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(i) electrical energy, water, or sewage disposal services,

(11) gss through a local distribution system,

(ill) telephone service, or

(iv) telegraph service by means of domestic telegraph operations

(as defined in section 222(a)(5) of the .Communications Act of 1034, as

amended; .47 U.S.C., sec. 222(a)(5)),

If the rates for such furnishing or sale, as the case may be, have been

established or approved by a State or political subdivision thereof, by an

agency or Instrumentality of the United States, or by a public service or
public utility commission or other similar, body of any State or political
subdivision thoreof. '

4) Certain replacement property,—I'or purposes of paragraph (1),
section 3S property Is placed in service by the taxpayer to replace property
which was—

(A) destroyed or damaged by flro, storm, shipwreck, or other cas-
ualty, or

(B) stolen, *

the basis of Euch section 88 property (in the case of new section S8 property),
or the cost of such eection 38 property (in tho case of used section 88 prop-
erty), which (but for this paragraph) would bo taken into account under
paragraph (1) shall be reduced by an amount equal to the amount received
by the taxpayer as compensation, by insurance or otherwise, for the property
so destroyed, damaged, or stolen, or to the adjusted basis of such property,
whichever is the lesser. No reduction in basis or cost shall b9 made under
tho preceding sentence in any case in which tho reduction hi qualified Invest-
ment attributable to the substitution required by section 47(a)(1) with respect
to the property so destroyed, damaged, or stolen (determined without regard
to section 47 (a) (4)) is greater than the reduction described in tha preceding
sentence. #

(d) limitations vrUh Respect to Certain Persons.—

(1) In general.—In the ca3e of —

(A) an organization to which section 593 applies,

(B) a regulated Investment company or a real estate investment trust
subject to taxation under cubcliapter 33 (sec. 851 and following), and

(C) a cooperative organization described in section 13Sl(a),

the qualified investment and the ?25,000 araoimt specified under subpara-
graphs (A) and (B) of subsection (a)(2) shall equal such person's ratable
share of such Items. ) ,

(2) Ratublo share.—For purposes of paragraph (1), the ratable share
of any person for any taxable year of the items described therein shall be—

(A) in the caso of an organization referred to In paragraph (1) (A),
Q@ percent thereof,

(B) in the case of a regulated investment company or a real estate
investment trust, the ratio (i) the numerator of which is its taxable In-
come and (ii) the denominator of which is its taxable income computed
without regard to the deduction for dividends paid provided by section
852(b)(2)(D) or 857(b)(2)(C), as the case may be, and

(C) in the cr.se of a cooperative organization, the ratio (i) the num-
erator of which is its taxable income and (il) tho denominator of which is
its taxable income increased by amounts to which section 1382(b) or (c)
applies and similar amounts the tax treatment of which Is determined

¢ without regard to subchapter T (sec. 1381 and following).

For purposes of subparagraph (3) of the preceding sentence, tho term "tax-
able Income” means hi the case of a regulated Investment company its in-
vestment company taxable income (within tho meaning of section 352(b)(2)),
and in tho caso of a real estate Investment trust its real estate investment
trust taxable income (within the meaning of section 857(b)(2)).

j[ft 5943j Regulation.— The regulation below does not reflect the

changes made by P.L. S9-3S4, -[-8% and the '69 Tax Reform Act in Sec.
46(a), explained at ft 5923.

Peg. § 1.45-1 (TD C731, filed 5-7-S4; 7o G031, filed 10-9-07; amended by Top
C95S, filed 6-20-08.) Determination of amount.

If
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Hog. §1.46-1 continued

(a) In general. Except as otherwise provided In this section and in § 1.46-2,
the amount of the credit allowed by section 38 for the taxable year is equal to 7
percent of the taxpayer’s qualified investment for such year (a3 determined under
§ 1.46-S). The amount equal to .7 percent of qualified investment shall be referred
to In this section and §§ 1.46-2 through 1.48-7 as the "credit earned”.

(b) Limitation based on amount of tax.— (1) In general. Notwithstanding the
amount of the credit earned for the taxable year, undersectionJ)G(a)(2) thecredit
allowed by section 38 for the taxable year is limited to—

A1) 1f the liability for tax (as defined in paragraph (c)of thissection) s
$25,000 or less, the liability for tax; or

H11) It the liability for tax is more than $25,000, then

(a1l For a taxable year ending on or before March 9, 1967, the first $25,000 of
the liability for tax plus 25 percent of the liability for tax in excess of $25,0003 and

(b) For a taxable year ending after March 9, 19G7 the first $25000 of the

liability for tax plus GDpercent of the liabilityJor tax in excess of $25000.
However, such $25,000 amount may be reduced in the case of certain manied
Individuals filing separate returns (see paragraph (e) of this section); corporations
which are members of an affiliated group (see paragraph (f) of this section); trusts
and estates (see paragraph (c) of 8§1.48-6); and organizations to which section’
503 applies, regulated investment companies or real estate investment trusts subject
to taxation under subchapter M, chapter 1 of tire Code, and cooperative organiza-
tions described in section 1381(a) (see §1.4G-4).* The excess of the credit earned
for tire taxable year over the limitation described in this paragraph for such taxable
year is an unused credit which may be carried back or forward to other taxable
years in accordanco with § 1.4G-2.

(2) Transitional rule. In applying subparagraph (1)(li)(b) of this paragraph
to a taxable year beginning on or before March 9, 19G7, and ending after such
date, the percent referred to in such subparagraph shall be tho sum of 25 percent
and a portion of 25 percent. The poitlou shall be determined by multiplying 25
percent by a fraction, the numerator of which is the number of days in such
taxablo year after March 9 ,19G7, and the denominator of which is the total number
of days in such year. For example: Assume that corporation X has a taxablo

goo;a;e,lwl% Matter in italics added by TD 6958, which struck out!
« U

>

P-H Fed. Tu- LATESTDEVELOPMENTS, it p. 6151)1 Sec. 43 WH5343



Investment Credit (§ 46-49—fl 5939 €t seq.) 5873
Reg. § 1.4G-I(b) (2) continued .
year beginning January 1, 1961, and ending December 31, 1961 For such yeur,
the percent referred to in subparagraph (1)(ii)(b) is 45.542 percent, that is, B5
percent jilus 20.342 percent (25 percent multiplied by 291/365).

(3) Adjustment for suspension period properly. Tdnder section 46 (a)(8), the
amount of the limitation based on amount of tax otherwise determined under such
section is reduced (but not below zero) by an amount equal to the credit which
would have been eamed for the taxablo year with respect to suspension period
property (as defined in seotlon 48(h)(2)) but for the application of section 48(h)(1).
The reduction described in the preceding sentence shall be made only for the tax-
able year in which such suspension period property is placed in service (within
the meaning of paragraph (d) of § 1.46-3). '

(c) Liability for tax. For the purpose of computing the limitation based on
amount of tax, section 46(a)(3) defines the liability fcr tax is the Income tax
Imposed for the taxable year by chapter 1 (Including tho 2-percent tax on con-
solidated taxable income imposed with respect to taxable years beginning before
January 1, 1964, and the 6-percent additional tax imposed by section 1562(b) with
respect to taxable years ending after December 31, 1983), reduced by the sum It
the credits allowable under—

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

(2) Section 34 (relating to dividends received by individuals before January 1,
1965),

(3) Section 35 (relating to partially tax-exempt interest received by indi-
viduals), and

(4) Section 37 (relating to retirement income).

For purposes of this paragraph, the tax imposed by section 531 (relating to imposi-
tion of accumulated earnings tax) or by section 541 (relating to imposition of
personal holding company tax) shall not; be considered tax imposed by chapter 1.
Thus, the liability for tax' and the credit allowed by section 38 for the taxable year
are determined before computing any tax imposed by section 531 or 541. In
audition, any increase in tax resulting from the application of section 47 (relating
to certain dispositions, etc., of section 38 property) shall not be treated as tax
imposed by chapter 1 for purposes of computing the liability for tax. See section
47(c). ]

(d) <Examp|es. The application of paragraphs (a), (b), and (c) of this sec-
tion may be llustrated by the following *examples: .

Example (1) X Corporation’s qualified investment for its taxable year end-
ing December 31, 1963, is 52,050,000. X's credit earned for the taxable year is
$143,500 (7 percent of $2,050,000). X's income ;ax for such year, computed without
regard to credits against tax or tax impose by section 531 or 541, is $190,000.
Such amount includes $5,000 resulting from the application of section 47. X is
allowed under section 33 a foreign tax credit of $50,000. X'’s liability for tax is
computed as follows:

Liability for tax
Income tax (including increase in tax under section 47, but be-

fore credits and section 531 Or 541 taX) ...cccccorveirieienieeineninennns $190,000
Less: Increase in tax resulting from application of sectlou 47 .. $ 5,000

Foreign tax Credit . 50,000 55,000

Liability for taxX . $135,000

[Footnote ' S;J3 continued]
(4) “Excmple” .

Prcntlce-He.ll, Inc.—Fed. Tax Reg. §1.43-1 CJ5S43
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Res. § 1.18-1(d) Exeraplo (1) Continued

sUnder section 46(a)(2), X's limitation based on amount o] tax for the taxable year
Is $53600 ($35,000 plus 86 percent of $110,000). X Corporation’s credit allowed by
section 38 for the taxable year thorefore is $62J500. X ha3 an unused credit for
the year of $91,000 ($1Ji3,000 less $53,000) which it may carry back or over to other
taxablo years in accordance with § 1.46-2.

Example (2). Assume the same facts as in example (1), except that X Corpora-
tion's taxable year is the fiscal year ending June SO 1908 X’s credit alloiced by
section 38 for such taxable year is limited to $80000 ($35,000 plus 50 percent of
$110,000), and its unused credit for such year (a $03500 ($14$fi00 less $80,000),-

Example (3). Assume the same facts as in example (C). Assume further that
X Corporation places in service on July 1, 1967, a machine which ii suspension pe-
riod property, and that the credit earned by X with respect to the machine for the
taxable year would have been $0000 but for the provisions of soction 48(h)(1).
Under section 46(a)(2) the limitation otherwise determined ($80,000) is reduced
by the $5000 credit that X would have eamed with respect to tho machine but for
section 48(h)(1). Thus, tho credit alloned X Corporation for tho taxable year is
$75000, and X's unused credit for such year is $68500 ($143500 less $75,000).

Example (4). Assume the same facts as in example (3), except that the credit
eamed.by X Corporation with respect to the machine would have been $90000 but
for the provisions of section 43 (h)(1). X's credit allowed for the taxable year is
zero, since the limitation othcno'se determined ($80,000) is reduced (but not below
zero) by the $8000~0 credit that X would have eamed with respect to the machine.
Therefore, X’s unused credit for suoh year is $143500.

(e) Carried individuals. If a separate return is filed by a husband or wife, the
limitation based on amount of ta:: under paragraph (b) of tliis section shall be
computed by substituting a S12.5C0 amount for the 525,000 amount in applying
paragraph (b) (1) 8 of this section. However, this reduction of the 8§25,000
amount to §12,500 applies only if the taxpayer’s spous9 is entitled to a credit under
section 3S for the taxable year of such spouse which end3 with, or v/ithin, the tax-
payer’s taxable year. Tho taxpayer’s spouse is entitled to a credit under section 38
either because of investment made in qualified property for such taxable year of the
spouse (whether directly made by such spouse or whether apportioned to such
spouse, for example, from an electing small business corporation, as defined in
section 1371(b)), or because of an investment credit carryback or carryover to
such taxable year. The determination of whether an individual is married shall be
made uncle, the principles of section 143 and the regulations thereunder.

(f) Apportionment of 525,000 amount among members of on affiliated group—
(1) In general. Un determining the limitation based on amount of tax under

JFootnoto I 5313 continued]

“X’s credit allowed by section 33 for tho taxable year is 552,500 (315,000 plus 25
percent of $110,000). X has an unused credit for the taxable year of- 531,000 (5143,500
I§ess 512,500) which it may carry back or over to other taxable years in accordance with

1.40-2. .

“and (2)” .

. (7) *“Section 40(a)(5) provides that In tho case of an affiliated group (as defined in
subFaragraph (5) of this paragraph), tho 525,000 amount specified In section 40(a)(2)
shall be reduced f'w each member of the group by apportioning 525,000 among tho mem-
bers of the group. Except as otherwise provided In this paragraph, the 525,000 amount
shall be apportioned among those corporations which are members of the affiliated group
on the last day of the taxable year of the common pcrent. For the taxable year of
each such member ending with, or within which fails, the last day of the taxable year
of tho common parent, the credit allowed by section 3S cannot exceed—

(i) So much of its liability for tax for such taxable year as docs not exceed its share
of tho 5dGX amount apportioned to It under tho rules prescribed in this paragraph,
plus .

(if) 23 percent cf so much of it3 liability for tax for such taxable year as exceeds its
share of the 523,030 amount so apportioned to it.”

