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sells for $75,000 section 126 property with an 
adjusted basis of $52,500 for a realized gain of 
$22,500. The excludable portion under section 
126 was $18,000. A received the section 126 
payment on January 5, 1990. No gain is recog-
nized as ordinary gain under sections 1231 
through 1254. Because the applicable percent-
age, 100 percent, of the aggregate of the sec-
tion 126 improvements ($18,000), $18,000, is 
lower than the gain realized, $22,500, the 
amount of gain recognized as ordinary in-
come under section 1255(a)(1) is $18,000. The 
remaining $4,500 of the gain may be treated 
as gain from the sale or exchange of property 
described in section 1231. 

§ 16A.1255–2 Special rules. 
(a) Exception for gifts—(1) General rule. 

In general, no gain shall be recognized 
under section 1255(a)(1) upon a disposi-
tion of section 126 property by gift. For 
purposes of section 1255 and this para-
graph, the term ‘‘gift’’ shall have the 
same meaning as in § 1.1245–4(a) and, 
with respect to the application of this 
paragraph, principles illustrated by the 
examples of § 1.1245–4(a)(2) shall apply. 

(2) Disposition in part a sale or ex-
change and in part a gift. Where a dis-
position of section 126 property is in 
part a sale or exchange and in part a 
gift, the amount of gain which shall be 
recognized as ordinary income under 
section 1255(a)(1) shall be computed 
under § 16A.1255–1(a)(1), applied by 
treating the gain realized (for purposes 
of § 16A.1255–1(a)(1)(ii)), as the excess of 
the amount realized over the adjusted 
basis of the section 126 property. 

(3) Treatment of section 126 property in 
hands of transferee. See paragraph (d) of 
this section for treatment of the trans-
feree in the case of a disposition to 
which this paragraph applies. 

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

Example (1). On March 2, 1986, A makes a 
gift to B of a parcel of land having an ad-
justed basis of $40,000 and fair market value 
of $65,000. On the date of that gift, the aggre-
gate of excludable portions under section 126 
was $24,000. The section 126 payments were 
all received on January 15, 1981. Upon mak-
ing the gift, A recognizes no gain under sec-
tion 1255(a)(1). See paragraph (a)(1) of this 
section. For treatment of the property in the 
hands of B, see example (1) of paragraph 
(d)(3) of this section. 

Example (2). (i) Assume the same facts as in 
example (1), except that A transfers the land 
to B for $50,000. Assume further that no gain 

is recognized as ordinary income under any 
other provision of Chapter I, Subchapter P, 
Part IV of the Code. Thus, the gain realized 
is $10,000 (amount realized, $50,000, minus ad-
justed basis, $40,000), and A has made a gift 
of $15,000 (fair market value, $65,000, minus 
amount realized, $50,000). 

(ii) Upon the transfer of the land to B, A 
recognizes $10,000 as ordinary income under 
section 1255(a)(1), computed under paragraph 
(a)(2) of this section as follows: 
(1) Aggregate of excludable portions under 

section 126 ..................................................... $24,000 
(2) Multiply: Applicable percentage for land dis-

posed if within sixth year after section 126 
payments were received ................................ 100 

(3) Amount in § 16A.1255–1(a)(1)(i) .................. $24,000 

(4) Gain realized (see (i) of this example) ........ 10,000 
(5) Amount in § 16A.1255–1(a)(1)(ii) applied in 

accordance with paragraph (a)(2) of this sec-
tion .................................................................. 10,000 

(6) Lower of line (3) or line (5) .......................... 10,000 

Thus, the entire gain realized on the trans-
fer, $10,000, is recognized as ordinary income. 

For treatment of the farm land in the 
hands of B, see example (2) of paragraph 
(d)(3) of this section. 

(b) Exception for transfer at death—(1) 
In general. Except as provided in sec-
tion 691 (relating to income in respect 
of a decedent), no gain shall be recog-
nized under section 1255(a)(1) upon a 
transfer at death. For purposes of sec-
tion 1255 and this paragraph, the term 
‘‘transfer at death’’ shall have the 
same meaning as in § 1.1245–4(b) and, 
with respect to the application of this 
paragraph, principles illustrated by the 
examples of § 1.1245–4(b)(2) shall apply. 

(2) Treatment of section 126 property in 
hands of transferee. If, as of the date a 
person acquires section 126 property 
from a decedent, the person’s basis is 
determined by reason of the applica-
tion of section 1014(a), solely by ref-
erence to the fair market value of the 
property on the date of the decedent’s 
death, or on the applicable date pro-
vided in section 2032 (relating to alter-
native valuation date), then on that 
date the aggregate of excludable por-
tions under section 126 in the hands of 
such transferee is zero. 

