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1978, B began to use the structure for grow-
ing tomatoes. Because of the success of the 
venture, in January 1979, B began to use the 
entire structure for growing tomatoes. In 
February 1980, B set up a small counter with 
a cash register at one end of the structure so 
that workers could sell tomatoes to cus-
tomers at the greenhouse. Until February 
1980, the structure would qualify for the 
credit under this section. The change in use 
from growing flowers to growing tomatoes 
will not affect the eligibility of the struc-
ture. Once the cash register is installed, 
however, the structure fails to meet both the 
exclusive use test of paragraph (e)(1) of this 
section and the work space rule of paragraph 
(f) of this section since a single purpose 
structure may not be used for marketing ac-
tivities. 

Example 3. C purchases a prefabricated 
structure and makes modifications so that 
the structure will meet C’s requirements. C 
adds gates and constructs a partition which 
divides the structure into two parts. One 
part of the structure constitutes less than 
one-third of the total usable volume of the 
structure and is used to house feeder cattle 
while they are fed with hay. This part of the 
structure has a sloping concrete floor. The 
other part of the structure constitutes more 
than two-thirds of the total usable volume of 
the structure and is used to store the hay 
used to feed the cattle. This structure will 
not qualify for the credit since it fails the re-
quired equipment test. The structure does 
not contain equipment which is an integral 
part of the structure. This structure also 
fails the ‘‘specifically designed and con-
structed’’ test of paragraph (d) of this sec-
tion since it would be economic to use the 
structure for purposes other than housing, 
raising, and feeding cattle (such as a general 
purpose barn, for example). Finally, the 
structure fails the incidental use test of 
paragraph (e) of this section because the 
storage function is presumptively not subor-
dinate to the qualifying purpose since more 
than two-thirds of the structure’s total usa-
ble volume is devoted to storage and none of 
the facts will serve to rebut the presump-
tion. 

(Secs. 7805 (68A Stat. 917, 26 U.S.C. 7805) and 
38 (b) (76 Stat. 926, 26 U.S.C. 38)) 

[T.D. 7900, 48 FR 32768, July 19, 1983; 48 FR 
36448, Aug. 11, 1983] 

§ 1.48–11 Qualified rehabilitated build-
ing; expenditures incurred before 
January 1, 1982. 

(a) In general. Under section 
48(a)(1)(E), that portion of the basis of 
a qualified rehabilitated building 
which is attributable to qualified reha-
bilitation expenditures qualifies as sec-
tion 38 property. In general, property 

which is treated as section 38 property 
by reason of section 48(a)(1)(E) is treat-
ed as new section 38 property and 
therefore is not subject to the used 
property limitation. See § 1.48–2(d). 
Section 48(g)(1) and paragraph (b) of 
this section define the term ‘‘qualified 
rehabilitated building’’. Section 
48(g)(2) and paragraph (c) of this sec-
tion define the term ‘‘qualified reha-
bilitation expenditure’’. Paragraph (d) 
of this section provides guidance for 
coordination of these provisions with 
other sections of the Code. 

(b) Definition of qualified rehabilitated 
building—(1) In general. The term 
‘‘qualified rehabilitated building’’ 
means any building and its structural 
components— 

(i) Which has been rehabilitated 
(within the meaning of paragraph (b)(3) 
of this section), 

(ii) Which was placed in service 
(within the meaning of § 1.46–3(d)) by 
any person at any time before the be-
ginning of the rehabilitation, 

(iii) 75 percent or more of the exist-
ing external walls of which are re-
tained in place as external walls (with-
in the meaning of paragraph (b)(4) of 
this section) in the rehabilitation proc-
ess, and 

(iv) Which meets the twenty-year re-
quirement in paragraph (b)(2) of this 
section. 
In addition, a major portion of a build-
ing may be treated as a separate build-
ing for purposes of this paragraph if 
the requirements of paragraph (b)(5) of 
this section are met. 

(2) Twenty-year requirement—(i) In 
general. A building is considered a 
qualified rehabilitated building only if 
a period of at least 20 years has elapsed 
between the date physical work on the 
rehabilitation of the building began, 
and the later of— 

(A) The date the building was first 
placed in service (see § 1.46–3(d)) by any 
person as a building, or 

(B) The date the building was placed 
in service by any taxpayer in connec-
tion with a prior rehabilitation with 
respect to which a credit was allowed 
by reason of section 48(a)(1)(E). 