“F¢t—0 & §.aiod EATESX DEVELOPF-rENTS, SEE p. 01,502
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Keg. §1.46-1 (f)(1) continued ’

section 40(a)(2) in tho case of an affiliated.group (as defined In subparagraph (6)
of this paragraph), the $£5000 amount specified in such aection shall be reduced
for each member of tha group by apportioning $£5000 among the members of the
group. The apportionment of the $25000 amount shall be made for the taxablo
year of each such member ending with, or within which falls, tho last day of the
taxable year of the common parent and, except as otherwise provided in this para-
graph, shall be made among thase corporations which are members of tho affiliated
group on such last day. . ]

(2) Manner of apportionment, (i) In the case of corporations which are
members of an affiliated grn.j on the lost day of the taxablo year of the common
parent, the $25,000 amount may be apportioned among such members (for the
taxable year of each such member ending with, or witlrin which falls, the last day
of tho taxable year of the common parent) Jn any meaner the common parent
may select, provided that the common parent, and each' such member of the
group less than 100 percent of the stock of which is owned in the aggregate by
other members of the group on such last day, consent to the apportionment plan.
However, no portion of the $25,000 amount shall be apportioned to a taxablo year
ending before January 1, 1962. The consent of each member for which a consent
is required to the apportionment plan shall be in the form of a statement signed by
the member consenting to the plan. The statement shall set forth the name, address,

“and taxpayer account number of each member of the affiliated group on such last

day (including those members in which other members own 100 percent of the
stock) and of any corporation to which any portion of such group's $25,000 amount
is apportlonable under subparagraph (3) of this paragraph; the identity of tho
common parent; the last day of the common pai'ent’s taxable year; and the amount
apportioned to each corporation. The consents ma)* be incorporated in one state*
ment. The statement (or statements) shall be attached to the timely filed income
tax return of the common parent and shall be irrevocable after the due date of such
return (Including extensions of time). However, if the due date (including exten-
sions of time) of the return of a common parent is before July 15, 1964, the re-
quired statement (or statements) shall bo considered timely filed if filed on or before
July 15, 1934, with the district director with whom the common parent files its
return. Each member of the affiliated group on the last day of the taxable year
of the common parent shall keep as a part of its records a copy of the consent of
the common parent (or a copy of the statement containing all the required
consents).

(il)  An apportionment plan adopted by an affiliated group with respect to a
particular taxable year of the common parent shall be valid only for the taxable
year of each member of the group which ends with, or within which falls, tiro last
day of such taxable year of the common parent. Thus, an affiliated group ..rust
file a separate consent to an apportionment plan with respect to each taxable year
of the common parent as to which an apportionment plan is desired.

(ill) 1f an apportionment plan is not timely selected, the $25,000 amount
specified in .section 46(a)(2) shall be reduced for each member of tha affiliated
group, for its taxable year ending with, or within which falls, tho last day of tha
common parent's taxablo year, to an amount equal to (a) $25,000 divided by (b)
the number of corporations in such group a3 of the closo of such last day. If the
taxable year of the common parent or any other member of euch group ends before
January 1,1932, any such parent or member shall not bo considered a member of tho
group for any such taxable year in determining the number of corporations referred
to in (b) of the preceding sentence.

(lv) If a member of tire affiliated group (including tho common parent) makes
its income tax return on the basis of a 52-58-Vreek taxable year, the principles of
section 441(f)(2) (A) (ii) end paragraph (b)(1) of §1.441-2 apply in determining
the last day cf such a taxable year, . . .

mPrentlcc-Hall, Inc.—Fed, Tnx § 1.43*1 ~"5043
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Hog. § 1-1G1(f) continued _

'(8) Short taxable year, (i) If (a) the return of a corporation is for a short peri-
od ending after December 31, 1081, (b) such corporation is a member of an affiliated
group as of the last day of such period, and (c) tho last day of the common parent’s
taxable year does not'end with or within such short period, then the $25,000 amount
shall bo reduced for such corporation to an amount equal to $25,000 divided by the
number of corporations In such group &5 at the close of such corporation’3 short
period. In such case, the total amount that may be apportioned under subparagraph
(2) of th.ls paragraph (either equally or according to a plan) among the members
«of an affiliated group which have the same common parent as the corporation with
the short period shall be $26,000 less the amount apportioned to such corporation
for its short period ending in the taxable year of tho common parent of the affiliated
group. If the common parent of the corporation with tha short period is not
affiliated with any other corporation at the end of such parent’s taxable year within
which the short period ends, the $25,000 amount shall be reduced for the parent by
the amount apportioned to such corporation for its short period.

(ii) In lieu of tho apportionment provided for in subdivision (i) of this subpara-

graph, a corporation (with a short period) may v/alve its right to receive the part
of tho $25,000 amount appovt'onable to it by specifically so Indicating on a statement
meeting the requirements of subdivision (iii) of tills subparagraph. In such case, no
amount shall bo considered apportioned to such corporation.

(ill)  Tho corporation with the short- period shall attach a statement to its
timely filed income tax return (including extensions of time*). However, if the duo
date of the return (including extensions of time) is beforo July 15, 1081, the
statement may bo filed on or before such date with the district director with whom
the return has been filed. The statement shall Indic&te the name, address, and
taxpayer account number of each member of the affiliated group as of the close
of the short period; the identity of the common parent and the last day of- the
common parent’s taxable year; and the amount apportioned to itself or, if appro-
priate, a waiver of the amount apportionable to it A copy of the statement shall
be furnished to the common parent.

(4) Two or more common parents. |If a coiporation during it3 taxable year is e
member of tv/o or more affiliated groups as of the last day of the taxable year of the
common parent of each such group, such coiporation shall be considered to be a
member of only the affiliated group whose common parent’s taxable year ends
earliest in such corporation’s taxable year.

(5) Definition of affiliated group. For purposes of tliis paragraph, an affiliated
group means one described In section 1504(a), except that all corporations snail bo
treated os includible.corporations, without any exclusion under section 1501(b).
Thus, a foreign corporation or a corporation exempt from taxation under section
501 may be a member of an affiliated group for purposes of this paragraph even
though under section 1504(b) neither corporation would be an Includible corporation.

(G) Affiliated group filing a cornolldatcd return. ‘In tho case o/ an affiliated
group whose members join in filing a consolidated return for a taxable year, see
8 1.150£-S(a)(3). If some members of an affiliated group join in filing a consoli-
dated return and oilier members of such group do not join (such us a coiporation
exempt from taxutton under section 501), ‘then, unless a consent is timely filed ap-
portioning tho $25,000 amount among tho group filing the consolidated return and

fFootnoio | G3Scon'.Inued;j

(8) “Tho limitation baaed on amount of tax for an affiliated group all of whoso
members Join in the filing of a consolidated return shall bo so much of tho consolidated
liability for tax ftsdoc-s not exceed $25,000, plus 25 percent of tho consolidated liability
for tax In excess of >5,030 If, however, there arc other members of the affiliated group
which do not Join Ju th-j filing of tho consolidated return”

<0 *“and a consent is not’

Gj[5943 JXe-'. § 1AB-1 iaxest niivui.orimjNxs, bps p. gi,wi



[2] Investment Credit (§ 46-49) 5877
Reg. g 1.40-1(f)(6) continued

the other members of the affiliated group, each member of the affiliated group (in-
cluding each member which joins in filing the consolidated return) shall be treated
as a separate corporation for purposes of equally apportioning the $25,000 amount
under subparagraph (2) (ill) of this paragraph. In such casa, the limitation based on
amount of tax for the group filing the consolidated return shall be computed by
substituting for the $25,000 amount the total of the amounts apportioned to each
corporation which Joins in filing the consolidated return. If tho group fling the
consolidated return and the other members of the affiliated group adopt an appor-
tionment plan, the group filing the consolidated return shall be treated as a single
member for the purpose of applying subparagraph (2) (i) of this paragraph. Thus,
for example, only one consent, executed by the common parent, to the apportion-
ment ,Opl«>is is required for the group filing the consolidated return. If any member
of the affiliated group which joins in the filing of the consolidated return is an
organization to which section 593 applies or a cooperative organization described
in section 1381(a), see paragraph of § 1.1502-S.

(7) Nonresident foreign corporation, (i) No part of the $25,000 amount shall
be apportioned under this paragraph to a foreign corporation not engaged in trade
or business within the United States (hereinafter referred to in this subparagraph
as a “nonresident foreign corporation”), nor shall such corporation be considered
as a member for purposes of determining the number of corporations which divide
equally the $25,000 amount under subparagraph (2)(ili) of this paragraph. Fur-
thermore, tlie consent of such corporation to an apportionment plon is not required.

(il) A nonresident foreign corporation which Is a common parent of an affiliated
group shall be considered to have a taxable year ending December 31.

(iii) If a nonresident foreign corporation is a common parent of an affiliated
group, the statement (or statements)'containing the consents of members of the
group, required by subparagraph (2) (1) of tills paragraph, shall be considered timely
filed if died with the Director, International Operations Division, Internal Revenue
Service, Washington, D.C. 20225, on or before tho 7bth day after the end of its
taxable year (as determined under subdivision (ii) of this subparagraph) or
July 15, 19G1, whichever is later.

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

Exnmplo (1). P, a domestic corporation, files an income tax return for its
taxable year ending January $1, 1962. On such date P owns all tho outstanding
stock of S, also a domestic corporation. S files a separate income tax return on
the basis of a fiscal year ending June 30. The membership of the affiliated group
is ascertained as of the close 0? January 31, 1902, the last day of the taxable year
of the common parent, P. On that day the affiliated group consists of P and S.
P consents to an apportionment plan in which the $25,090 amount is apportioned
entirely to S for Its taxable year ending June 30, 1932 (S’s taxable year within
which the last day of the taxable year of the common parSnt, January 31, 1962,
falls). Such consent is timely filed. For purposes of computing tho credit under
section SS, S’s limitation based on amount of tax for its taxable year ending June
80, 1962, is so much of S’s liability for tax as does not exceed $25,000, plus 25
percent of S’s liability for tax in excess of $25,000. P’s limitation for its taxable
year ending January 31, 1962, Is equal to 25 percent of P’s liability for tax. On the
other hand, if an apportionment plan is not timely filed, P’s limitation would be
so much of P’s liability for tax as does not exceed $12,500 plus 25 percent of P’s
liability for tax in excess of $12,500, and S’s limitation would be computed similarly.

[Footnote f itfitii continued]
tlo*  “plan”
11) “(u)(@2)(1') of «1.1502-51"

P-HFel. 7« LATEST CRALCAF..TS, X0p. 61,501 Reg. 81.46-1 <515943
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*

Reg. §1.40-1 (/) (8) continued ; . .

Example (2) Assume the same facts as In example (1), except that P’s taxable
year ends uMaroh Sl, 1968 (on which date It owns all the outstanding stock of
Bid) and iluit S's taxable year ends June SO, 1968 The limitation based on amount
of tax for such taxable years is computed using 60 percent rather than 9%
percent

Example (3) F, a domestic corporation exempt from taxation under section
501, flies a return for Its taxable year ending December 81, 1963, on which date
It owns all the stock of P, a domestic corporation. P flies a consolidated return as
a common parent for its fiscal year ending June 30, 1964, with its two wholly owned
domestic subsidiaries, S and A. Tho membership of the affiliated group is ascertained
as Of tho close of December 31,1963, the la,st day of the taxable year of the common
parent, F; and accordingly consists of F, P, S, and A. No consent to an apportion-
ment plan is filed. Therefore, each member is apportioned $6,250 of the $25,000
amount ($25,000 divided uequally among the four members). The limitation based on
amount of tax for the affiliated group filing a consolidated return (P, S, and A) for
the year ending June 30,1964 (the consolidated taxable year within which December
31, 1963, falls)®6 is computed by.using $1.5,750 instead of the $25,000 amount. The
$18,750 is arrived at by adding together the $6,250 amounts apportioned to P, S, and
A.18 If, how&vcr, F flies a timely consent, it may apportion tho entire $25,000 amount
to the group filing tho consolidated return (P, 8, and A).

Example M4) P, a domestic corporation filing income tax returns on a caletidar-
year basis, owns all tha stock of S, T, and U, all domestic corporations. S, T, and U
file separate returns on a calendar-year ba3ls. On June 30, 1963, S is liquidated,
and therefore lias a short taxable year beginning January 1, 1963, and ending Juno
SO, 1963. S docs not waive its right to its equal portion of the $25,000 amount. For
such short taxable year, the $25,000 amount shall be reduced for S to $6,250 ($25,000
divided by 4, the number of corporations in tho affiliated group at the close of S's
short taxable year). The total amount apportlonable to Uie members of the affili-
ated group of which P is the common parent for their taxable years ending December
31, 1063, is $18,750 ($25,000 minus tho $6,250 apportioned to S for its short taxable
year ending June 30,1963). Tho $18,750 amount may be apportioned according to an
apportionment plan or, if a plan is not timely filed, will be apportioned equally
among P, T, and U.

O—7 N 50443 Heg. § 1.40-2 (TD 6731, filed 5-7-61; amended by TD 6931, filed
10-0-67; TD 6933, filed 6-20-68; TD 712G, filed 6-9-71.) Carryback and carryover of
unused credit.

(a) Allowance of unused credit as carryback or carryover.— (1) In general.
Section 46(b)(1) provides for carrybacks and carryovers of any unusecl credit. An
unused credit is the excess of the credit earned for the taxable year (as defined

JFootuole 1SMS continued.)
(12) "December 31, 1001" .
(18) "No portion of the $25,000 amount Is apportioned to P since Its taxable year ends

before January 1, 1002. Accordingly, S is apportioned the entire $25,000 amount for Its

taxable year ending June 30, 1082
@ by”

(13

(10) "If tho consolidated liability for tax of P. S. and A is $27,750 for tho taxable
year ending Juno 30, 1901, then the credit allowed by section 89 (or such group of ruch
taxablo yoar cannot exceed $21,000 ($13,730 plus 23 percent of $0,000)."

(17) "Jixumplo. (t>. Assume the same facts ns In example (3), except that a consent
by V Is tiled.with the timely filed la-tum ol 1’ apportioning the entire $25,00") amount
to tl i group tiling a consolidated tax return (P. S, and A). The credit uliowod by section
83 lot such group for Its taxablo year ending Juno 30, 1981, cannot, exceed $25,G.'7.50 ($25,G3D
plus 25 percent of $2,750)." .
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In paragraph (a) of §1.46-1) over the limitation based on amount of tax for such
taxable year (as determined under paragraph (b) of § 1.46-1). Subject to the ‘lim-
itations contained In paragraph (b) of this section, an unused credit shall be added
to the amount allowable as a credit under section 38 for the yean? to which the
unused credit can be carried. The year with respect to which an unused credit arises
shall be referred to in this station as the "unused credit year.”