(c) Limitation for certain tax-free trans-
actions—(1) Limitation on amount of 
gain. Upon a transfer of section 126 
property described in paragraph (c)(2) 
of this section, the amount of gain rec-
ognized as ordinary income under sec-
tion 1255(a)(1) shall not exceed an 
amount equal to the excess (if any) of 
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(i) the amount of gain recognized to 
the transferor on the transfer (deter-
mined without regard to section 1255) 
over (ii) the amount (if any) of gain 
recognized as ordinary income under 
the other provisions of Chapter I, Sub-
chapter P, Part IV of the Code. For 
purposes of paragraph (c)(1) of this sec-
tion, the principles of § 1.1245–4(c)(1) 
shall apply. Thus, in the case of a 
transfer of section 126 property and 
other property in one transaction, the 
amount realized from the disposition of 
the section 126 property (as determined 
in a manner consistent with the prin-
ciples of § 1.1245–1(a)(5)) shall consist of 
that portion of the fair market value of 
each property acquired which bears the 
same ratio to the fair market value of 
the acquired property as the amount 
realized from the disposition of the sec-
tion 126 property bears to the total 
amount realized. The preceding sen-
tence shall be applied solely for pur-
poses of computing the portion of the 
total gain (determined without regard 
to section 1255) which is eligible to be 
recognized as ordinary income under 
section 1255(a)(1). The provisions of this 
paragraph do not apply to a disposition 
of property to an organization (other 
than a cooperative described in section 
521) which is exempt from the tax im-
posed by Chapter I of the Code. 

(2) Transfers covered. The transfers re-
ferred to in paragraph (c)(1) of this sec-
tion are transfers of section 126 prop-
erty in which the basis of the property 
in the hands of the transferee is deter-
mined by reference to its basis in the 
hands of the transferor by reason of the 
application of any of the following pro-
visions: 

(i) Section 332 (relating to distribu-
tions in complete liquidation of an 80- 
percent-or-more controlled subsidiary 
corporation). For application of para-
graph (c)(1) of this section to such a 
complete liquidation, the principles of 
§ 1.1245–4(c)(3) shall apply. Thus, for ex-
ample, the provisions of paragraph 
(c)(1) of this section do not apply to a 
liquidating distribution of section 126 
property by an 80-percent-or-more con-
trolled subsidiary to its parent if the 
parent’s basis for the property is deter-
mined, under section 334(b)(2), by ref-
erence to its basis for the stock of the 
subsidiary. 

(ii) Section 351 (relating to transfer 
to a corporation controlled by the 
transferor). 

(iii) Section 361 (relating to ex-
changes pursuant to certain corporate 
reorganizations). 

(iv) Section 371(a) (relating to ex-
changes pursuant to certain receiver-
ship and bankruptcy proceedings). 

(v) Section 374(a) (relating to ex-
changes pursuant to certain railroad 
reorganizations). 

(vi) Section 721 (relating to transfers 
to a partnership in exchange for a part-
nership interest). See paragraph (e) of 
this section. 

(vii) Section 731 (relating to distribu-
tions by a partnership to a partner). 
For special carryover of basis rule, see 
paragraph (e) of this section. 

(viii) Section 1031 (relating to like 
kind exchanges). 

(ix) Section 1034 (relating to rollover 
of gain on the sale of a principal resi-
dence). 

(3) Treatment of section 126 property in 
the hands of transferee. See paragraph 
(d) of this section for treatment of the 
transferee in the case of a disposition 
to which this paragraph applies. 

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

Example (1). On January 4, 1986, A holds a 
parcel of property that is section 126 prop-
erty having an adjusted basis of $15,000 and a 
fair market value of $40,000. On that date he 
transfers the parcel to corporation M in ex-
change for stock in the corporation worth 
$40,000 in a transaction qualifying under sec-
tion 351. On the date of the transfer, the ag-
gregate of excludable portions under section 
126 with respect to the transferred property 
is $18,000 and all of such amount was received 
on March 25, 1981. With regard to section 
1255, A would recognize no gain under section 
351 upon the transfer and M’s basis for the 
land would be determined under section 
362(a) by reference to its basis in the hands 
of A. Thus, as a result of the disposition, no 
gain is recognized as ordinary income under 
section 1255 by A since the amount of gain 
recognized under that section is limited to 
the amount of gain which is recognized 
under section 351 (determined without regard 
to section 1255). See paragraph (c)(1) of this 
section. For treatment of the section 126 
property in the hands of B, see paragraph 
(d)(1) of this section. 