(ii) Vacant periods. The 20-year period 
includes periods during which a build-
ing was vacant or devoted to a personal 
use and is computed without regard to 
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the number of owners or the identity of 
owners during the period. 

(iii) Physical work on a rehabilitation. 
For purposes of this section, ‘‘physical 
work on a rehabilitation’’ begins when 
actual construction begins. The term 
‘‘physical work on a rehabilitation’’ 
does not include preliminary activities 
such as planning, designing, securing 
financing, exploring, researching, de-
veloping plans and specifications, or 
stabilizing a building to prevent dete-
rioration (e.g., placing boards over bro-
ken windows). 

(iv) Special rule. If a part of a building 
meets the twenty-years requirement in 
subdivision (i) of this subparagraph and 
a part (for example, an addition) does 
not, a rehabilitation of that part that 
meets the requirement may qualify for 
a credit only if that part constitutes a 
major portion (as defined in paragraph 
(b)(5) of this section) of the building. 

(3) Rehabilitation—(i) In general. For 
purposes of this paragraph, rehabilita-
tion includes renovation, restoration, 
or reconstruction. However, the term 
‘‘rehabilitation’’ does not include en-
largement (within the meaning of para-
graph (c)(7)(ii) of this section), new 
construction, or the completion of new 
construction after a building has been 
placed in service. For purposes of this 
paragraph (b)(3), whether expenditures 
are attributable to the rehabilitation 
of an existing building, or to new con-
struction, is determined upon all the 
facts and circumstances. 

(ii) Substantial rehabilitation. For a 
building to be considered rehabilitated, 
the rehabilitation must be substantial. 
Whether a rehabilitation is substantial 
is determined upon the basis of all the 
facts and circumstances. In general, to 
be substantial, the rehabilitation must 
do one of the following: 

(A) Materially extend the useful life 
of the building; 

(B) Significantly upgrade its useful-
ness (for either the same or a new use); 
or 

(C) Preserve it in a way that signifi-
cantly improves its condition or en-
hances its historic value. 
A substantial rehabilitation may vary 
in degree from gutting and extensive 
reconstruction of a building’s major 
structural components to the cure of a 
substantial accumulation of major 

disrepairs. It may also include renova-
tion, alteration, or remodelling for the 
conversion of a structurally sound 
building to a design and condition re-
quired for a new use. Cosmetic im-
provements alone, however, do not 
qualify as a substantial rehabilitation. 

(iii) Aggregation of rehabilitation. In 
the case where qualified rehabilitation 
expenditures are incurred with respect 
to a rehabilitation of a building by 
more than one person (e.g., a lessor and 
a lessee, several lessees, or several con-
dominium owners), the substantial re-
habilitation requirement in this para-
graph (b)(3) shall be applied by aggre-
gating all the rehabilitation work done 
by such persons. 

(iv) Special rule by qualified rehabilita-
tion expenditures treated as incurred by 
the taxpayer. In the case where quali-
fied rehabilitation expenditures are 
treated as having been incurred by a 
taxpayer because of the application of 
paragraph (c)(3)(ii) of this section, the 
substantial rehabilitation test in para-
graph (b)(3)(ii) of this section will be 
applied by aggregating the rehabilita-
tion work done by the transferor and 
the transferee. 

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

Example 1. Taxpayer A is the owner of a 30- 
year old building. The building is air condi-
tioned by means of window air conditioning 
units. A replaces the window units with a 
central air conditioning system and no other 
rehabilitation is performed by A. The ex-
penditures incurred by A did not materially 
extend the building’s useful life, signifi-
cantly upgrade its usefulness, or preserve it 
in a manner that significantly improves its 
condition or enhances its historic value. Al-
though expenditures for replacement of win-
dow units with a central air conditioning 
system may constitute qualified expendi-
tures as part of an overall rehabilitation, 
alone they do not qualify as a substantial re-
habilitation and the building is not consid-
ered rehabilitated within the meaning of this 
subparagraph. 