(2) Taxable yenrs to which unused credit may be carried. Except as provided
in subparagraphs (3) (4), and (C) of this paragraph, an unused credit shall he an
Investment credit carryback to each of the 3 taxable years preceding the unused
credit year and an investment credit carryover to each of the 7 taxable year3 (OI’
10 taxable years in cases to which subparagraph (5) of this paragraph applies)
succeeding the unused credit year, except that an unused credit shall he a carry-
back only to taxablo yeara ending after December 31, 1961. An unused credit must
ho carried first to the earliest of the 10 (Or IS) taxable years to which It may he
carried, and then to each of the 'other 9 (Or 12) taxable years (In order of time)
to the extent that the unused credit may not be added (because of the 1limitations
contained In paragraph (b) of thl3 section) to the amount allowable as a credit
under section 38 for a prior taxable year.

(3) Fifth taxable year following unused credit year ending on or before Decem-
ber 31,1908. If the fifth taxable year following .the unused credit year ends on or
before December 31,1966, then the unused credit shall be an investment credit carry-
over to each of the 5 taxable-years succeeding such unused credit year.

(4) Property used predominantly in n possession of the United States. The
amount of any investment credit carryback to any taxable year ending on or before
December 31, 19C5, shall be determined Without regard to section 48(a) (2) (B) (vli),
relating to property used predominantly in a possession of the United States. See
paragraph (g) (2) (vii) of §1.48-1. For example: Assume that corporation X, a
calendar year taxpayer, places in sendee during 1963 property described in section
48(a)(2)(B)(vli); that X’s unused credit for 196S is 510,000; and that, but for the
application of section 48(a)(2)(b) (vii), X's unused credit for IPGS would have been
57,000. X’s investment credit carryback from 19G8 to 1965 is limited to 57,000, and
X’s 19GS carryback to 1966 Is 53,000 plus any portion of tho $7,000 carried back to
1965 which was not allowed as a credit for such year.

(5) Additional 3-year carryover period in certain cases. Any portion of an invest-
ment credit carryback or carryover to any taxable year beginning after
S1, 19GS and ending after April IS, 1009, which may bo added to the amount allowable
as a credit for such taxable year under the limitation provided in subparagraph (1)
of paragraph (b) of this section but may not be added solely because of the limita-
tion provided in subparagraph (2) of such paragraph shall bo an investment credit
carryover to each of the 10 taxable years succeeding the unused credit year.

(b) }imitations on allowance of Unused credit—(]) In general. The amount
of the unused credit from any particular unused credit year which may be added
to the amount allowable as a credit under section 38 for any of the *preceding or
«succeeding taxable years to which such credit may ho carried shall not exceed
the amount by which tho limitation based on amount of tax for such preced-
ing or succeeding taxable year exceeds the sum of s(i) the credit earn'd for
such preceding or succeeding year, and #(:L'L) other unused credits carried to such
preceding or succeeding year which arc attributable to unused credit years prior to
the particular unused credit year. Thus, In determining the amount, if any, of an
unused credit from a particular unused credit year which shall be added to tho
amount allowable as a credit for any preceding or succeeding taxable year, the credit
earned for such preceding or succeeding taxable year, plu3 any unused credits origl-

Il-ootnotj \Siay Matter i in Italics added by TD 7126, which struck out:
(1) “lim itation’ "

2 1 gy
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nating in taxablo years prior to a particular unused credit year, shall first be applied
against the limitation based on amount of tax for such preceding or succeeding tax-
able year. To the extent the limitation based on amount of tax for the preceding or
succeeding year exceeds the sum of tho credit earned for such year and other unused
credits attributable to years prior to the particular unused credit year, the unused
credit from the particular unused credit year shall be added to the amount allowable
as a credit under section 38 for such preceding or succeeding year. To the extent
that an unused credit cannot be added for a particular preceding or succeeding
taxable year because of the limitation contained In this, Subparagraph or In stib-
paragraph (2) of this paragraph, such unused credit shall be available as a carry-
back or carryover to the next succeeding taxable year to which it may he carried.

(2) Taxable years beginning after December 31, 1968, and ending after April

18, 1969. The total amount of investment oredit carryovers and carrybacks which
may bo added to tho amount allowable as a credit under soction 83 for any taxable
year beginning after December 31, 1968, and ending after April 18, 1969, shall not
exceed 80 percent of tho higher of (i) the aggregate of the investment credit
carryovers and carrybacks to the taxable year, or (11) the aggregate of the in-
vestment credit carryovers and carrybacks to any preceding taxable year that
began after December Sl, 1968, and ended after April 18, 1969,

(e) Effect of net operating loss carryback from a taxable year ending on or
before July 81, 1DG/. If the effect of a net operating loss carryback from a taxable
year ending on or before July 31, 1967, is to create an unused credit (as defined In
paragraph (a)(1) .of this section), such unused credit shall not be treated as an
Investment credit carryback. However, the full amount of the unused credit so
arising shall be available for use as an investment credit carryover for the 7 taxablo
years (5 taxable years in a case in which paragraph (a)(8) of this section applies)
following the unused credit year. Thus, assume that a calendar-year taxpayer* has
a credit earned for 19S5 of $25,000 and a liabllity-for tax of the same amount. If in
1966 such taxpayer has a net operating [033 which he carries back to 1965 thereby
fully eliminating his taxable income and liability for tax for 1965, then the $25,000
credit earned (no longer allowable for 1965) becomes an unused credit which,
although may not be treated as an investment credit carryback, shall be carried
forward to each of the subsequent years to which it may be carried. On the other
hand, If his net operating loss arose in 1967 rather than in 1966, then the $25,000
unused credit for 1985 would be nn investment credit carryback to each of the 3
taxablo years preceding 1965 and an investment credit carryover to each of the
subsequent years to which it may bo carried.

(d) Taxable years beginning before January 1,1962, and ending after December
81, 1961. Section 36(b)(4) provides a transition rule relating to the amount of an
Investment credit carryback which may be added to tire amount allowable as a credit
under section 38 for a taxable year beginning before January 1, 1962, and ending
after December 31,1961. For purposes of determining the amount of unused credits
which may be carried back to such a taxable year and added to tho amount allow-
able as a credit for such year, the limitation based on amount of 'tax foy such year
(determined without regard to this paragraph) shall be reduced to an amount which
bears the same ratio to such limitation as the number of days in such taxable year
after December 31, 1951, bears to the total number of days in such year.

(c) Corporate acquisitions. For the carryover of unused credits in the case of
certain corporate acquisitions, see section 381(c) (23).

(f) Periods of less than 12 months. A fractional'part of a year which is con-
sidered as a taxable year under sections 441(b) and 7701(a) (23) shall be treated as
a preceding or a succeeding taxable year for the purpose of determining under
section 46(b) the taxable years to which an unused credit may be carried.

(g) Examples. The provisions of paragraphs (a) through (f) of this section
may be lllustrated by the following examples:

Example (1). Corporation X files its income tax return on the basis of the
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Reg. § 1.40-2(g) Example (1) continued
calendar year. X'’s credit earned and Its limitation based on amount of tax for each

of its taxable years 1982 through 1963 are as follows: .

Credit Limitation based

earned onamountoftax
B1662 .............. 1176,000 . $200,000
1963 ......... 250,000 . 160,000
1934 e 200,000 210,000
L1666 .....ccueene 210,000 230,000
1636 220,000 N | 260,000
1667.... 260,000. . 220,000
1668 ..oovveeen . 270,000 . 280,000

(1) Corporation X’s credit earned for 1982, $176,000, 1-~lowabla In full as a

credit under section 38 for 1962 since such amount Is less than the limitation based
on amount of tax for such year, $200,000. Since the limitation based on amount of
tax for 1963 is $160,000, only $160,000 of the $250,000 credit earned for such year la
allowable under section 88 as a credit for 1963. The unused credit for 1968 of $90,-
000 ($250,000 less $160,000) Is an Investment credit carryback to 1962 and an In-
vestment credit carryover to 1964' and subsequent years. The portions of the $90,000
unused credit which shall be added to the amount, allowable as a credit under section
38 for 1962 and for 1964 and subsequent years are computed as follows:

(2) 1982. The portion of the unused credit for 1963 ($90,000) which is allowable
as a credit for 1982 is $25,000. This amount shall be added to the amount allowable
as a credit for 1962. The balance of the unused credit for 1963 to be carried to 1964
is $65,000. These amounts are computed as follows:

Carryback to 1932 ....ccccoceviiiviieeeeeeee e . $90,000
1062 limitation based on tax ... ....ccccevieviienienieene, $200,000 *
Loss: Credit earned for 1932 ......cccceiiiiieeiinnnes $175,000
Unuse.d credit attributable to years pre-
ceding 1963 o 176,000

Limit on amount of 1963 unused credit
which may be added as a credit for
1982 s 25,000

Baianco of 1933 unused credit to be car-
ried t0 19S4 ..o, . . $65,000

(il) 1964. The portion of the balance of the unused credit for 1063 ($35,000)
allowable as a credit for 1964 is $10,000. This amount shall be added to the amount
allowable as a credit for 1964. The balance of the unused credit for 1963 to be car-
ried to 1985 is s55,000. These amounts are computed as follows:

CarryoVver t0 1684 .oovvveeiiecieeeeeeeee e o $65,000
1964 limitation based oN ta X ...cccoceeeevevvereerecreeenene $210,000
Less: Credit earned for 19S4 .....ccccoviiiiecicieecee, $200,000
Unused credits attributable to years preced-
ING 1983 i 0 200,000 -

Limit on amount of 193? unused credit which
may be added as a credit for 19*3-4............ 10,000

Ep.lanee of 1933 unused credit to be carried to
M e e e e e e e e e aaaaaaa .. $55,000

Prcntlce-Hall, Inc.—PeJ. Vir ' R$g. § 1.43-2 ®fj>944
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Rug. § 1.46-2(g) Example (1)(11) continued

(111) 1065. Tha portion of the balance of the unusedcredit for 1933(555,000)
allowable as a credit for 1065 is $20,000. This amount shall be added tothe amount
all ..'able as a credit for 1085. The balance of the unused credit for 1983 to be carried
to 1088 Is $35,000. These amounts are computed a3 follows:
Carryover to 1085

................................. $55,000
1085 limitation based on ta X ......ccceceeeveeeciiecneenne. $280,000
Less: Credit earned for 1065 .....ccccooeeeeeiiiiiiiiiiiiienennnns . $210,000
Unused credits attributable to years preced-
ing 1063 0 210,000 .
Limit on amount of 1983 unused credit which
may be added as a credit for 1085 ............. 20,000
Balance of 1963 unused credit to bo carried t»
L1088 e $35,000
(iv) 1030. The entiro balance of the imu3Cd credit for 1983 ($85,000) is allow-

able as a credit for 1838, since ilie limitation based on amount of tax for 1953
exceeds the sum of the credit earned for 1986 and unused credits attributable to

years prior to 1963 by an amount in excess of $33,000.Sincethe balanceof the
unused credit for 1963 ha3 been fully allowed, noportion thereof remains to be
carried to 1067 or 1938. TWs is illustrated as follows:

Carryover to 1960

.................................................... . $35,000
1936 limitation based on tax  .......... $200,000
Less: Credit earned for 1038 $220,000
Unused credits attributable to years preced-
iNG 1963 i * e 0 220,000
Limit on amount of 1933 unused credit which
may ba added as a credit for 1933............ 40,000
Ba'ance of 1933 unused credit to be canted to
L1067 e ? 0
(2) Since the limitation based on amount of tax for 19G7 is $220,000, only

$220,0 ;0 of the $230,000 credit earned for such year Isallowable as a credit for 1937.
The uiu3ed credit for 1067 of $10,000 ($260,000 Ics3$220,000) isan investment credit
carry each to 3JP31, 1935, and 1966 and an investment credit carryover to 1968 and
subsequent years. The portions of the $40,000 unused credit which shall be added
to ti.s amount allowable es a credit for sucli years are computed as follows:

(i) 1934. The portion of the unused credit for 1067 ($40,000) allowable as a
credit for 1961 is zero. The balance of the unused credit for 1987 to be carried to
1865 is $40,000. These amounts ere computed as folio'.vs: .