Example (2). Assume the same facts in ex-
ample (1), except that A transferred the 
property to M for stock in the corporation 
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worth $32,000 and $8,000 cash. The gain real-
ized is $25,000 (amount realized, $40,000, 
minus adjusted basis, $15,000). Without re-
gard to section 1255, A would recognize $8,000 
of gain under section 351(b). Assume further 
that no gain is recognized as ordinary in-
come under the other provisions of Chapter 
I, Subchapter P, Part IV of the Code. There-
fore, since the applicable percentage, 100 per-
cent of the aggregate excludable portions 
under section 126, $18,000, is lower than the 
gain realized, $25,000, the amount of gain to 
be recognized as ordinary income under sec-
tion 1255(a)(1) would be $18,000 if the provi-
sions of paragraph (c)(1) of this section do 
not apply. Since under section 351(b) gain in 
the amount of $8,000 would be recognized to 
the transferor without regard to section 1255, 
the limitation provided in paragraph (c)(1) of 
this section limits the gain taken into ac-
count by A under section 1255(a)(1) to $8,000. 

Example (3). Assume the same facts as in 
example (2), except that $5,000 of gain is rec-
ognized as ordinary income under section 
1251(c)(1). The amount of gain recognized as 
ordinary income under section 1255(a)(1) is 
$3,000 computed as follows: 
(1) Amount of gain under section 1255(a)(1) (de-

termined without regard to paragraph (c)(1) of 
this section): 

(a) Aggregate of excludable portions under 
section 126 .................................................. $18,000 

(b) Multiply: Applicable percentage for prop-
erty disposed of within the fifth year after 
section 126 payments were received (per-
cent) ............................................................ 100 

(c) Amount in § 16A.1255–1(a)(1)(i) .............. $18,000 

(d) Gain realized (amount realized $40,000 
less adjusted basis, $15,000) ..................... $25,000 

(e) Lower of line (c) or line (d) ...................... $18,000 

(2) Limitation in paragraph (c)(1) of this section: 
(a) Gain recognized (determined without re-

gard to section 1255) .................................. $8,000 
(b) Minus: Gain recognized as ordinary in-

come under section 1251(c)(1) ................... $5,000 

(c) Difference ................................................. $3,000 
(3) Lower of line (1)(e) or line (2)(c) ..................... $3,000 

Thus, the entire gain recognized under sec-
tion 351(b) (determined without regard to 
sections 1251 and 1255), $8,000, is recognized as 
ordinary income since that amount is equal 
to the sum of the gain recognized as ordinary 
income under section 1251(c)(1), $5,000, and 
under section 1255(a)(1), $3,000. 

(d) Treatment of section 126 property re-
ceived by a transferee in a disposition by 
gift and certain tax-free transactions—(1) 
General rule. If section 126 property is 
disposed of in a transaction which is ei-
ther a gift to which paragraph (a)(1) of 
this section applies, or a completely 
tax-free transfer to which paragraph 
(c)(1) of this section applies, then for 
purposes of section 1255— 

(i) The aggregate of the excludable 
portions under section 126 in respect of 
the land in the hands of the transferee 
immediately after the disposition shall 
be an amount equal to the amount of 
such aggregate in the hands of the 
transferor immediately before the dis-
position, and 

(ii) For purposes of applying section 
1255 upon a subsequent disposition by 
the transferee (including a computa-
tion of the applicable percentage), the 
dates of receipt of section 126 payments 
shall not be affected by the disposi-
tions. 

(2) Certain partially tax-free transfers. 
If section 126 property is disposed of in 
a transaction which either is in part a 
sale or exchange and in part a gift to 
which paragraph (a)(2) of this section 
applies, or is a partially tax-free trans-
fer to which paragraph (c)(1) of this 
section applies, then for purposes of 
section 1255 the amount determined 
under paragraph (d)(1) of this section 
shall be reduced by the amount of gain 
taken into account under section 1255 
by the transferor upon the disposition. 
Upon a subsequent disposition by the 
transferee, the dates of receipt of sec-
tion 126 payments remain the same in 
the hands of the transferee as they 
were in the hands of the transferor. 
With respect to the 175 and 182 deduc-
tions taken by the transferee, the hold-
ing period shall not include the holding 
period of the transferor. 