Example 2. Taxpayer B is the owner of a 10 
story office building that is 35 years old. The 
building is in substantial disrepair and in 
order to modernize it as an office building B 
installs new plumbing, electrical wiring, and 
heating and air conditioning systems. In ad-
dition, the layout of each floor is changed by 
means of tearing down many existing inte-
rior walls and partitions and building new 

VerDate Mar<15>2010 08:46 May 10, 2013 Jkt 229087 PO 00000 Frm 00442 Fmt 8010 Sfmt 8010 Y:\SGML\229087.XXX 229087em
cd

on
al

d 
on

 D
S

K
67

Q
T

V
N

1P
R

O
D

 w
ith

 C
F

R



433 

Internal Revenue Service, Treasury § 1.48–11 

walls, partitions, and doors. Old plaster is re-
moved from many walls and replaced by new 
wall covering. New windows and new flooring 
are installed throughout the building. The 
improvements made by B materially extend 
the useful life of the building and signifi-
cantly upgrade its usefulness. The building is 
considered rehabilitated within the meaning 
of the facts and circumstances test in this 
subparagraph. 

Example 3. Taxpayer C is the owner of a 100- 
year old building that has substantial his-
toric character, although the building is not 
a certified historic structure (as defined in 
section 191(d)(1) and the regulations there-
under). C uncovers and restores the original 
woodwork, wall coverings and moldings 
throughout the building. The windows and 
doors are replaced with replicas of the origi-
nal. The improvements made by C signifi-
cantly preserve the building and signifi-
cantly enhance its historic value. Thus, the 
building is considered rehabilitated within 
the meaning of this subparagraph. 

(4) Retention of 75 percent of external 
walls—(i) In general. A building meets 
the requirements set forth in para-
graph (b)(1)(iii) only if 75 percent or 
more of the existing external walls (as 
measured by the total area of the exist-
ing external walls) are retained in 
place as external walls in the rehabili-
tation process. For this purpose, the 
area of existing external walls includes 
the area of windows and doors. 

(ii) External wall. For purposes of this 
paragraph (b)(4), a wall includes both 
the supporting elements of the wall 
and the nonsupporting elements (e.g., a 
curtain) of the wall. Except as other-
wise provided in this paragraph (b)(4), 
the term ‘‘external wall’’ includes any 
wall that has one face exposed to the 
weather, earth, or an abutting wall 
erected on an adjacent property. An ex-
ternal wall also includes a shared wall 
(i.e., a single wall shared with an adja-
cent building), generally referred to as 
a ‘‘party wall’’. 

(iii) Alternative rule. Notwithstanding 
the definition of external wall con-
tained in paragraph (b)(4)(ii) of this 
section, in any case in which the build-
ing being rehabilitated would fail to 
meet the requirements of a qualified 
rehabilitation building if the definition 
of external wall in paragraph (b)(4)(ii) 
of this section were used, then the 
term ‘‘external wall’’ shall be defined 
as a wall, including its supporting ele-
ments, with one face exposed to the 

weather or earth, and a common wall 
shall not be treated as an external 
wall. 

(iv) Retained in place. An existing ex-
ternal wall is retained in place if the 
supporting elements of the wall are re-
tained in place. An existing external 
wall is not retained in place if the sup-
porting elements of the wall are re-
placed by new supporting elements. An 
external wall is retained in place, how-
ever, if the supporting elements are re-
inforced in the rehabilitation, provided 
that such supporting elements of the 
external wall are retained in place. An 
external wall is retained in place even 
though it is covered (e.g., with new sid-
ing). Moreover, the existing curtain 
may be replaced with a new curtain 
provided that the structural frame-
work that provides for the support of 
the existing curtain is retained in 
place. An external wall is retained in 
place notwithstanding that the exist-
ing doors and windows in the wall are 
modified, eliminated, or replaced. A 
wall may be disassembled and reassem-
bled so long as the same supporting 
elements are used when the wall is re-
assembled. Thus, for example, in the 
case of the brick wall, the wall is con-
sidered retained in place even though 
the original bricks are removed (for 
cleaning, etc.) and put back to form 
the wall. 

(v) Retention as an external wall. For 
purposes of meeting the 75 percent re-
quirement of this subparagraph (4), an 
existing external wall must be retained 
in place as an external wall. If an addi-
tion is made that results in an existing 
external wall being converted into an 
internal wall, the wall is not retained 
in place as an external wall. 