Carryback to 1964 .....cccccceeveereenen. $40,000

1981 limitation based on tax $210,000
Less"' Credit earned for 1S64......ccoceiiiiiiiinnnnenn. $200,000

Unused credits attributable to year’s preced-
ing' 1967 (unused credit from 1033)... 10,000 210,000
. Limit on amount of 1937 unused crooit which
. may be added as a credit for 1964 ] 0
Balance of 1037 unused credit to bo carried to .
M35 s $40,000

q 5944 Reg_ §1_48_2 LATEST DEVELOPMENTS, SEE p. 61,0X
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(U) 1065. The portion of the unused credit for 1907 (540,000) allowable as a
credit for 1065 iSzero. The balance of the unused credit for 1967 to be carried to
1966 Is $40,000. These amounts ure computed as follows:

Carryback to 1065 .....cccccevevecreennne i $40,000
1065 limitation based oa.ta X .....cccceceeeerereennenn, .. . $280,000 ,
Less: Credit earned for 1085 ......cccoceiiiiiiieiiiiieneniens $210,000
Unused credits attributable to yenvc preced-
ing 1087 (unused credit from 1003) ......... 20,000 230,000
Limit on amount of 1067 unused credit which
may be added as a credit for 1965 ............. 0
Balance of 1967 unused credit tObe carried to
1000 ..®>®eee®® | VI oo e eees $40,000

(ill) 1986. The portion of the unused credit for 1967 ($40,000) allowable as a
credit for 198(3 Is 55,600. This amount si'all be added to the amount allowable as n
credit for 1983. The balance cf the unused credit for 19G7 to be carried to 1958 Is
535,000. These amounts are computed as follows: *

Carryback to 1968 .............. $40,000

1066 limitation based on tax ... $260,600
Less: Credit earned for 18sG ... $220,000
Unused credits attributable to years preced-

ing 1867 (unused credit from 198S) 85,000 255,000

Limit on amount of 1087 unused credit which
may be added as credit for 1033 ... . 6,000

Balance of 1067 unused credit to lie carried
TO 1088 oo $35,000

(Ilv) 1068. The portion of tho balance of tho unused credit for 1067 ($35,000)
allowable as a credit for 1068 is $10,000. This amount shall be added to the amount
allowable as a credit for 1968. The balance of the unused credit for 1037 to be
cairled to 1959 and subsequent years Is $25,000. These amounts avo computed
as follows:

Carryover to 1968 ........ D e $35,000
1968 limitation based on ta x $2SC,009
Less: Credit earned for 1808 ......cccoooiiiiiiiiiiiiiiniinns $270,000
Unused credits attributable to years preceding
1067 e Lo 0 270,660

Limit on amount of 1C67 unused credit which
may be added as a credit for 10S8 ... 10,000

Balance of 1967 unused credit to be carried to
1039 oo $25,000

Example (2). Corporation Y files its income tax return on the basis of a fiscal
year ending June 30. Tor it3 taxable y-.ar beginning July 1, 1981, and ending June
SO, 1962, Y’s credit earned is $65,000, and its limitation based on amount of tax Is
$200,000. The full credit, earned ($55,000) Is allowable for Y’s taxable year’ ending
June 30, 1962, as a credit against tax slr.ee such amount is less than the limitation

T-aRd. Tax—IATETT DEVELOPVENTS, 5. 63,501 Reg. § 1.43-2 52-14
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Reg. § 1.40-3(g) Example (3) continued

($200,000). For purposes of determining the amount of an investment credit carry-
back from any subsequent taxable year which may be added to the amount allow-
able as a credit for the taxable year ending Juno 30, 1682, the limitation based on
amount of tax for such year shall be reduced from

*/ 181\ -
$200,000 to §99,1'8 ; 200,000 X J . Therefore, the total investment credit
\ 865 / [
Carrybacks to tho taxablo year ending June 80, 1882, may not exceed §31,178 (§98,-.
178 less §85,000). "

Example (3). A, a calendar yoar taxpayer, has a total of $500 in investment
croclt carryovers to 1j 69, composed of a $150 mused credit from 1968 and a $850
unused credit from €96S. A's limitation based on amount of tax for 19689 is $185.

"Under paragraph §b)(8) of this section, A limited to tike use of only $100 (80
percent of $1C0o) of his unused credits in 1969 and hi each subsequent year. Since,
in the absence of tho 80-percent limitation, A could have used $185 of the cairy-
over from 1968, $35 of such carryover (ie.!, the portion that cannot be used in
1969 solely because of the 80-percent limitation) qualifies for the additional 8-year
canyover period provided i»f paragraph (a)(5) of this section.

Example (4). The facts are tho same as in example #8) except that A places
in service in 1978 property eligible for the investment croif.it under one of tha rules
provided in section 19b), producing an unused credit of $300 for 1978 that is a
carryback to 1569, Under paragraph (b)(8) of this section, the limitation on the
use of carryovers and carrybacks to 1969 and each subsequent year is retroactively
increased to $160, i.e., 20 percent of $300 (the sum of 8500 in carryovers and $300
in carrybacks to 1CC0). Therefore, an additional $35 of the carryover frcm 1962
becomes usable in 1969. Since tho remaining $15 of the carryover from 1962 is
not usable because of the limitation provi in paragraph (b)(1) of this section,
such $15 amount does not qualify for the additional 8-year carryover poriod pro-
vided in paragraph (a)(5) of this section. .

(h) Electing small business corporation. An unused credit of a corporation
which arisos In an unused credit year for which the corporation Is not an electing
small.business corporation (as defined in section 1371(b)) and which is a carryback
or carryover to a taxablo year for which the coiporation is an electing small busi-
ness corporation shall not bo added to the amount allowable as a credit under
section 38 to the shareholders of such corporation for any taxable year. However,
a taxable year for which tho corporation is an electing small business coiporation
shall be counted as a taxable year for purposes of determining tho taxablo years
to which such unused credit may be carried.

0—1>EE6915.'] Eeg. §1.13-3 (TD 6731,-filed 5-7-64; amended by TD 6931, filed
10-9-67.) Qualified investment.

(a) In general. (1) W.ith respect to any taxable year, the qualified investment
of tho taxpayer is tho aggregate (expressed in dollars) of (1) the applicable
percentage of the ba3ls of each new section 33 property placed in service by the
taxpayer during such taxable year, plus (ii) tho applicable percentage of the co
of each used section 38 property placed in service by the taxpayer during such
taxable year. With respect to any section 38 property, qualified investment mear.
the applicable percentage of the basis (or cost) of such property. Section S8
property placed in service by the taxpayer during the taxable year includes the
taxpayer’s share of the basis (or cost) of section 38 property placed in service
by a partnership in tho taxable year of such partnership ending with or within
the taxpayer's taxable yoar. In tho caso of a shareholder of an electing small
business corporation (as defined in section 1371(b)), or a beneficiary of rn estate
or trust, see §§ 1.43-5 and 1.43-0, respectively, for apportionment of the basis (or
cost) of section 38 property placed in service by such corporation, estate, or trust.
For the definitions of new section 38 property and used section 38 property, sea
§51.48-2 and 1.40-3, respectively.
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Reg. §1.48-3 (a) continued
2) The basis (or cost) of section 38 property placed Inservice during a taxable

year shall not be taken Into account In determining qualified investment for suoh
year if such property is disposed of or otherwise ceaseB to be section 88 property
during such vyear, except where If1$7-8 applies. Thus, if individual A
places in service during a taxable year section 38 property and later in
the same year sells such property, the basis (or cost) of such property shall not
be taken into account in determining A’s qualified investment. On the other hand,
if A places in service section 88 property during & taxable year and dies later in
the same year, the basis (or cost) of such property would he taken into account
In computing qualified Investment. Similarly, if section 38 property is destroyed
by fire in the same year in which it is placed in service and “paragraph (h) of this

[footnote 19131 Matter in italios added by TD 6031, which struck out:

(1) “seotlon 47(b) or 46(0) (4)>”
(2 “"r"section 4fl(0) () *
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Reg. § 1.46-S(a)(2) continued . .
section applies to reduce the basis (or cost) of replacement property, the basis
(or cost) of the destroyed property would be taken Into account in computing
qualified Investment. In order to determine whether section 33 property is disposed
of or othepvise ceases to, bo section 33 property see § 147-2

(8) Qualified investment is reduced in the case of property which is “public
utility property” (see paragraph (h) of this section), and in the case of property
of organizations to which section 593 applies, regulated investment companies or
real estate investment trusts subject to taxation under subchapter M, chapter 1
of the Code, and cooperative organization described in section 1331(a) (see § 1.46-4).

(b) Applicable percentage. The applicable percentage to be applied to the basis

(or cost) of property is 33% percent if the estimated useful life of the property is
4 years or more but less than 6 years; 66% percent If the estimated useful life is
6 years or more but less than 8 years; or 100 percent if the estimated useful life Is
8 years or more. The provisions of this paragraph may be illustrated by the
following example: .

Example. Corporation Y acquires and places in service during 1963 the following
new and used section 3S properties:

Estimated Basis
Property useful life (or cost) ,
A (new) 5 years -« 5 60,000
B (new) 10 years . 90,000
. C (new) 6 years . 150,000
D (used) . 4 years ' 30,000

Corporation Y’s qualified investment for 1063 is $220,000 determined in the

following manner:

Basis' Applicable Qualified
Property (or cost) percentage investment
A $60,000 )< 33% % $ 20,000
B 90,000X100% 90,000
C 150,000 X 66% % 100,000
D oo 80,000X 33%% 10,000
Total oo * $220,000
(c) Basis or cost. (1) The basis of any new section 38 property shall

determined in accordance with the general rules for determining the basis of
property. Thus, the basis of property would generally be its cost (see section
1012), unreduced by the adjustment to basis provided by section 48(g)(1) with
respect tg property placed in service before January 1, 1964, and any other adjust-
ment to basis, such as that for depreciation, and would include all items properly
included by the taxpayer In the depreciable basis of the property, such as Installa-
tion and freight costs. However, for purposes of determining qualified investment,
the basl3 of new section 38 property constructed, reconstructed, or erected by the
taxpayer shall not Include any depreciation sustained with respect to any other
property U3ea in the construction, reconstruction, or erection of such new section 33
property. (See paragraph (b)(4) of §1.48-1.) If new section 38 property is ac-
quired in exchange for cash and other property in a transaction described in section
1031 in which no gain or loss-is recognized, tire basis of the newly acquired prop-
erty for purposes of determining qualified investment would bo equal to the
adjusted basis of the other property plus the cash paid. See § 1.48-4 for tho basis
of property to a lessee where tho lessor has elected to treat such lessee as a
purchaser.

m (2) The cost of any used section 38 property shall be determined In accordance
with paragraph (b) of §1.48-3k However, the aggregate 003t of used section 33

*Frentice-Hall, Inc.—2-'cd. Tax Reg. §1.45-3 <Sf5945
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property which may be taken Into account In any taxable year In computing quali-
fied Investment cannot exceed $50,000 (aee paragraph (c) of S1.48-3).

(8) For reduction In the basis (or cost) of certain property which replaces
other property which was destroyed or damaged by fire, storm, shipwreck, or other
casualty, or which was stolen, see §aragraph (h) of this section.

(d) Placed in service. (1) For purposes of the credit allowed by section 88,
property shall be considered placed In service in the earlier of the following taxable
years: . ..

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

(11) The taxable year in which the property is placed in a condition or 'state of
readiness and availability for a specifically assigned function, whether in a trade or
business, in tho production of income, in a tax-exempt activity, or in a personal
activity.

Thus, if property meets the conditions of subdivision (11) of this subparagraph In
a taxable year, it shall be considered placed in service in such year notwithstand-
ing that the period for depreciation with respect to such property begins in a
succeeding taxable year because, for example, under the taxpayer’s depreciation
practice such property is accounted for in a multiple asset account and depreciation
is computed under un "averaging convention™ (see §1.167 (a)-10), or depreciation
with respect to such property is computed under the completed contract method,
the unit of production method* or the retirement method.

(2) In the case of property acquired by a taxpayer for use in his trade or busi-
ness (or in the production of income), the following ar$ examples of cases where
property shall bo considered in a condition or state of readiness and availability
for a specifically assigned function:

(i) Parts are acquired and set aside during the taxable year for use as replace-

ments for a particular machine (or machines) in order to avoid operational time
loss.

(ii) Operational farm equipment is acquired during tho taxable year and it is
not practicable to use such equipment for its specifically assigned function in the
taxpayer’s business of farming until the following year. .

(iii) Equipment is acquired for a specifically assigned function and is opera-
tional but is undergoing testing to eliminate any defects. .

However, fruit-bearing trees and vines shall not be considered in a condition or
state of readiness and availability for a specifically assigned function until they have
reached an income-producing stage. Moreover, materials and parts acquired to be
used in the construction of an item of equipment shall not be considered in a con-
dition or state of readiness and availability for a specifically assigned function.

(8) Notwithstanding subparagraph (1) of this paragraph, property with re-
spect to which an election is made under § 1.48-4 to treat the lessee as having pur-
chased such property shall be considered placed in service by the lessor hi the taxable
year in which possession is transferred to such lessee.

(4) (i) The credit allowed by section 33 with respect to any property shall be
allowed only for the first taxable year in which such property is placed in service
by the taxpayer. The determination of whether property is section 38 property in the
hands of tho taxpayer shall be made with respect to such first taxable year. Thus,
if a taxpayer places property in service in a taxable year and such property
does not qualify as section 38 property (or only a portion of such property qualifies
as section 38 property) in such year, no credit (or a credit only as to the portion
which qualifies in such year) shall be allowed to the taxpayer with respect to such
property notwithstanding that such property (or a greater portion of such property)

<015945 Reg §1 48-3 LATEST DEVELOPMENTS, SEE p. Ol.iOl
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qualifies as section 88 property In a subsequent taxable year. For example. If a tax-
payer places property In service In 1963 and usea the property entirely for personal
purposes In such year, but in 1964 begins using the property in a trade or business,
no credit is allowable to the taxpayer under ‘section 38 with respect to such prop-
erty. See fi1.48-1 for the definition of section 38 property.

(il) Notwithstanding subdivision (i) of this subparagraph, if, for the first
taxable year In which property is placed In service by the taxpayer, tho property
qualifies as section 88 property but the basis of the property does not reflect its
full cost for the reason that the total amount to be paid or incurred by the tax-
payer for the property is indeterminate, a credit shall be allowed to the taxpayer
for such first taxable year with respect to so much of th9 cost as is reflected in
the basis of the property as of the close of such year, and an additional eredic
shall bo allowed to the taxpayer for any subsequent taxable year with respect to
the additional cost paid or incurred during such year and reflected In the basis
of the property as of the close of such year. The estimated useful life used in
computing each additional credit with respect to the property shall be the same
as the estimated useful life used in computing tho credit for the first taxable year
in which the property was placed In service by the taxpayer. Assume, for example,
that in 1984 X Corporation, a utility company which makes its return on the basis
of a calendar year, enters into an agreement with Y Coiporation, a builder, to
construct certain utility facilities for a housing development built by Y. Assume
further that part of the funds .for the construction of the utility facilities is
advanced by Y under a contract providing that X will repay the advances over
a 10-year period in accordance with an agreed formula, after which no further
amounts \ill be repayable by X oven thougji the full amount advanced by Y ha3
not been iepatd. Assuming that the utility facilities are placed in service in 19S4
and qualify as section 38 property, X is allowed a credit for 196.1 with respect
to its basis In the utility facilities at the close of 1984. For each succeeding tax-
able year X is allowed an additional credit with respect to the Increase in- the
basis of the utility facilities resulting from the repayments to Y during such year.

