on foreign test-
ing—(i) Clinical testing conducted outside
of the United States—In general. Except
as otherwise provided in this paragraph

(d)(3), expenses paid or incurred with
respect to clinical testing conducted
outside the United States (as defined in
section 7701(a)(9)) are not eligible for
credit under this section. Thus, for ex-
ample, wages paid an employee clinical
investigator for clinical testing con-
ducted in medical facilities in the
United States and Mexico generally
must be apportioned between the clin-
ical testing conducted within the
United States and the clinical testing
conducted outside the United States,
and only the wages apportioned to the
clinical testing conducted within the
United States are qualified clinical
testing expenses.

(ii) Insufficient testing population in
the United States—(A) In general. If clin-
ical testing is conducted outside of the
United States because there is an in-
sufficient testing population in the
United States, and if the clinical test-
ing is conducted by a United States
person (as defined in section 7701(a)(30))
or is conducted by any other person un-
related to the taxpayer to whom the
designation under section 526 of the
Federal Food, Drug, and Cosmetic Act
applies, then the expenses paid or in-
curred for clinical testing conducted
outside of the United States are eligi-
ble for the credit provided by section
28.

(B) ‘‘Insufficient testing population.’’
The testing population in the United
States is insufficient if there are not
within the United States the number of
available and appropriate human sub-
jects needed to produce reliable data
from the clinical investigation.

(C) ‘‘Unrelated to the taxpayer.’’ For
the purpose of determining whether a
person is unrelated to the taxpayer to
whom the designation under section 526
of the Federal Food, Drug, and Cos-
metic Act and the regulations there-
under applies, the rules of section
613A(d)(3) shall apply except that the
number ‘‘5’’ in section 613A(d)(3) (A),
(B), and (C) shall be deleted and the
number ‘‘10’’ inserted in lieu thereof.

(4) Special limitations for certain cor-
porations—(i) Corporations to which sec-
tion 936 applies. Expenses paid or in-
curred for clinical testing conducted
either inside or outside the United
States by a corporation to which sec-
tion 936 (relating to Puerto Rico and
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possessions tax credit) applies are not
eligible for the credit under section 28.

(ii) Corporations to which section 934(b)
applies. For taxable years beginning be-
fore January 1, 1987, expenses paid or
incurred for clinical testing conducted
either inside or outside the United
States by a corporation to which sec-
tion 934(b) (relating to the limitation
on reduction in income tax liability in-
curred to the Virgin Islands), as in ef-
fect prior to its amendment by the Tax
Reform Act of 1986, applies are not eli-
gible for the credit under section 28.
For taxable years beginning after De-
cember 31, 1986, see section 1277(c)(1) of
the Tax Reform Act of 1986 (100 Stat.
2600) which makes the rule set forth in
the preceding sentence inapplicable
with respect to corporations created or
organized in the Virgin Islands only if
(and so long as) an implementing
agreement described in that section is
in effect between the United States and
the Virgin Islands.

(5) Aggregation of expenditures—(i)
Controlled group of corporations; organi-
zations under common control—(A) In
general. In determining the amount of
the credit allowable with respect to an
organization that at the end of its tax-
able year is a member of a controlled
group of corporations or a member of a
group of organizations under common
control, all members of the group are
treated as a single taxpayer and the
credit (if any) allowable to the member
is determined on the basis of its pro-
portionate share of the qualified clin-
ical testing expenses of the aggregated
group.

(B) Definition of controlled group of
corporations. For purposes of this sec-
tion, the term ‘‘controlled group of cor-
porations’’ shall have the meaning
given to the term by section 41(f)(5).

(C) Definition of organization. For pur-
poses of this section, an organization is
a sole proprietorship, a partnership, a
trust, an estate, or a corporation, that
is carrying on a trade or business
(within the meaning of section 162).
For purposes of this section, any cor-
poration that is a member of a com-
monly controlled group shall be
deemed to be carrying on a trade or
business if any other member of that
group is carrying on any trade or busi-
ness.

(D) Determination of common control.
Whether organizations are under com-
mon control shall be determined under
the principles set forth in paragraphs
(b) through (g) of 26 CFR 1.52–1.

(ii) Tax accounting periods used—(A)
In general. The credit allowable to a
member of a controlled group of cor-
porations or a group of organizations
under common control is that mem-
ber’s share of the aggregate credit com-
puted as of the end of such member’s
taxable year.