(vi) Special rule. Solely for the pur-
pose of meeting the 75 percent require-
ment of this subparagraph (4), the 
walls of an uncovered internal shaft de-
signed solely to bring light or air into 
the center of a building which are com-
pletely surrounded by external walls of 
the building and which enclose space 
not designated for occupancy or other 
use by people (other than for mainte-
nance or emergency) are not considered 
external walls. Thus, a wall of a light 
well in the center of an office building 
is not an external wall. However, walls 
surrounding an uncovered courtyard 

VerDate Mar<15>2010 08:46 May 10, 2013 Jkt 229087 PO 00000 Frm 00443 Fmt 8010 Sfmt 8010 Y:\SGML\229087.XXX 229087em
cd

on
al

d 
on

 D
S

K
67

Q
T

V
N

1P
R

O
D

 w
ith

 C
F

R



434 

26 CFR Ch. I (4–1–13 Edition) § 1.48–11 

which is usable by the building’s occu-
pants, (e.g., at lunch time) are external 
walls. 

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

Example 1. Taxpayer A rehabilitated a 
building all of the walls of which consisted of 
wood siding attached to gypsum board sheets 
(which covered the studs). A covered the ex-
isting wood siding with aluminum siding in a 
part of a rehabilitation that otherwise quali-
fied under this subparagraph. A satisfied the 
requirement that 75 percent of the existing 
external walls must be retained in place as 
external walls. 

Example 2. Taxpayer B rehabilitated a 
building the external walls of which had a 
masonry curtain. The masonry on the wall 
face was replaced with a glass curtain. The 
steel beam and girders supporting the exist-
ing curtain were retained in place. B satis-
fied the requirement that 75 percent of the 
existing external walls must be retained in 
place as external walls. 

Example 3. Taxpayer C rehabilitated a 
building which has two external walls meas-
uring 75′ × 20′ and two other external walls 
measuring 100′ × 20′. C tore down one of the 
larger walls, including its supporting ele-
ments, which accounted for more than 25% 
of the building’s external walls and con-
structed a new wall. C has not satisfied the 
requirement that 75 percent of the existing 
external walls must be retained in place as 
external walls. 

Example 4. The facts are the same as in ex-
ample 3, except C does not tear down any 
walls, but makes an addition that results in 
one of the smaller walls becoming an inter-
nal wall. In addition, C enlarged 8 of the ex-
isting windows on the larger walls, increas-
ing them from a size of 3′ × 4′ to 6′ × 8′. Since 
the smaller wall accounts for less than 25 
percent of the total wall area, C has satisfied 
the requirement that 75 percent of the exist-
ing external walls must be retained in place 
as external walls in the rehabilitation proc-
ess. The enlargement of the existing windows 
on the larger wall does not change the re-
sult. 

(5) Major portion treated as separate 
building—(i) In general. Where there is a 
separate rehabilitation of a major por-
tion of a building, such major portion 
shall be treated as a separate building. 
Thus, such major portion may qualify 
as a qualified rehabilitated building if 
the requirements of this paragraph are 
met with respect to such major por-
tion. Expenditures for property that 
services both a major portion of a 
building and another portion must be 

specifically allocated to each portion 
to the extent possible. If it is not pos-
sible to make such an allocation, the 
expenditures must be allocated to each 
portion on some reasonable basis. What 
constitutes a reasonable basis for an 
allocation depends on factors such as 
the type of improvement and how the 
improvement relates functionally to 
the building. For example, in the case 
of expenditures for an air conditioning 
system or a roof, a reasonable basis for 
allocating the expenditures would be 
the volume of the major portion served 
by the improvement relative to the 
volume of the other portion of the 
building served by the improvement. 

(ii) Major portion defined. Whether a 
part of a building constitutes a major 
portion of the building is determined 
upon the basis of all the facts and cir-
cumstances. A major portion must gen-
erally consist of clearly identifiable 
parts of a building (e.g., a wing of a 
building or the first 5 stories of a 7 
story building). The following factors 
shall be taken into account: 

(A) Whether the portion comprises an 
entire leasehold interest or an entire 
ownership (e.g., condominium) inter-
est; 

(B) Whether the portion (as measured 
by volume) is sufficiently large that it 
would be reasonable to treat it as a 
separate building; and 

(C) Whether the portion is function-
ally different from other parts of the 
building. 