(e) Estimated usefnl life— (1) In general. With respect to assets placed In
service by the taxpayer during any taxable year, for the purpose of computing
qualified investment tho estimated useful lives assigned to all assets which fall
within a particular guideline class (within the meaning of Revenue Procedure
62-21) may be determined, at the taxpayer’s option, under either subparagraph
(2) or (3) of this paragraph. Thus, the taxpayer may assign estimated useful lives
to all the assets falling in one guidllne class in accordance with subparagraph (2)
of this paragraph, and may assign estimated useful llve3 to all the assets falling
within another guideline class in accordance with subparagraph (3) of this para-
graph. See subparagraphs (4) and (5) of this paragraph for determination of
estimated useful lives of assets not subject to subparagraph (2) or (3) of this
paragraph.

(2) Class life system. The taxpayer may assign to each asset falling within a

guideline class, which is placed in service during the taxable year, the class life
of the taxpayer for the guideline clas3 for such year' as determined under Sec-
tion 4, Part Il of Revenue Procedure 62-21. The preceding sentence may be applied
to tire assets falling within a guideline class Irrespective of whether the taxpayer
uses single asset accounts or multiple asset accounts in computing depreciation
with respect to such assets and Irrespective of whether tho taxpayer chooses to
have his depreciation allowanco with respect to such assets examined under tire
rules provided in Revenue Procedure 62-51.

(8) Individual useful life system, (i) The taxpayer may assign an individual
estimated useful life to each asset falling within a guideline clas3which is placed
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in service during the taxable year. With respect to the assets falling within tho
guideline class which are placed In single asset accounts for purposes of computing
depreciation, the estimated useful life used for each asset for that purpose shall
be used In determining qualified investment. With respect to the assets falling
‘within the guideline class which are placed in multiple asset accounts (including
a guideline class account described in Revenue Procedure 02-21) for which a group,
classified, or composite rate is used in computing depreciation (cr Jn single asset
accounts for which an average life rate la used), the determination of estimated
useful life for each asset in the account shill be made individually on the best
estimate obtainable on the busts of all the facts and circumstances. Hie Individual
estimated useful lives used for all .the assets placed in a multiple asset account,
when viewed together, must be consistent with the group, classified, or composite
«li/e used for the account fee’ purposes of computing depreciation.

(ii) I n ‘determining the individual estimated useful lives of assets similar
kind contained in a multiple asset account (or in single asset accounts for which
an average life rate is used), the taxpayer may (a) assign to each of such assets the
average useful life of such assets used for purposes of computing depreciation,
or *(b) assign separate lives to such assets baaed on the estimated range of
yeara'taken into consideration in establishing the average useful life. Thus, for
example, if a taxpayer'places Dsimilar trucks with an average estimated useful
life of 7 years, based on an estimated range of 8 to 8 years (2 trucks with a
useful life of 6 years, 5 trucks with a useful life of 7 years, and 2 trucks with
a useful life of 8 years), in a multiple asset account for which a group rato Is
used hi computing depreciation, he may either assign a useful life of 8 years to
2 of the trucks, 7 year3 to P of tho trucks, end 8 years to 2 of the trucks, or
he may assign the average useful life of the trucks (7 years) to each of the
9 trucks. Likewise, if a taxpayer places 100 similar telephone poles with an aver-
age useful life of 2S years, based on an estimated range of 3 to 40 years (2 wich a
useful life of less than 4 years, 3 with a useful life of 4 to Cyears, 4 with a useful
life of 6 to 8 years, and 91 with a useful life of more than 8 years), in a multiple
asset account for which a group rato Is used hi computing depreciation, he may
either assign useful lives corresponding to the estimated range of years of the
poles (i.e., a useful life of 1e33 than 4 years to 2 of the poles, etc.), or ho may
assign tho average useful life of tho poles (28 years) to each of the poles.

(Hi) In the case of "mass assets” fas defined in paragraph (0)(.I) of §1-fil-I)
for which the taxpayer is permitted to use an appropriate mortality dispersion tabic
(including a standard mortality dispersion table) under paragraph (o)(t!) of SUfi-I
(determined without rogard to paragraph (0)(S) (11) thereof), the taxpayer may
me such table for purpases of determining estimated useful lives by assigning, undo)’
subdivision (il)(b) of this subparagraph, separate lives to such assets based on tho
estimated range of years taken into consideration in establishing the average use-
ful life. If a taxpayer uses a standard mortality dispersion table for any taxablo

year, such table must be used for alt subsequent taxable years unless the taxpayer
obtains the consent of the Commissioner to change.

(iv) For purposes of subdivision (U) of this subparagraph, assets (other than
"mass assets") shall not be considered as "similar in kind" in respect of other as-
sets unless all such assets are substantially of tho same value, nor shall used section
B property be considered as "similar in kind" to ra> section S8 property.

(4) Useful lifo of property subject to amortization. In the case of property
with respect to which amortization in lieu of depreciation i3a|lowab|e, tha tern

n

[Footnote ' .'0-jcontinued-
‘

3) tato™
4) "ho incy"
“Similarly™ *
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Regl1§ 1.40-3(c)(4) continued . .
over which amortization deductions are taken shall he considered as the estimated
useful life of such property. .

(8) Useful life of property subject to certain methods of depreciation. If a
taxpayer Is using a method of depreciation, such as the unit of production or
retirement method, which does iypt measure the useful life of the property in terms
of years, he must estimate such useful life in. ycnr3 in order to compute hla
qualified Investment.

(fl) Record requirements. The taxpayer shall maintain sufficient recorcl3 to
determine whether section 47 (relating to certain dispositions, etc., of section 33
property) applies with respect to any asset . ,

(f) Partnerships— (1) In general. In the case of a partnership, each partner
shall take Into account separately, for his taxable year with or within which the
partnership taxable year ends, his share of the basis of partnership new section 38
property and his share of the cost of partnership used section 38 property placed
In service by tho partnership during such partnership taxable year. Each partner
shall be treated as the taxpayer with respect to his share of the basis of partner-
ship new section 3S property and Ills Share of tho cost of partnership used section
88 property. The estimated useful life to each partner of such property shall be>
deemed to be the estimated useful life of the property In the hands of the partner-
ship. Partnership section 38 property shall not, by reason of each partner taking
his share of the basis or cost into account, lose its character as either new section
88 property or used section 3S property, as the case may ho.

(2) Determination of partner’'s share, (i) Each partner's share of the basis
(or cost) of any section 38 property shall be determined In accordance with the
ratio in which the partners divide the general profits of the partnership (that is,
the taxable income of the partnership as described in section 702(a)(9)) regardless
of whether the partrership Ms a profit or a lIcss for s taxeble year during which
tho sactiian 58 property is placed In sarvice. However, If the ratio In which the part-
ners divide the general profits of tho partnership changes during the taxable year
of the partnership, the ratio effective for the date on which the property is placed
in service shall apply.

(12) Notwithstanding subdivision (1) of this subparagraph, If all related items
of income, gain, loss, and deduction with respect to any Item of partnership sec-
tion 38 property are specially allocated In the same manner and if such special
allocation is recognized under section 704(a) and (b) and paragraph (b) of
§ 1.704-1, then each partner's share of the basis of such Item of new section 33
property or the CO3t of such item of used section 38 property shall be determined
by reference to such special allocation effective for the date on which the property
is plac 1in service.

Gi,- Notwithstanding subdivisios fi) and i) of this subparagraph, ifwith
respect 1o a partrership’s taxable year tho coditios set forth in 18) through ©
of this sudivision ere satisfied with respect 1 a partrer, then such partrer dall
not take into account the besis for aost) of any ssction SS property placed in seiw-
ice by tho partrership during such taxable year. The coditios referred © in the
preceding sentence are:

@) SQurh, partrers interest in the gereral profits of tho partnershilp during tre
taxablo year is 6 peroent or less;

(9] Under tho partrership agreement, such partner will retire from the part-
nership during the taxable year or within 8 years after the end of such year; and

1©) The partrership agreement provides that the besis for ast) of section 3
property placed inservice by the partnership during tho taxable year gall not be
taken iInto account by a partrner described in ) and () of this subdivision.
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Any hesis (or ast) of section 88 property which is not taken into acoount by a
partrer because of the provisias of this sudivision el bo talien into account by
the other partrers In accordance witn subdivision (@) of this subparagraph,

(8) Examples. This paragraph may ho lllustrated by the following examples:

Example (1). Partnership ABCD acquires and places in sendee on January 1,
1082, an Item of new section 38 property,*and acquires and places in service on
September 1, 1082, another Item of new section 39 property. The ABCD partnership
and eech of its partners report- Income on the basis of the calendar year. Partners
A,. B, C, and D share.partnership profits equally. Each partner's share of the basis
of each new partnership section 38 property is %0 percent.

Example (2). Assume the same facts as In example (1) and the following addl-
ttonal facts: A dies on June 80, 1962, and B purchases A's Interest as of such date,
Each partner’s share of the profits from January 1 to June 80 Is 25 percent From
«July 1 to December 31, B's sharo of the profits.is 50 percent, and C and D’s share
of tho profits is 25 percent each. For A’s last taxable year (January 1 to June SO,
1982), A shall take Into account 25 percent of tho basts of the section 38 property
placed in service on January 1. B shall take Into account 25 percent of the basis
of tho section 38 property placed in service on January 1 and 50 percent of tho
basis of the section 38 property placed In service on September 1. C and D shall
each take Into account 25 percent of tho basis of each new section 38 property
placed in sendee by the partnership In 1902,

Examplo (3). Partnership MR is engaged in the business of renting soda foun-
tain equipment and icemakers to restaurants. 'The partnership makes no elections
under § 1.48-4 to treat its lessees as having purchased such property. Under the
terms of the partnirship agreement, the Income, gain or Ipss on disposition, depre-
ciation, and other deductions attributable to the icemakers are specially allocated
70 percent to partner M and 30 percent to partner R. In all other respects M
and R share pmits and losses equally. If the special allocation with respect to
the iceinakers is recognised under section 704(a) and (b) and paragraph (b) of
S1.704-1, the basis (or cost) of the icemakers which qualify as partnership section
88 property shall be taken into account 70 percent by M and 30 percent by R.
The basis (or cost) of partnership section 38 property not subject to tho special
allocation shall be taken Into account equally by M and R.

Example (4). Assume the same facts as in example (3) and the following addi-
tional facts: During November 1962, the partnership, which reports its income on
the basis of a fiscal year ending May 31, acquires and places in service two Items
which qualify as new section 38 property, an Icemaker and a soda fountain. The
icemaker has an estimated useful life of 8 years to the partnership and a basis of
51,000. The soda fountain has an estimated useful life of C years to the partner-
ship and a basis of 8600. Partner M ateo owns and operates a business as a sole
proprietorship and reports Income on the calendar year.basis. During 1963, M
acquires and places in service in Ms sole proprietorship a machine which qualifies
as new section S3 property. This machine has an estimated useful life of 4 years
and a basis of §300. M owns no interest in any other partnerships, electing small

business corporations, estates, or trusts. M’'s total qualified investment for 1963
Is 51,000, computed as follows:

Property Estimated _ M’sshare Applicable Qualified
Partnership MR usoful life Basis of basis percentage investment
Icemaker 8 51,000 5700 100% 5 700
Soda Fountain 6 600 800 6 3 2 0 O

Sole Proprietorship

Machine 4 300 83>a% 100
Totel * . §1,000

f- _
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Reg. § 1.46-3 continued ' .

(g) Publlo utility property. (1) In the case of section 88 property which is
public utility property, the amount of the qualified investment with respect to such
property shall be 3/7 of the amount otherwise determined under this section with

respect to such property.

(£) The term "publlo utility property” means property used predominantly in
the trade or business of the furnishing or sale of—

(i) Electrical energy, water, or sewage disposal services,
(ii) Gas through a local distribution system,
(

ili) Telephone service, or ).

(iv) Telegraph service by means of domestic telegraph operations (as defined

in section 222(a)(5) of the Communications Act of 1034, as amended; 47 U.S.O,
sec. 222(a)(6)), . .

if the rates for such furnishing or sale, as the case may -be, have been established
or approved by a State (Including the District of Columbia) or political subdivision
thereof, by an agency or instrumentality of the United States, or by a publlo
service or public utility commission or other similar body of any State or political
subdivision thereof. The term-"established or approved” includes the fling of a
schedule of rates with, any body named in the preceding sentence which has the
power to approve such rates, oven though such body has taken no action on the
filed schedule.. For purposes of this paragraph, any activity described in subdivision
(i), (ii), (ili), or (iv) of this subparagraph, which Is regulated In a manner de-
scribed in Jhi3 subparagraph, shall he referred to as a "public utility activity”. If
property Is used by a taxpayer both in a publlo utility activity and in another
activity, the characterization of such property shall be based on the predominant
use of such property during the taxablo year in which it is placed in sendee.

(3) Public utility property includes property which is leased to others by a
taxpayer where the leasing of such property is part of the lessor’'s public utility
activity. Thus, such leased property is public utility property even though the
lessee uses such property in an activity which is not a public utility activity, and
whether or not the lessor of such property makes a valid election under 91.4S-4
to treat the lessee as having purchased such property for purposes of the credit
allowed by section 38. Property leased by a lessor, where the leasing is not part
of a public utility activity, to a lessee who uses such property predominantly In a
public utility activity is public utility property for purposes of computing the lessor’s
or lessee’s qualified investment with respect to such property.

(4) (i) With respect to properties of a taxpayer engaged In both the produc-
tion or transmission of gas and the local distribution of gas, section 38 property
shall be considered as used predominantly in tho trade or business of the furnishing
or sale of gas through a local distribution system if expenditures for such property
aro chargeable to any of the following accounts under either the uniform system
of accounts prescribed for natural gas companies (clas3 A and class B) by the
Federal Power Commission, effective January 1, 1961, or the uniform system of
accounts for class A and B gas utilities adopted in 1958 by tho National Association
of Railroad and Utility Commissioners (or would be chargeable to any of the follow-
ing accounts if the taxpayer used cither of such systems);

(a) Accounts 330 through 363, inclusive (Local Storage Plant), or

(b) Accounts 374 through 887, inclusive (Distribution Plant). .