(B) Special rule where the timing of
clinical testing is manipulated. If the
timing of clinical testing by members
using different tax accounting periods
is manipulated to generate a credit in
excess of the amount that would be al-
lowable if all members of the group
used the same tax accounting period,
the district director may require all
members of the group to calculate the
credit in the current taxable year and
all future years by using the ‘‘con-
formed years’’ method. Each member
computing a credit under the ‘‘con-
formed years’’ method shall compute
the credit as if all members of the
group had the same taxable year as the
computing member.

(iii) Membership during taxable year in
more than one group. An organization
may be a member of only one group for
a taxable year. If, without application
of this paragraph (d)(5)(iii), an organi-
zation would be a member of more than
one group at the end of its taxable
year, the organization shall be treated
as a member of the group in which it
was included for its preceding taxable
year. If the organization was not in-
cluded for its preceding taxable year in
any group in which it could be included
as of the end of its taxable year, the or-
ganization shall designate in its timely
filed return the group in which it is
being included. If the return for a tax-
able year is due before May 1, 1985, the
organization may designate its group
membership through an amended re-
turn for that year filed on or before
April 30, 1985. If the organization does
not so designate, then the district di-
rector with audit jurisdiction of the re-
turn will determine the group in which
the business is to be included.

(iv) Intra-group transactions— (A) In
general. Because all members of a group
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under common control are treated as a
single taxpayer for purposes of deter-
mining the credit, transactions be-
tween members of the group are gen-
erally disregarded.

(B) In-house research expenses. If one
member of a group conducts clinical
testing on behalf of another member,
the member conducting the clinical
testing shall include in its qualified
clinical testing expenses any in-house
research expenses for that work and
shall not treat any amount received or
accrued from the other member as
funding the clinical testing. Con-
versely, the member for whom the clin-
ical testing is conducted shall not treat
any part of any amount paid or in-
curred as a contract research expense.
For purposes of determining whether
the in-house research for that work is
clinical testing, the member per-
forming the clinical testing shall be
treated as carrying on any trade or
business carried on by the member on
whose behalf the clinical testing is per-
formed.

(C) Contract research expenses. If a
member of a group pays or incurs con-
tract research expenses to a person
outside the group in carrying on the
member’s trade or business, that mem-
ber shall include those expenses as
qualified clinical testing expenses.
However, if the expenses are not paid
or incurred in carrying on any trade or
business of that member, those ex-
penses may be taken into account as
contract research expenses by another
member of the group provided that the
other member—

(1) Reimburses the member paying or
incurring the expenses, and

(2) Carries on a trade or business to
which the clinical testing relates.

(D) Lease payments. Amounts paid or
incurred to another member of the
group for the lease of personal property
owned by a person outside the group
shall be taken into account as in-house
research expenses for purposes of sec-
tion 28 only to the extent of the lesser
of—

(1) The amount paid or incurred to
the other member, or

(2) The amount of the lease expense
paid to a person outside the group.

The amount paid or incurred to an-
other member of the group for the

lease of personal property owned by a
member of the group is not taken into
account for purposes of section 28.

(E) Payment for supplies. Amounts
paid or incurred to another member of
the group for supplies shall be taken
into account as in-house research ex-
penses for purposes of section 28 only
to the extent of the lesser of—

(1) The amount paid or incurred to
the other member, or

(2) The amount of the other mem-
ber’s basis in the supplies.

(6) Allocations—(i) Pass-through in the
case of an S corporation. In the case of
an S corporation (as defined in section
1361), the amount of the credit for
qualified clinical testing expenses com-
puted for the corporation for any tax-
able year shall be allocated among the
persons who are shareholders of the
corporation during the taxable year ac-
cording to the provisions of section
1366 and section 1377.

(ii) Pass-through in the case of an es-
tate or a trust. In the case of an estate
or a trust, the amount of the credit for
qualified clinical testing expenses com-
puted for the estate or trust for any
taxable year shall be apportioned be-
tween the estate or trust and the bene-
ficiaries on the basis of the income of
the estate or trust allocable to each.

(iii) Pass-through in the case of a part-
nership—(A) In general. In the case of a
partnership, the credit for qualified
clinical testing expenses computed for
the partnership for any taxable year
shall be apportioned among the persons
who are partners during the taxable
year in accordance with section 704 and
the regulations thereunder.