(6) Special rule for rehabilitation done 
in phases. If rehabilitation which is not 
continuous is determined under this 
subparagraph to be a single rehabilita-
tion done in phases, the requirements 
of this paragraph (b) are to be applied 
with respect to the overall rehabilita-
tion and not merely to a phase of the 
rehabilitation. In such case, a phase of 
a single overall rehabilitation will not 
be considered as ‘‘prior rehabilitation’’ 
for purposes of subparagraph (2)(i)(B) of 
this paragraph (b). Whether rehabilita-
tion which is not continuous is a single 
rehabilitation that is done in phases is 
determined on the basis of all the facts 
and circumstances. Generally, how-
ever, to constitute a single rehabilita-
tion that is done in phases, there must 
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exist, prior to the time any rehabilita-
tion work is commenced, a set of writ-
ten plans describing generally all 
phases of the rehabilitation of the 
building and a reasonable expectation 
that all phases of the rehabilitation 
will be completed. Such written plans 
are not required to contain detailed 
working drawings or detailed specifica-
tions of the material to be used. In ad-
dition, the period between the time 
that physical work on the first phase of 
the overall rehabilitation begins and 
physical work on the last phase of the 
overall rehabilitation begins must be 
reasonable. In determining whether the 
rehabilitation is completed within a 
reasonable time, the fact that a build-
ing is occupied during the rehabilita-
tion, the necessity of acquiring a lease 
(of additional portions of the building), 
and unforeseen delays shall be taken 
into account. Other factors that are 
relevant in determining whether reha-
bilitation is a single rehabilitation in-
clude the length of time between each 
phase of rehabilitation activities and 
the extent of rehabilitation activity in 
each phase. 

(7) Special rule for adjoining buildings 
that are combined. For purposes of this 
paragraph (b), if as part of a rehabilita-
tion process two or more adjoining 
buildings are combined and placed in 
service as a single building after the re-
habilitation process, then all of the re-
quirements of a qualified rehabilitated 
building in section 48(g)(1) and this sec-
tion may be applied to the constituent 
adjoining buildings in the aggregate. 
Any party walls or abutting walls be-
tween the constitutent buildings that 
would otherwise be treated as external 
walls (within the meaning of paragraph 
(b)(4)(ii) of this section) would not be 
treated as external walls of the build-
ing; the substantial rehabilitation test 
in paragraph (b)(3)(ii) of this section 
would be applied to the aggregate reha-
bilitation work with respect to all of 
the constitutent buildings. 

(c) Definition of qualified rehabilitation 
expenditures—(1) In general. Except as 
provided in subparagraph (2) of this 
paragraph, the term ‘‘qualified reha-
bilitation expenditure’’ means any 
amount— 

(i) Properly chargeable to capital ac-
count (as described in subparagraph (2) 
of this paragraph), 

(ii) Incurred after October 31, 1978, for 
depreciable or amortizable property (or 
additions or improvements to property) 
with a useful life of five years or more, 
and 

(iii) Made in connection with the re-
habilitation of a qualified rehabilitated 
building. 

(2) Chargeable to capital account. For 
purposes of paragraph (c)(1)(i) of this 
section, amounts paid or incurred are 
chargeable to capital account if under 
the taxpayer’s method of accounting 
they are property includible in com-
puting basis under § 1.46–3. Amounts 
treated as an expense and deducted in 
the year they are paid or incurred are 
not chargeable to capital account. 

(3) Incurred by the taxpayer—(i) In 
general. Generally, to qualify for a 
credit under section 48 (a)(1)(E), quali-
fied rehabilitation expenditures must 
be incurred by the taxpayer after Octo-
ber 31, 1978. An expenditure is incurred 
for purposes of this paragraph on the 
date such expenditure would be consid-
ered incurred under the accrual method 
of accounting, regardless of the method 
of accounting used by the taxpayer 
with respect to other items of income 
and expense. If qualified rehabilitation 
expenditures are treated as having 
been incurred by a taxpayer under 
paragraph (c)(3)(ii)) of this section, the 
taxpayer shall be treated as having in-
curred the expenditures on the date 
such expenditures were incurred by the 
transferor. 

(ii) Qualified rehabilitation expendi-
tures treated as incurred by the taxpayer. 
(A) Where rehabilitation expenditures 
are incurred with respect to a building 
by a person (or persons) other than the 
taxpayer and the taxpayer acquires the 
building, or a portion of the building to 
which the expenditures are allocable, 
the taxpayer acquiring such property 
will be treated as having incurred the 
rehabilitation expenditures actually 
incurred by the transferor (or treated 
as incurred by the transferor under 
this paragraph (c)(3)(ii)) with respect 
to the acquired property, provided 
that— 

(1) The building, or the portion of the 
building, acquired by the taxpayer was 
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not used after the rehabilitation ex-
penditures were incurred and prior to 
the date of acquisition by the taxpayer, 
and 

(2) No credit with respect to such 
qualified rehabilitation expenditures is 
claimed by anyone other than the tax-
payer acquiring the property. 
For purposes of this paragraph 
(c)(3)(ii), use shall mean actual use, 
whether personal or business. 