(11) If expenditures for section 33 property ave chargeable (or would be charge-
able) to any of tho following accounts under either of the systems named in sub-
division (1) of this subparagraph, the determination of whether or not such prop-
erty is usecl predominantly in tito trade or business of the furnishing O]. sale of gas
through n local distribution system shall be made under all the facts :md clrcum-
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stances relating to the actual usef of such property in the year such property la
placed In service:

(a) Accounts 304 through 820, Inclu5|ve (Manufactured Gas Production riant),
or . ¢ o, *

(b) Accounts 889 through 899, Inclusive (General Plant).
For example, if an office machine is*used 55 percent of the time for billing cus-
tomers of the taxpayer’s local distribution system In the year in which it is placed
in service, such office machine shall be considered as used predominantly in the

trade or business of the furnishing or sale of gas through a local distribution
system.

() Certain replacament properly.

@O @ Fsctoan 8 propertyis placed In sarvice by the taxpayer to replaco
property (whether or not ssctian S3 property) similar or related In service or use
which was destroyed or damaged by fire, storm, shipwedk, or other caaalty, or
stolen, then for purposes of paragragh, (@) of this section the besis (or ai3t) of the
replace_nont section S3 property otherwise determined under paragraph (©) of this
section shalll be reduced by an amount equal to the lesser of-

(@ Tho amount of money, or tho fair market valueof other progerly, received
as compensation, by insurance or otherwise, for tho property which was destroyed,
damaged, or stolm, or

® The adjusted besis of such destroyed, damaged, orslnlenproperty (Immedi-
ately before such dsstruction, damage, or teft).  ~

@l) For purposes of sudivision (i) of this subparagraph—

(@ Section 83 property placad In serviee after tho due date (including exten-
sias of tino thereof) for filig tho taxqpayer’s incore tax retum for the tacble
year inwhich the other property was destroyed, damaged, or stolon gell not bs
cosidered as replacement section 88 prgperty, and

GO I the property which is destroed, damaged, or stolen, is lessed property,
no other lessed property dall be considerad as replacement property with respect
1o the property destroyed, damaged, or stolen, in any case inwhich the lessormakes
or made an election under secan 15 (d) (relating o election with respect to cartain

leesd property) with respect to cither the property destroyed, damaged, or stolen,
the other leassed property, or both.

(@ Subparagraph (@ of this paragraph dall not goply t replacement prop-
erty If the reduction, under such subparagraph @), in the besis (or axst) of such
replacement property is less than the exoess of—

@ Tho galified investment with respect 1o the destroyed, damaged, or stolen
property, over

@D The recomputed qalified investment with respect to suoh property ((bmr-
mined under the principles of paragraph @) of § 1.*F1).

(® Thisparagraph may bo illstrated by the folloivirg exarplles:

Example ). @ A aouiredend placed in service on January 1,196S, machine
No. 1, which galified as sectin 38 property, with a besis of 830,000 and an
estimated ussful lileof 6 years. Tho amount of galified investment with reqpect to
suohmachinewas 330,00. On January 3,196%, machine No. 1 iscopletely destroyed
by fire. On January 1, 1965, the adjusted besis of such machine In A hands is
$4,90. On November 1,1965, A receives $23,000 in insurance proceeds as compen-
sation for the destroyed machine, and on December 15, 1908, A aoquires and places
inservice machine No. 8, which galifies as secion G8 property, with a besis of $41,-
000 and an estimated useful lifeof 6 years toreplacemachineNo. 1

«1S345  Reg. § 1.45-3 LATEST EETELOP.'IENTS, SEE p. 0,0
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- @) XJInder subparagraph (1) of this paragmph, the $$1,000 besis of machine
No. S is reducad, for purposes of paragraph (@) of-this sectaian, by $£3,000 (thet 5,
the $23,000 insurance proceeds siince such amount s less than the $25,500 adjusted
kesis of machine No. 1 Inmediately before itwas destroyed) to $18,000 sinee such
redlotion (thatis, $23,000) is greater than the $0,00 reduction In gelified Inest-
ment which woulld bo made Ifparagraph (@) of § 1A7-1 were to goply to machine
No. 1 ($0,000 galifiedinvestment less zero recomputed qalified inestment).
Example ). (@) The facts are the same as in exarple () exogpt that on
November 1, 1983, A receives anly $19,000 In insurance proceeds as campensation
for the destroyed machine.

an The $BHA basis of machine No. 2 is not reduced, for purposes of para-

graph (@ of this sectian, under this paragraph since the $19,000 reduction which
would have been made under this paragraph had it gplied (thet i, the $19,00
insurance proceeds sine such amount s less then the $25,500 adjusted basis of
machine No. 1 immediately before rtwas destroyed) © lkess than the $0,000 reduc-
o in galified inestment which ismade sine paragraph @) of 8 1.51-1 gplies o
machine No. 1 (80,000 qalified Investment less zero recamputed galified inest-
ment) . - -

o— 2— E7 59463 Reg. §1.40-4 (TD 6731, filed 5-7-64; amended by TD 6958, filed
6-20-68.) Limitations with respect to certain persons.

(a) Mutual savings Institutions. In the case of an organization to which section
593 applies (that is, a mutual savings bank, a cooperative bank, or a domestic
building and loan association)—

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

(2) The 8§25,000 amount Specified in section 46(a)(2)*, relating to limitation

based on amount of tax, shall be reduced by 50 percent of such amount.
For example, if a domestic building and loan association places in service on Janu-
ary 1, 1963, new section 38 property with a basis of 830,000 and an estimated useful
life of 6 years, its qualified investment for *963 with respect to such property
computed under 81.46-3 is 820,000 (66% percent of 830,000). However, under tills
paragraph such amount is reduced to §10,000 (50 percent of §20,000). If an organiza-
tion to which section 593 applies is a member of an affiliated group (as defined in
section 46(a)(5)), the §25,000 amount specified in section 46(a)(2)* shall be re-
duced in accordance with the provisions of paragraph (f) of §1.4G-1 before such
amount is further reduced-under this paragraph.

(b) Regulated Investment companies and real estate investment trusts. (1) In
the case of a regulated investment company or a real estate investment trust sub-
ject to taxation under subcliapter M, chapter 1 of the Code—

(1) The qualified investment with respect to each section 38 property otherwise
determined under § 1.46-3, and .

(ii) The §25,0.00 amount specified in section 46(a)(2)1 relating to limitation
based on amount of tax,
shal' be reduced to such person’s ratable share of each such amount. |If a regulated
investment company or a real estate Investment trust is a member of an affiliated
group (as defined in section 46(a) (5)), the 825,000 amount specified in section 46(a)
(2)* shall be reduced in accordance with the provisions of paragraph (f) of § 1.46-1
before such amount is further reduced under tills paragraph.

(2) A person’s ratable sharo of the amount described in subparagraph (1) (I)
and the amourt described in subparagraph (1) (ii) of this paragraph shall be the

ratio which— .
IFontnoto : 50133 TD 6353, struck out: .
tt> "(A) and (B)” .
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(1) Taxable income for the taxable year, bears to

(ii) Taxable Income for the luxable year plus the amount of the deduction for
dividends paid taken into account under section S52(b)(2)(D) In computing Invest-
ment company taxablo income, or under section 857(b) (2(C) in computing real
estate investment trust taxable income,*as the case may be.
For purposes of the preceding sentence, taxable income means, In the case of a
regulated investment company its investment company taxable income (within the
meaning of section 852(b)(2)), and in the case of a real estate Investment trust Its
real estate investment tru3t taxable income (within the meaning of section 857
(b)(2)). For purpose? of this paragraph only, in computing taxable Income for a
taxable year beginning before January 1, 1064, a regulated investment company
or a real estate investment trust may compute depreciation deductions with respect
to section 38 property placed in service before ,January 1, 1964, without regard to
the reduction in basis of such property required under § 1.48-7.

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

Example, (i) Corporation X, a regulated Investment company subject to taxa-
tion under section 852 of the Code which makes its return on the basis of the
calendar year, places in service on January 1, 1964, section 38 property with a
basis of $30,000 and an estimated useful life cf 6 years. Corporation X's investment
company taxable income under section 852(b)(2) is $10,000 after taking into
account a deduction for dividends paid of §90,000.

(ii) Under this paragraph, corporation X's qualified investment for the taxable
year 1061 with respect to such property is §2,000, computed as follows: (a) $20,000
(qualified Investment tinder § 1.40-3), multiplied by (b) $10,000 (taxable Income),
divided by (c) $100,000 (taxable income plus the deduction for dividends paid).
For 1964, the $25,000 amount specified in section '46(a)(2)1 is reduced to $2,500.

(c) Cooperatives. (1) In the case of a cooperative organization described
section 13S1 (a)—

(1) The qualified investment with respect to each section 38 property otherwise
determined under § 1.46-3, and

(if)  The $23,000 amount specified in section 46(a)(2)', relating to limitation
based on amount of tax, .
shall be reduced to such cooperative’s ratable share of each such amount. If a co-
operative organization described in section 1331(a) is a member of an affiliated
group (as defined in section 46(a)(5)), the $25,000 amount specified in section
46(a)(2)* shall be reduced ir. accordance with the provisions of paragraph (f) of
§ 1.46-1 before such amount is further reduced under this paragraph.

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

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

(ii) Taxable income for the taxable year i as the sum of (a) the amount of
the deductions allowed under section 1382(b), (b) the amount of the deductions
allowed under section 1382(c), and (c) amounts similar to the amounts described
in-(a) and (b) of this subdivision the tax treatment of which is determined with-
out regard to subchapter T, chapter 1 of the Code and the regulations thereunder.
Amounts similar to deductions allowed under section IS52(b) or (c) are, for ex-
ample, in the case of a taxable year of a cooperative organization beginning before
January 1,1963, the amount of patronage dividends which are excluded or deducted
and any nonpatronage distributions which are deducted under section 522(b)(1).
In the case of a taxable year of a cooperative organization beginning after.De-
cember '31, 1332, sach -amounts are the amount of patronage dividends and non-
patronage dist:millions which are excluded or deducted without regard to section
1332(b) or (c) because they are paid with respect to patronage occurring before
1963. For purposes- of this paragraph only, in computing taxable income for a

n
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taxablo year beginning before January 1, 1884, a cooperative may compute depre-
ciation deductions with respect to section 38 property placed in service before
January 1, 1964, without regard to the reduction In basis of such property required
under §1.48-7, .

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

Example, (i) Cooperative X, an organization described in section 1881(a)
which makes its return on the basis of the calendar year, places in service on Jan-
uary 1, 1964, section 88 property with a basis of $5S0,000 and an estimated useful
life of 6 years. Cooperative X's taxable income is $10,000 after taking into account
deductions of $20,000 allowed under section 1382(b), deductions of $60,000 allowed
under section 1382(c), and deductions of $10,000 allowed under section 522(b) (1) (B).

(ii) Under this paragraph, cooperative X's qualified investment for tho taxable
year 1964 with respect to such property is $2,000, computed ns follows: (a) $20,000
(qualified investment under §1.46-3), multiplied by (b) $10,000 (taxable income),
divided by (c) $100,000' (taxable income plus tho sum of tho deductions allowed
under sections 1382(b), 1382(c), and 522(b)(1)(B)). For 1864, the $25,000
amount specified in section 46(a) (2)1is reduced to $2,500.

£ O 69533 CODE SEC. 47. CERTAIN DISPOSITIONS, ETC., OF SECTION 88
A PROPERTY.

(a) General Rule,—Under regulations prescribed by the Secretary or his
delegate—

(1) Early disposition, etc.—If during -any taxable year any property is
disposed of, or otherwise ceases to bo section S8 property with respect to the
taxpayer, before the close of the useful life which was taken into- account in
computing tire credit under section 38, then tho tax under this chapter for
such taxable year shall be increased by an amount equal to tho aggregate
decrease in the credits allowed under section 33 for all prior taxable years
which would have resulted solely from substituting, in determining qualified
investment, for such useful life tho period beginning with the time such prop-
erty was placed in service by the taxpayer and ending with the time such
property ceased to be section 38 property.

(2) Property becomes public utility property.—If duilng any taxable year
any property taken into account in determining qualified investment becomes
public utility property (within tire meaning cf section 4G(c) (3)(B)), then the
tax under this chapter for such taxable year shall be increased by au amount
equal to the aggregate decrease in the credits allowed undor section 3S for
all prior” taxable years which would have resulted solely' from treating the
property, for purposes of determining qualified investment, as public utility
property (after giving duo regard to the period before such change in use).
If the application of this paragraph to anylpioperty is followed by the applica-
tion of paragraph (1) to such property, proper adjustments shall ba made in
applying paragraph (1).

(3) Carrybacks and carryovers adjusted.—In the caso of any cessation
described In paragraph (1) or any change in uso described in paragraph
(2), the carrybacks and carryovers under section 46(b) shall be adjusted by
reason of such cessation (or .change in use).

(4) Property destroyed Ly casualty, etc.— No increase shall bo made under
paragraph (1) and no adjustment shall bo inade under paragraph (3) in any
case in which—

(A) any property Is disposed of, or otherwise ceases to bo section 38
property with respect to the taxpayer, on account of its destruction or
damage by fire, storm, shipwreck, or other casualty, or by reason of its
theft, .

(B) section 38 property is placed in service by tho taxpayer to replace
the property described in subpar.igrapl (A), and

PH Fed. Tu- LATEST DEVELOPMENTS, s¢ P.61501 Szz. 47 f 55S3
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L (C) the reduction In basis or cost of such section 38 property described
A In the first sentence of section 46(c)(4) Is equal to or greater than the
[ § reduction in qualified investment which (but for this par?graph) would be

made by reason of the substitution required by paragraph (1) with respect
to tho property described in subparagraph (A).
Subparagraphs (B) and (C) shall not apply with, respect to any casualty or
theft occurring after April 18, 1969. *

(5) Cert' ji\properly replaced after April 18, 19G69.—In any caso in which—
(A) section 38 property is disposed of, ar.d
(B) property which would be section 38 property but for section 49 is
placed in service by tho taxpayer to replace the property disposed of,
the increase’under paragraph (1) and the adjustment under paragraph (8)
shall not be greater than tho increase or adjustment which would result if
the qualified investment of tho property described in subparagraph (B)
(determined as if such property were section 88 property) were substituted
for the qualified investment of the property disposed of (as determined under
paragraph (i)). Exceptin the case of a disposition by reason of a casualty
or theft occurring before April 19, 1960, the preceding sentence shall apply
only if the section 38 property disposed of is replaced v/ithin 6 months after
data of such disposition.