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

Example (1). Assume the same facts as in 
example (1) of paragraph (a)(4) of this sec-
tion. Therefore, on the date B receives the 
land in the gift transaction, under paragraph 
(d)(1) of this section the aggregate of exclud-
able portions under section 126 in respect of 
the land in the hands of B is the amount in 
the hands of A, $24,000, and for purposes of 
applying section 1255 upon a subsequent dis-
position by B (including a computation of 
the applicable percentage) the date the sec-
tion 126 payments were received is the same 
as it was when the property was in A’s hands 
(January 15, 1981). 

Example (2). Assume the same facts as in 
example (2) of paragraph (a)(4) of this sec-
tion. Under paragraph (d)(2) of this section, 
the aggregate of excludable portions under 
section 126 which pass over to B for purposes 
of section 1255 is $14,000 ($24,000 excluded 
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under section 126 minus $10,000 gain recog-
nized under section 1255(d)(1) in accordance 
with example (2) of paragraph (a)(4) of this 
section). The date the section 126 payments 
were received is the same as when the prop-
erty was in B’s hands (January 15, 1981). 

(e) Disposition of section 126 property 
not specifically covered. If section 126 
property is disposed of in a transaction 
not specifically covered under 
§ 16A.1255–1, and this section, then the 
principles of section 1245 shall apply. 

PART 17—TEMPORARY INCOME 
TAX REGULATIONS UNDER 26 
U.S.C. 103(c) 

AUTHORITY: Sec. 7805 of the Internal Rev-
enue Code of 1954; 68A Stat. 917 (26 U.S.C. 
7805). 

§ 17.1 Industrial development bonds 
used to provide solid waste disposal 
facilities; temporary rules. 

(a) In general. Section 103(c)(4)(E) 
provides that section 103(c)(1) shall not 
apply to obligations issued by a State 
or local governmental unit which are 
part of an issue substantially all the 
proceeds of which are used to provide 
solid waste disposal facilities. Section 
1.103–8(f) of this chapter provides gen-
eral rules with respect to such facili-
ties and defines such facilities. In the 
case of property which has both a solid 
waste disposal function and a function 
other than the disposal of solid waste, 
only the portion of the cost of the 
property allocable to the function of 
solid waste disposal (as determined 
under paragraph (b) of this section) is 
taken into account as an expenditure 
to provide solid waste disposal facili-
ties. A facility which otherwise quali-
fies as a solid waste disposal facility 
will not be treated as having a function 
other than solid waste disposal merely 
because material or heat which has 
utility or value is recovered or results 
from the disposal process. Where mate-
rials or heat are recovered, the waste 
disposal function includes the proc-
essing of such materials or heat which 
occurs in order to put them into the 
form in which the materials or heat are 
in fact sold or used, but does not in-
clude further processing which con-
verts the materials or heat into other 
products. 

(b) Allocation. The portion of the cost 
of property allocable to solid waste dis-
posal is determined by allocating the 
cost of such property between the prop-
erty’s solid waste disposal function and 
any other functions by any method 
which, with reference to all the facts 
and circumstances with respect to such 
property, reasonably reflects a separa-
tion of costs for each function of the 
property. 

(c) Example. The principles of this 
paragraph may be illustrated by the 
following example: 

Example. Company A intends to construct a 
new facility to process solid waste which 
City X will deliver to the facility. City X will 
pay a disposal fee for each ton of solid waste 
that City X dumps at the facility. The waste 
will be processed by A in a manner which 
separates metals, glass, and similar mate-
rials. As separated, some of such items are 
commercially saleable; but A does not intend 
to sell the metals and glass until the metals 
are further separated, sorted, sized, and 
cleaned and the glass is pulverized. The met-
als and pulverized glass will then be sold to 
commercial users. The waste disposal func-
tion includes such processing of the metals 
and glass, but no further processing is in-
cluded. 

The remaining waste will be burned 
in an incinerator. Gases generated by 
the incinerator will be cleaned by use 
of an electrostatic precipitator. To re-
duce the size and cost of the electro-
static precipitator, the incinerator ex-
haust gases will be cooled and reduced 
in volume by means of a heat exchange 
process using boilers. The precipitator 
is functionally related and subordinate 
to disposal of the waste residue and is 
therefore property used in solid waste 
disposal. The heat can be used by A to 
produce steam. Company B operates an 
adjacent electric generating facility 
and B can use steam to power its tur-
bine-generator. B needs steam with 
certain physical characteristics and as 
a result A’s boilers, heat exchanger and 
related equipment are somewhat more 
costly than might be required to 
produce steam for some other uses. The 
disposal function includes the equip-
ment actually used to put the heat into 
the form in which it is sold. 

Company A intends to construct 
pipes to carry the steam from A’s boil-
er to B’s facility. When converted to 
such steam the heat is in the form in 
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