(B) The amount of qualified rehabili-
tation expenditures treated as incurred 
by the taxpayer under this paragraph 
is the lesser of— 

(1) The qualified rehabilitation ex-
penditures incurred before the date on 
which the taxpayer acquired the build-
ing (or portion thereof), to which the 
expenditures are attributable, or 

(2) That portion of the taxpayer’s 
cost or other basis for the property 
which is attributable to the qualified 
rehabilitation expenditures described 
in paragraph (c)(3)(B)(1) of this section 
incurred before such date. 
For purposes of paragraph (c)(6)(ii) of 
this section, the amount of rehabilita-
tion expenditures treated as incurred 
by the taxpayer under this paragraph 
(c)(3)(ii) shall not be considered to be 
part of the cost of acquiring a building 
or any interest in the building. The 
portion of the cost of acquiring a build-
ing (or an interest therein) which is 
not treated under this paragraph as 
qualified rehabilitation expenditures 
incurred by the taxpayer is not eligible 
for a rehabilitation investment credit. 
See paragraph (c)(6)(ii) of this section. 

(C) See paragraph (b)(2)(iv) of this 
section for rules concerning the appli-
cation of the substantial rehabilitation 
test to expenditures treated as in-
curred by the taxpayer. 

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

Example 1. In 1978, taxpayer A, a cash basis 
taxpayer, commenced the rehabilitation of a 
30-year old building. In June 1978, A signed 
contract with a plumbing contractor for re-
placement of the plumbing in the building. A 
agreed to pay the contractor as soon as the 
work was completed. The work was com-
pleted in September 1978, but A did not pay 
the amount due until November 1, 1978. The 
expenditures for the plumbing are not quali-
fied rehabilitation expenditures because they 
were not incurred after October 31, 1978. 

Example 2. B incurred qualified rehabilita-
tion expenditures of $300,000 with respect to 
an existing building between January 1, 1980, 
and May 15, 1980, and then sold the building 
to C on June 1, 1980. If the property attrib-
utable to the expenditures was not placed in 
service by A during the period from January 
1, 1980, to June 1, 1980, C will be treated as 
having incurred the expenditures. 

(4) Incurred for 5-year property. An ex-
penditure is incurred for depreciable or 
amortizable property if the amount of 
the expenditure is added to the basis of 
property which is depreciable or amor-
tizable under section 167. The deter-
mination of whether property has a 
useful life of five years or more is made 
by applying the principles of § 1.46–3(e). 
In the case of expenditures for property 
made by a lessee, see sections 167 and 
178 and the regulations thereunder for 
rules relating to whether improve-
ments made to leased property are de-
preciable or amortizable. 

(5) Made in connection with the reha-
bilitation of a qualified rehabilitated 
building. Expenditures attributable to 
work done to facilities related to a 
building (e.g., sidewalk, parking lot, 
landscaping) are not considered made 
in connection with a rehabilitation of a 
qualified rehabilitated building. 

(6) Certain expenditures excluded from 
qualified rehabilitation expenditures. The 
term ‘‘qualified rehabilitation expendi-
tures’’ does not include the following 
expenditures: 

(i) An expenditure for property which 
is ‘‘section 38 property’’ (determined 
without regard to section 48(a)(1) (E) 
and (l)). 

(ii) The cost of acquiring a building 
or any interest in a building (including 
a leasehold interest) except as provided 
in paragraph (c)(3)(ii) of this section. 

(iii) An expenditure attributable to 
enlargement of a building (as defined 
in paragraph (c)(7) of this section). 

(iv) An expenditure attributable to 
rehabilitation of a certified historic 
structure (as defined in section 191(d)(1) 
and the regulations thereunder), unless 
the rehabilitation is a certified reha-
bilitation (as defined in paragraph 
(c)(8) of this section). 