(B) Certain partnership non-business
expenditures. A partner’s share of an in-
house research expense or contract re-
search expense paid or incurred by a
partnership other than in carrying on a
trade or business of the partnership
constitutes a qualified clinical testing
expense of the partner if—

(1) The partner is entitled to make
independent use of the result of the
clinical testing, and

(2) The clinical testing expense paid
or incurred in carrying on the clinical
testing would have been paid or in-
curred by the partner in carrying on a
trade or business of the partner if the
partner had carried on the clinical
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testing that was in fact carried on by
the partnership.

(C) Apportionment. Qualified clinical
testing expenses to which paragraph
(d)(6)(iii)(B) of this section applies
shall be apportioned among the persons
who are partners during the taxable
year in accordance with section 704 and
the regulations thereunder. For pur-
poses of section 28, these expenses shall
be treated as paid or incurred directly
by the partners rather than by the
partnership. Thus, the partnership
shall disregard these expenses in com-
puting the credit to be apportioned
under paragraph (d)(6)(iii)(A) of this
section, and each partner shall aggre-
gate the portion of these expenses allo-
cated to the partner with other quali-
fied clinical testing expenses of the
partner in making the computations
under section 28.

(iv) Year in which taken into account.
An amount apportioned to a person
under paragraph (d)(6) of this section
shall be taken into account by the per-
son in the taxable year of such person
in which or with which the taxable
year of the corporation, estate, trust,
or partnership (as the case may be)
ends.

(v) Credit allowed subject to limitation.
Any person to whom any amount has
been apportioned under paragraph
(d)(6)(i), (ii), or (iii) of this section is
allowed, subject to the limitation pro-
vided in section 28(d)(2), a credit for
that amount.

(7) Manner of making an election. To
make an election to have section 28
apply for its taxable year, the taxpayer
shall file Form 6765 (Credit for Increas-
ing Research Activities (or for claim-
ing the orphan drugs credit)) con-
taining all the information required by
that form.

[T.D. 8232, 53 FR 38711, Oct. 3, 1988; 53 FR
40879, Oct. 19, 1988; 53 FR 41013, Oct. 19, 1988]

CREDITS AGAINST TAX

CREDITS ALLOWABLE

§ 1.30–1 Definition of qualified electric
vehicle and recapture of credit for
qualified electric vehicle.

(a) Definition of qualified electric vehi-
cle. A qualified electric vehicle is a
motor vehicle that meets the require-

ments of section 30(c). Accordingly, a
qualified electric vehicle does not in-
clude any motor vehicle that has ever
been used (for either personal or busi-
ness use) as a non-electric vehicle.

(b) Recapture of credit for qualified
electric vehicle—(1) In general—(i) Addi-
tion to tax. If a recapture event occurs
with respect to a taxpayer’s qualified
electric vehicle, the taxpayer must add
the recapture amount to the amount of
tax due in the taxable year in which
the recapture event occurs. The recap-
ture amount is not treated as income
tax imposed on the taxpayer by chap-
ter 1 of the Internal Revenue Code for
purposes of computing the alternative
minimum tax or determining the
amount of any other allowable credits
for the taxable year in which the recap-
ture event occurs.

(ii) Reduction of carryover. If a recap-
ture event occurs with respect to a tax-
payer’s qualified electric vehicle, and if
a portion of the section 30 credit for
the cost of that vehicle was disallowed
under section 30(b)(3)(B) and con-
sequently added to the taxpayer’s min-
imum tax credit pursuant to section
53(d)(1)(B)(iii), the taxpayer must re-
duce its minimum tax credit carryover
by an amount equal to the portion of
any minimum tax credit carryover at-
tributable to the disallowed section 30
credit, multiplied by the recapture per-
centage for the taxable year of recap-
ture. Similarly, the taxpayer must re-
duce any other credit carryover
amounts (such as under section 469) by
the portion of the carryover attrib-
utable to section 30, multiplied by the
recapture percentage.

(2) Recapture event—(i) In general. A
recapture event occurs if, within 3 full
years from the date a qualified electric
vehicle is placed in service, the vehicle
ceases to be a qualified electric vehicle.
A vehicle ceases to be a qualified elec-
tric vehicle if—

(A) The vehicle is modified so that it
is no longer primarily powered by elec-
tricity;

(B) The vehicle is used in a manner
described in section 50(b); or

(C) The taxpayer receiving the credit
under section 30 sells or disposes of the
vehicle and knows or has reason to
know that the vehicle will be used in a
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