(6) Aircraft used outside the United States after April 18, 1969, —

(A Cereral rue— Any alraaft which was new ssctian 38 property for
the taxable year tuwhich itwas placed in service and which s used autsice
the United States under a qalifying teese or leeses gl be treated as not
cessing 1o be section SS property by reason of 3itch use untall such airaraft
has been s0 used for a periad or periods exceading 4 years in tolEl. For
purposes of tho preceding satence, the registration of such airaraft under
the lans of a foreigh coutry gall be treated as use autsice tho United

® ition of qalified inestment— If an alraraft described in
Slbparag (A) Bdigposad of or atherwise osases 1o be section 38 prop-

the increese under paragraph (D) and the adjustment under paragraph
(©)] Qallmtbegreaterﬂmﬁ’enueeseoradjlsmmmhldﬁmuldmjlt
if tre qalified investment of such alraaft were based upon a useful lile
equal 1o the lesser of (1) the actual useful life of such airaaft with respect
o the taxpayer, ar, @) twice the number of full calendar months during
which such alraaft was registered by the Adninistrator of tho Federal
Aviation Agency and was used in the Unirted States, gperated 1 and from
the United States, or gperated under aontract with tho Unirted States.  For
purposes of the preceding satece, an alraaft dall be treated as used in
the United States for any calencar month beginniing after such aircraft was
placed in sarviee, iFsuch month s includd Ina taxeble year ending before
January 1, 1971, for which such alraaft was section 3S property (deter—
mined without regard to this paragraph).

(C) Q)allfylrg leese cefired — For purposes of subparagraph (A), ﬂ"e
term “gualifying lee=™ means a leese from an air carrier (s cefird |
section 101 of the Fcdo™d Aviation Act OF 1033, us amended CI:QUSC
1301)) which aonplies with the provisias of tre Federal Aviation ACt of
1083, us nmended, and the rules and regulatios promullgated by the Civil
mil%mard thereucer, but only if such lesse was executed after

] il 18, .

(b) Section Not to Apply in Certain Cases.— Subsection (a) shall not apply
to—
(1) a transfer by reason of death, or
(2) a transaction to which section 381(a) applies.

For purposes of subsection (a), property shall not be treated as ceasing to bo
e section 33 property with respect to the taxpayer by reason of a more change

112EFootnmu U93S3 Matter in italics In See. 17(a)(6) added by section 1, P.L. 81-G76,
418Effect|ve dale (Sec. 2, P.L. 01-673, 1-12-71).—Applies to taxable years ending after



(2

Investment Credit (§46-49)

5397

B [N the form of conducting tho trade or business so long as the property

1 is retained In such trade or

business as section 38 property and the

f taxpayer retains a substantial interest in such trade or business.

(c)

Special Buie— ANy increase in tax under subsection (a) shall not

treated as tax imposed by this chapter for purposes of determining tho amount
of any credit allowable under subphrt A.

[ff 59543 Committee Itoport (P.L. O1-
670,1-12-71).— Application of investment
credit recapture rule to leased aircraft.

[House Cereral Bxplanation]

In general, the bill provides that a
new airplane which qualified for the
Investment credit under the rules of
present law for the year It wa3 placed
in service may be used outside the United
States without a recapture of the credit
for up to half of the period taken into
account hr determining the amount of
the credit allowed with respect to the
airplane. This provision only applies,
however, if the airplane is used outside
the United States under a lease from a
U.S. air carrier which is made after
April 18, 1969 (in general, the date of
the repeal of the investment credit) and
which complies with the provisions of the
Federal Aviation Act of 1958 and the
Civil Aeronautics Board’s rules and regu-
lations under that act.

Inasmuch as the maximum period
which may be taken into account in
computing the amount of an Investment
credit is 8 years, the bill provides that
there is in all cases to bo a recapture of
the Investment credit if an airplane is
used outside the United States under the
typo of lease described above (or is
registered under the laws of a foreign
country) for more than 4 years. The
amount of the credit to be recaptured in
this event is to be determined under the
rules dcscrifc. >d below.

As indicated above, the basic concept
of your committee’s bill is that an air-
plane may not be used outside the Uni-
ted States for more than half the period
taken Into account in determining for
recapture purposes the amount of the
investment credit allowable with respect
to the airplane. Accordingly, the bill
provides that If an airplane Which Is used
outside the United States in the manner
described above is disposed of or other-
wise ceases to qualify as investment
credit property before the end of the
period taken into account in (jctermining
tho amount of the credit originally al-
lowed, then .the amount of the invest-
ment credit to be recaptured is to be
determined in the manner specified be-
low. Jn computing the period of time the

r-H Fed.Tiu- LATEST DEVELOPMENTS, Stip. 61,501

aircraft is considered to have been actu-
ally used by the taxpayer, the calendar
months during any part of which it was
used outside the United States under the
type of lease described above may be
taken into account only to the extent of
the number of calendar months during
all the days of which the plane was used
in the United States (or \vas operated to
and from the United States or under con-
tract with the United States.) The plane
also must have been registered with the
Federal Aviation Agency during these
months. (However, the bill provides that
an aircraft (after it is placed in service)
for any calendar month in a taxable year
ending before 1971 is to be treated as
used in the United State3 if the plane
was qualified investment credit property
under present law for that year).

The application of tho recapture rule
provided by the bill may be iIIustratEﬂ
by. tlie following example. Assume
airplane was placed in service by a U.S.
air carrier in the middle of a taxable
year and was used for the remaining 6
months of that taxable year and the en-
tire following taxable year solely in the
United States. Assume further that tho
airplane was then leased (under a lease
of the type described above) for use out-
side the United States for a period of 3
years and was, In fact, used in that
manner for the 3-yoar period. Assume
further that at the end of tire 3-year pe-
riod the plane was sold by the U.S. air
carrier. Although the air carrier has
actually had the plane for a period of

years, It is considered under tho bill
to have used the plane for a period of
only 3 years. This results from the fact
that only iyZ of the 3 .years the plane
was used outside the United States may
be taker into account since tire plane
hud been used in tire United States for
only /2 years. Accordingly, upon the
salo of tho plane, there would be a ie-
capture of the entire investment credit
previoysly allowed with respec* to it
since ﬂﬁ credit is allowed with respect
to property used less than 4 years.

The amendment made by this bill is
co apply to taxable years ending after
April 1S, 1069. '

. . . . . - «

Sec. 47 5954

be
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'O—5‘£tf 59553 Tfie Regulation below doesn’t reflect the changes made by
P.L.91-4576,1-12-71, in Sec. 47(a), explained at 5927 and in the Committee

Reporti 5954. LN .

Reg. 8§1.47-1 (TD 0931, filed 10-9-07.) Kecomputation of credit allowed by
section 38.

e (a) General rule— (1) In general— (i) If during tlfe taxable year any section
38 property tile basis (or cost) of which was taken Into account,’ under paragraph
(a) of §1.46-3, in computing the taxpayer’a qualified Investment 13 disposed of,
or otherwise ceases to be section 38 property or becomes public utility property (as
defined In paragraph (g) of 91.46-3) with respect to the taxpayer, before the close
of the estimated useful life (as determined under subparagraph (2) (1) of this
paragraph) which was taken Into account in computing such qualified Investment,
then the credit earned for the credit year (as defined in subdivision (lIl)(a) of this
subparagraph) shall be recomputed under the principles of paragraph (a) 0
91.46-1 and paragraph (a) of 91.46-3 substituting, in lieu of the estimated useful
life of the property that was taken Into account originally in computing qualified
investment, the actual useful life of the property as determined under subparagraph
(2) (il) of this paragraph. There shall also be recomputed under the principles
of 88§ 1.46-1 and 1.46-2 the credit allowed for the credit year and for any other tax-
able year affected by reason of the reduction in credit earned for the credit year,
giving effect to such reduction in the computation of carryovers or carrybacks of
unused credit. If the recomputation described in the preceding sentence results in
tho aggregate in a decrease (taking into account any recomputations under thi3
paragraph in respect of prior recapture years, as defined in subdivision (ii) (b) Of
this subparagraph) in the credits allowed for the credit year and for any other tax-
able year affected by the reduction In credit earned for the credit year, then the
Income tax for tho recapture year shall be increased by tho amount of such decrease
in credits allowed. For treatment of such Increase, in tax, see paragraph (b) of this
section. For rules relating to "disposition" and "cessation”, see § 1.47-2. For rules
relating to certain exceptions to the application of this section, see §1.47-3. For
special rules hi the case of an electing small business corporation (as defined in
section 1371 (b)), an estate or trust, or a partnership, see respectively, § 1.47-4,1.47-5,
or 1.47-6.

(ii) For purposes of this section and 8§ 1.47-2 through 1.47-6—
, (@) The term “credit year” moans the taxable year in which section 38
property was taken into account in computing a taxpayer’'s qualified investment.

(b) The term "recapture year" means the taxable year in which section 3S
property the basis (<" cost) of which was taken into account in computing a
taxpayer’s qualified .nvesiment is disposed of, or otherwise ceases to be section 3S
properly or becomes public utility property with respect to the taxpayer, before tho
close of the estimated useful life which was token into account in computing such
qualified investment.

(c) The term "recapture determination” means a recomputation made under
this paragraph.

(2) Rules for applying subparagraph (1). For purposes of subparagraph (1)
of tills paragraph—
(i) In determining whether section 38 property Is disposed of, or otherwiso

ceases to be section 33 property with respect to the taxpayer, before the close of tho
estimated useful life which was taken into account in computing the taxpayer’s
qualified investment, the term "estimated useful life" moans tho shortest life of the
useful life category within which falls the estimated useful life which was assigned
to such property under paragraph (e) of § 1.46-3. Thus, section 3S property which
Is assigned, under paragraph (c) of § 3.46-3, an estimated useful life .of 7 years shall
not be treated, for purposes of ‘'subparagraph (1) of 'hi3 paragraph, as having been
disposed of before tho close of its estimated useful Itfo if suoh property is .sold 6
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years (that Is, the shortest life of the 6 years or more but less than 8 years useful
life category) after the date on which It was placed in service. Likewise, section 38
property with an estimated useful life of 15 years which Is placed in service on
January 1, 1962, shall not be treated as having been disposed of before the close
of its estimated useful life If such«property Is sold at any time after January 1,
1970 (that is, 8 years or more after the date on which It was placed In service).

(1) In determining the recomputed qualified investment with respect *to
property which is disposed of or otherwise ceases to be section 88 property the
term “actual useful life" means, except as otherwise provided in this section and
S§ 1.47-2 through 1.47-6, the period beginning with the date on which the property
was placed In service by the taxpayer and ending with the date of such disposition
or cessation. See paragraph (c) of this section.

(b) Increase in incomo tax and reduction of investment credit carryover— (1)
Inorease In tax. Except as provided in subparagraph (2) of this paragraph, any
increase In income tax under this section shall be treated as income tax Imposed
on the taxpayer by chapter 1 of the Code for the recapture year notwithstanding that
without regard to such increase tho taxpayer has no income tax liability, ImJ a net
operating loss for such taxable year, or no incomo tax return was othenviso required
for such taxable year.

(2) Special rule. Any increase in income tax under'this section shall not be
treated as income tax imposed on the taxpayer by chapter 1 of the Code for purposes
of determining the amount of the credits allowable to such taxpayer under—

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

(ii) Section 34 (relating to dividends received by individuals before January 1,
1965), .

(HI) Section 35 (relating to partially tax-exempt interest received by indi-
viduals),

m(iv) Section 37 (relating to retirement income), end

(v) Section 38 (relating to investment in certain depreciable property).

(3) Reduction in credit allowed as a result of a net operating loss carryback,
(i) If a net operating loss carryback from the recapture year or from any taxable
year subsequent to the recapture year reduces the amount allov'ed as a credit under
section 38 for any taxable year up to and Including the recapture year, then there
shall be a new recapture determination under paragraph (a) of this section for each
recapture year affected, taking into account the reduced amount of credit allowed
after application.of the net operating loos carryback.

(11)  Subdivision (i) of this subparagruph nuy bo illustrated by the following
examples:

Example (1). (a) X Corporation, which makes its return on the basis of a
calendar year, acquired and placed in service on January 1, 1962, an item of
section 38 property with a basis of $10,000 and an estimated useful life of 8 years.
The amount of qualified investment with respect to such asset was $10,000. For the
taxable year 19C2, X Corporation’'s credit earned of $700 (7 percen’ of $10,000)
was allowed under section 38 as a credit against its liability for tax of $700.
In 1963 and 1964 X Corporation had no liability for tax and placed in service no
section 38 property. On January 3, 1963, such item of section 33 property was
sold to Y Corporation. Since the actual useful life of such item was only one year,
there was a recapture determination under paragraph (a) of this section. The
Income tax imposed by chapter 1 of tho Code on X Corporation for the taxable
year 1963 was Increased by the $700 decrease in its credit earned for the taxable
year 1962 (that is, the $700 original credit earned minus zero recomputed credit
earned).

P-H Pod.Tax- IATE3T DEVELOPMENTS, seep. 61,501 Reg. §1.47-1 <]5955



5900 Credits Against Tax t2J

Rog. §1.47-1(b) (.3) (i) Example (1) continued

(b) For the taxable year 1935, X Corporation has a net operating loss which
is carried back to the taxablo year 1982 and reduces Its liability for tax, as defined
In paragraph (c) of §1.46-1, for such taxable year to $200. As a result of such
net operating loss carryback, X Corporation’s credit allowed under section S8 for
the taxable year 1862 is limited to $200 end the excess of $500 ($700 credit earned
minus $200 limitation based on amount of tax) is an investment credit carryover to
the taxable year 1963. _ .