(7) Expenditures for enlargement distin-
guished—(i) In general. Expenditures at-
tributable to an enlargement of an ex-
isting building do not qualify as quali-
fied rehabilitated expenditures. A 
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building is enlarged to the extent that 
the total volume of the building is in-
creased. An increase in floor space re-
sulting from interior remodeling is not 
considred an enlargement. Generally, 
the total volume of a building is equal 
to the product of the floor area of the 
base of the building and the height 
from the underside of the lowest floor 
(including the basement) to the aver-
age height of the finished roof (as it ex-
ists or existed). For this purpose, floor 
area is measured from the exterior 
faces of external walls (other than 
shared walls that are external walls) 
and from the centerline of shared walls 
that are external walls. In addition, a 
building is enlarged to the extent of 
any construction outside the exterior 
faces of the existing external wall of 
the building. 

(ii) Rehabilitation which includes en-
largement. If expenditures for property 
only partially qualify as qualified reha-
bilitation expenditures because some of 
the expenditures are also attributable 
to the enlargement of the building, the 
expenditures must be apportioned be-
tween the original portion of the build-
ing and the enlargement. This alloca-
tion should be made using the prin-
ciples contained in paragraph (b)(5)(i) 
of this section. 

(8) Certified rehabilitation—(i) In gen-
eral. For the purpose of this paragraph 
(c) of this section, the term ‘‘certified 
rehabilitation’’ means any rehabilita-
tion of a certified historic building in a 
registered historic district which the 
Secretary of the Interior has certified 
to the Secretary as being consistent 
with the historic character of such 
building or the district in which such 
building is located. 

(ii) Revoked or invalidated certifi-
cations. If the Department of Interior 
revokes or otherwise invalidates a cer-
tification after it has been provided to 
a taxpayer, the decertified property 
will cease to be section 38 property de-
scribed in section 48(a)(1)(e). Such ces-
sation shall be effective as of the date 
the activity giving rise to the revoca-
tion or invalidation occurred. See sec-
tion 47 for the rules applicable to prop-
erty that ceases to be section 38 prop-
erty. 

(d) Coordination with other provisions 
of the Code—(1) Credit by lessees—(i) Re-

habilitation performed by lessor. A lessee 
may take the credit for rehabilitation 
performed by the lessor if the require-
ments of this section and section 48(d) 
are satisfied. For purposes of applying 
section 48(d), the fair market value of 
section 38 property described in section 
48(a)(1)(E) shall be equal to that por-
tion of the lessor’s basis in a qualified 
rehabilitated building that is attrib-
utable to qualified rehabilitation ex-
penditures. 

(ii) Rehabilitation performed by lessee. 
A lessee may take the credit for reha-
bilitation performed by the lessee, pro-
vided that the property (or improve-
ments or additions to property) for 
which the rehabilitation expenditures 
are made is depreciable (or amortiz-
able) by the lessee (see sections 167 and 
178, and the regulations thereunder) 
and the requirements of this section 
are satisfied. 

(2) When credit may be claimed. The in-
vestment credit for qualified rehabili-
tation expenditures is allowed gen-
erally in the taxable year in which the 
property to which the rehabilitation 
expenditures is attributable is placed 
in service, provided the building is a 
qualified rehabilitated building for the 
taxable year. See § 1.46–3(d). Under cer-
tain circumstances, however, the credit 
may be available prior to the date the 
property is placed in service. See sec-
tion 46(d) and § 1.46–5 (relating to quali-
fied progress expenditures). 

(3) Recapture. If property described in 
section 48(a)(1)(E) is disposed of by the 
taxpayer, or otherwise ceases to be 
‘‘section 38 property,’’ recapture may 
result under section 47. Property will 
cease to be section 38 property, and 
therefore recapture may occur under 
section 47, in any case where the De-
partment of Interior revokes or other-
wise invalidates a certification of reha-
bilitation (see section 48(g)(2)(C)) after 
the property is placed in service be-
cause, for example, the taxpayer made 
modifications to the building incon-
sistent with Department of Interior 
standards. 

(e) Effective date—(1) General rule. Ex-
cept as provided in paragraph (e)(2) of 
this section, this § 1.48–11 shall not 
apply to expenditures incurred after 
December 31, 1981. 
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(2) Transitional rule. This § 1.48–11 
shall continue to apply to expenditures 
incurred after December 31, 1981, for 
the rehabilitation of a building if— 

(i) The physical work on the rehabili-
tation began before January 1, 1982, 
and 

(ii) The building does not meet the 
requirements of section 48(g)(1) of the 
Code as amended by the Economic Re-
covery Tax Act of 1981. 

[T.D. 8031, 50 FR 26698, June 28, 1985] 

§ 1.48–12 Qualified rehabilitated build-
ing; expenditures incurred after De-
cember 31, 1981. 

(a) General rule—(1) In general. Under 
section 48(a)(1)(E), the portion of the 
basis of a qualified rehabilitated build-
ing that is attributable to qualified re-
habilitation expenditures (within the 
meaning of section 48(g) and this sec-
tion) is section 38 property. Property 
that is section 38 property by reason of 
section 48(a)(1)(E) is treated as new sec-
tion 38 property and, therefore, is not 
subject to the used property limitation 
in section 48(c). Section 48(g)(1) and 
paragraph (b) of this section define the 
term ‘‘qualified rehabilitated build-
ing.’’ Section 48(g)(2) and paragraph (c) 
of this section define the term ‘‘quali-
fied rehabilitation expenditure.’’ Sec-
tion 48(g) (2)(B)(iv) and (3) and para-
graph (d) of this section describe the 
rules applicable to ‘‘certified historic 
structures.’’ Section 48(q) and para-
graph (e) of this section provide rules 
concerning an adjustment to the basis 
of the rehabilitated building. Para-
graph (f) of this section provides guid-
ance for coordination of these provi-
sions with other sections of the Code, 
including rules for determining when 
the rehabilitation credit may be 
claimed. 

(2) Effective dates and transition rules— 
(i) In general. Except as otherwise pro-
vided in this paragraph (a)(2)(i), this 
section applies to expenditures in-
curred after December 31, 1981, in con-
nection with the rehabilitation of a 
qualified rehabilitated building. (See 
paragraph (c)(3)(i) of this section for 
rules concerning the determination of 
when an expenditure is incurred.) If, 
however, physical work on the rehabili-
tation began before January 1, 1982, 
and the building does not meet the re-

quirements of paragraph (b) of this sec-
tion, the rules in § 1.48–11 shall apply to 
the expenditures incurred after Decem-
ber 31, 1981, in connection with such re-
habilitation. (See paragraph (b)(6)(i) of 
this section for rules determining when 
physical work on a rehabilitation be-
gins.) The last sentence of paragraph 
(c)(8)(i) of this section applies to quali-
fied rehabilitation expenditures that 
are qualified property under section 
168(k)(2) or qualified New York Liberty 
Zone property under section 1400L(b) 
acquired by a taxpayer after September 
10, 2001, and to qualified rehabilitation 
expenditures that are 50 percent bonus 
depreciation property under section 
168(k)(4) acquired by a taxpayer after 
May 5, 2003. 

(ii) Transition rules concerning ACRS 
lives. (A) For property placed in service 
before March 16, 1984, and any property 
subject to the exception set forth in 
section 111(g)(2) of Pub. L. 98–369 (Def-
icit Reduction Act of 1984), the ref-
erences to ‘‘19 years’’ in paragraph 
(c)(4)(ii) and (7)(v) shall be replaced 
with ‘‘15 years’’ and the reference to 
‘‘19-year real property’’ in paragraph 
(c)(4)(ii) shall be replaced with ‘‘15-year 
real property.’’ 

(B) Except as otherwise provided in 
paragraph (a)(2)(ii)(A) of this section, 
for property placed in service before 
May 9, 1985, and any property subject 
to the exception set forth in section 
105(b) (2) and (5) of Pub. L. 99–121 (99 
Stat. 501, 511), the reference to ‘‘19 
years’’ in paragraph (c)(4)(ii) and (7)(v) 
shall be replaced with ‘‘18 years’’ and 
the references to ‘‘19-years real prop-
erty’’ in paragraph (c)(4)(ii) shall be re-
placed with ‘‘18-year real property.’’ 

(iii) Transition rule concerning external 
wall definition. Notwithstanding the 
definition of external wall contained in 
paragraph (b)(3)(ii) of this section, in 
any case in which the written plans 
and specifications for a rehabilitation 
were substantially completed on or be-
fore June 28, 1985, and the building 
being rehabilitated would fail to meet 
the requirement of paragraph (b)(1)(iii) 
of this section if the definition of ex-
ternal wall in paragraph (b)(3)(ii) of 
this section were used, the term ‘‘ex-
ternal wall’’ shall be defined as a wall, 
including its supporting elements, with 
one face exposed to the weather or 
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