(c) For 1965, there is a recapture determination under subdivision (1) of
this subparagraph for the 1933 recapture year. The $700 increase In the Income
tax Imposed on X Corporation for the taxable year 1963 is redetermined to be
$200 (that is, the $200 credit allowed a'ter taking Into account tho 1065 net
operating loss minus zero credit which would have been allowed taking into account
the 1963 recapture determination). In addition, X Corporation’s $500 investment
credit carryover to the taxable year 19G3 Is reduced by $500 ($700 minus $200) to
zero and X Corporation is entitled to a $500 refund of the tax paid as a result of
the 1963 determination.

Examplo (2). (a) X Corporation, which makes its returns on the basis of a
calendar year, acquired and placed in service on January 1, 1962, an item of section
38 property with a basis of $10,000 and an estimated useful life of 8 years.
The amount of qualified investment with respect to such asset was $10,000. For tha
taxable year 1932, X Corporation’s credit earned of $700 (7 percent of $10,000)
was allowed under section 38 as a credit against its liability for tax of $700.
In 1983 and in 1931 X Corporation had no liability for tax and placed in service no
section 38 property. On January 3, 1965, such item of section 3S property is sold
to Y Corporation. For the taxable year 1835, X Corporation has a net operating
loss which is carried back to the taxable year 1932 and reduces its llabilily for tax,
as defined in paragraph (c) of 51.4Q-1, for such taxable year to $100.

(b) As aresult of such net operating los3 carryback, X Corporation’scredit
allowed wunder section 38 for the taxable year 1932 is limited to $100 and theexcess
of $600 ($700 credit earned minus $100 limitation based on amount of tax)is an

investment credit carryover to the taxable year* 1963. <

(c) Since the actual useful life of the item of section 38 property sold to Y
Corporation was only 3 years, there i3 a recapture determination under paragraph
(a) of this section. X Corporation’s $300 investment credit carryover to 1963 is
reduced by $600 to zero. The income tax imposed by chapter 1 of the Codo on X
Corporation for tiio taxable year 1985 is increased by the $100 reduction in credit
allowed by section 38 for 1932.

(4) Statement of rccorapuir.tlon. The taxpayer shall attach to his Income tax
return for the recapture year a separate statement showing In detail the computa-
tion of the increase in income tax imposed on such taxpayer by chapter 1 of the
.Code and the reduction in any investment credit carryovers.

(p) Dato placed in service and date of disposition or nssatlon— (1) General
rule. For purposes of this section and 88 1.47-2 through 1.-17-8, in determining the
actual useful life of section 38 property— .

(i) Such property shall be treated as placed in service on the first day of the
month in which such property is placed in service. The month in which property
is placed in service shall be determined under the principles o' paragraph (d) of
§ 1.46-3.

(il) If during the taxable year such property ceases to bo section 33 property
with respect to the taxpayer— .

(a) As a result of the occurrence of an event on a specific date (for example,
a sale, transfer, retirement or other disposition), such cessation shall be treated
as having occurred on the actual date of such event.

(b) For any reason other than the occurrence of an event on a specific date
(for example, because such property is used predominantly in connection with the
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Reg. 81.47-1(c) (1) (U> (b) continued *
furnishing of lodging during such taxable year), such cessation simll be treated
as having occurred on the first day of such taxable year. .

(2) Special rule. Notwithstanding subparagraph (1) of this paragraph, if a
taxpayer U3C3 an averaging convention (see §1.167(a)-10) in computing deprecia-
tion with respect to section 38 property, theu, for purposes of this section and
S3 1.47-2 through 1.47-6, he may use the assumed dates of additions and retirements
In determining the actual useful life pf such property provided such assumed dates
are used consistently for purposes of subpart B of part IV of subchapter A of
chapter 1 of the Code with respect to all section 38 property for which such con-
vention is used for purposes of depreciation. This subparagraph shall not apply
In any case where from all tire facts and circumstances it appears that the use
Of such assumed datO3 results in*a substantial distortion of the'investment credit
allowed by section 38. Titus, for example, If the taxpayer computes depreciation
Under a convention under which the average of tire beginning and ending balances
of the asset account for the taxable year are taken into account, he may use July 1
as the assumed date of all additions and retirements to such account. Similarly,
If the taxpayer computes depreciation under a convention under which the average
of tho beginning and ending balances of the asset account for each month Is taken
into-account, ho may use the date determined by reference to the weighted average
of the monthly averages as the assumed date of all additions and retirements to
such account.

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

Example. Assume that section 38 property is placed in service (within the
meaning of paragraph (d) of §1.40-3) on December 1, 1065 (thus, the credit Is
treated r.s being earned in 1S55) but under the taxpayer's depreciation practice
the period for depreciation with respect to such-property begins on January 1, 1960,
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and that the property is actually retired on December 2, 1070. Under the general
rule of subparagraph (1) of tills paragraph, the property is treated as placed in
service on December 1, 1965, and as ceasing to bo section 33 property with rospeot
to the taxpayer on December 2, 1970, even though under the taxpayer's depreciation
practice the period for depreciation with respect to such property begins on January
1, 1566, and terminates on January 1, 1971. However, under the apodal rule of
subparagraph (2) of this paragraph the taxpayer may determine the actual useful
life of the property by reference to the assumed .dates of January 1, 1966, and
January 1, 1971.

(d) Exnmples, Paragraphs (a) through (c) of this section may be illustrated
by the following examples: .

Example (1). (1) X Corporation, which makes Its returns on the basis of the
calendar year, acquired and placed in service on January 1, 1962, three items of
section 38 property each with a basis of §12,000 and an estimated useful life of
15 years. The amount of qualified Investment with respect to each such asset was
512,000. For the taxable year 1982, X Corporation’s credit earned of 82,520 was
allowed under section 38 as a credit against its liability for tax of 8§4,000. On
December 2, 1905, one of the items of section 38 property 13 sold to T Corporation.

(11 The actual useful life of the Item of property which is sold on December 2,
1865, Is three years and eleven months. The recomputed qualified investment with
respect to such item of property is zero (812,000 basis multiplied by zero applicable
percentage) and X Corporation’s recomputed credit earned for the taxable year
1932 is §1,680 (7 percent of §24,000). The-income tax imposed by chapter 1 of the
Code on X Corporation for the taxable year 1965 Is Increased by the §810 decrease
In its credit earned for the taxable year 1962 (that is, §2,520 original credit earned
minus 81,680 recomputed credit earned).

Example (2). (i) Tho facts arc the same as in example (1) Rnd in addition on
Dreembsr 1, 1866, a second item of section 38 property placed in sendee In the tax-
able year 1962 is sold to Y Corporation.

(if) The actual useful life of the Item of property which is sold on December 2,
1966, is four years and eleven months. The recomputed qualified investment with
respect to sucli item of property is 84,000 (812,000 basis multiplied by 33~ percent
applicable percentage) and X Corporation’s recomputed credit corned for the tcxab’e
year 1962 Is §1,120 (7 percent of §16,000). The Income tax Imposed by chapter 1
of the Code on X Corporation for the taxable year 1966 Is increased by 8560 (that Is,
§1,400 (82,520 original credit earned minus §1,120 recomputed credit earned) re-
duced by the 8340 Increase in tax for 1965).

Example (3). (1) Tho facts are the seme as Inexample (1) except that for tho
taxable year 1902 X Corporation’s liability for tax under section 46(a)(3) Is only
81,520. Therefore, for such taxable year X Corporation’s credit allowed under sec-
tion 38 Is limited to 81,520 and the excess of 81,000 (82,520 credit earned minus
81,520 limitation based on amount of tax) is an unused credit. Of such §1,000 umued
credit, 8100 is allowed as a credit under section 33 for the taxable year 1063, §100
Is allowed for 1084, and 8800 is carried to tho taxable year 1965.

(il)  The actual useful life of the item of property which is sold on December 2,
1905, is three years and elovon. months. Tho recomputed qualified investment with
respect to such item of property is zero (812,000 basis multiplied by zero applicable
percentage) and X Corporation's recomputed credit earned for the taxable year
1962 is $1,030 (7 percent of §24,000). If such §1,660 recomputed credit earned had
been taken into account in place of tho §2,520 original credit earned, X's credit al-
lowed for 1962 would have been 81,520, and of the 8160 unused credit from 1962 §100
would ha.ve been allowed as a credit under section S3 for 1963, and §60 would have
been allowed for 1964. X Corporation's 8S00 investment credit carryover to the
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taxable year 1965 )e reduced by 8800 to zero. Tbe income tax Imposed by chapter 1
of the Code on X Corporation for the taxable year 1965 Is incveased by $10 (that is,
the aggregate reduction in the credits allowed by section 33 for 1962, 1033, and
1964). '

Example (4). (i) X Corporation, which makes its returns on tl- Dbasis
of the calendar year, acquired and placed In service on November 1, 1862, an item of
section 83 property with a basis of §12,000 and an estimated useful life of 30 years.
The amount of qualified investment with respect to such property was §12,000. For
the taxable year 1982, X Corporation’s credit earned of §840 was allowed under
section 88'as a credit against its liability for tax of §840. For each of the taxable
years 1903 and 1964 X Corporation’s liability for tax was zero and its credit earned
was 8§400; therefore, for each of such years its unused credit was 8400. For the tax-
able year 1965 its liability for tax was §200 and its credit earned was zero; therefore,
§200 of the 8100 unused credit from 1963 was allowed as credit for 1905 and §600
(8200 from 1963 and 8400 from 1964) is an Investment credit carryover to 1966. On
February 2, 1966, such item of section 33 property is sold to Y Corporation.

.(il) The actual useful life of such item of property is three years and threo
months. The recomputed qualified investment with respect to such property is
zero (812,000 basis multiplied by zero) find X Corporation’s recomputed credit
earned for the taxable year 1962 is zero. If such zero recomputed credit earned had
been taken Into account in place of the 8840 original credit earned, the entire §400
unused credit from 1883 (including the §200 portion which was originally allowed
as a credit for 1965) and the 8400 unused credit from 1064 would have been allowed
as investment credit carrybacks against X Corporation's liability for tax of §340
for 1962. (See §1.46-2 for rules relating to the carryback of unused credits.)

(Hl) Therefore, the 8600 carryover from 1963 and 1964 to 1966 is eliminated
and the income tax Imposed by chapter 1 of the Code on X Coiporation for the
taxable year 1966 is increased by the 8240 aggregate reduction in the credits
allowed by section 33 for the taxable years 18C2 and 3965 (that is, $1,010 credit
allowed minus 8300 which would have been allowed).

Example 6. (i) X Corporation, which makes its returns on the bas'3 of the
calendar year, acquired and placed in service on November 1, 1062, an item of
section 38 property with a basis of 810,000 and an estimated useful life of 8 years.
The amount of qualified investment with respect to such asset was §10,000. For
the taxable year 1962, X Corporation’s credit earned of $700 was allowed as a
credit against Its liability for tax. For each of the taxable years 1963, 1984, and
1965 X had no taxablo Income. Qn July 8, 1966, the item of section 38 property la
sold to Y Corporation. For tha taxable year 1966 X Corporation has a not operating
loss of $3,000.

(ii) The actual useful lifo of liie item of properly is throe, years and eight
months. Tho recomputed qualified investment with respect to such itc-m. of property
is zero and X Corporation's recomputed credit earned for the taxable year 1062 is
zero.. Notwithstanding tho $3,000 net operating loss for the taxable year 1966, the
Income tax imposed by chapter 1 of the Code on X Corporation for such year is
$700 (that is, the decrease hi its credit earned for the taxable year 1982).

(o) Identification of property— (1) General rule— (i) Record requirements.
In general, the taxpayer must maintain records from which he can establish, with
respect to each item of section 38 property, the following facts:

(a) Tho date the property is disposed of or otherwise ceases to be section 38
property,

(b) The estimated useful life which v/a3 assigned to the property under par-
agraph (e) of §1.46-3. . "

(c) The month and tiie taxablo year in which the property was placed in
service, and . n *
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(d) The basis (or co3t), actually or reasonably determined, of the property.

(11) Recapture determination. For purposes of determining whether section
property is disposed of, or otherwise ceases to be section 38 property with respect to
the taxpayer, before the close of Its estimated useful life, and for purposes of
determining recomputed qualified investment, the taxpayer must establish from
his records the facts required by subdivision (i) of this subparagraph.

(ili) Examples. If the taxpayer fails to maintain records from which he can
establish the facts required by subdivision (1) of this subparagraph, then this
section shall ho applied to the taxpayer in the manner indicated in the following
examples: .

Example (1). Corporation X, organized on January’ 1, 1964, files its Income tax
return on the basis of a calendar year. During the years 1964 and 1955, X place.s
in service several items of machinery .to which it assigns estimated useful lives
of 8 years. X places the Items of machinery in.a composite account for purposes
of computing depreciation. When X's 1960 return Is being audited, X Is unable to
establish whether the items placed in service in 1964 and 1985 were still on hand
at the end of 1966. Therefore, for purposes of parsgraph (a) of this section, X is
treated as having disposed of, in 1966, all of the items of machinery' placed in
service in 1964 and 1965.

Example (2). Corporation Y, organized on January 1, 1960, flics Its income tax
return on the basis of a calendar year.- During each of the years 1960 through 1985,
Y places In service 4 items of machinery to each of which it assigns an estimated
useful life of 8 years for depreciation purposes (and for purposes of computing
qualified investment for relevant years). Y places the items of machinery In a
composite account for purposes of computing depreciation (and for purposes of
computing qualified investment for relevant years). When Y's 1965 return is being
audited, Y can establish that it retired during 1965 only 6 items of this machinery.
Rowever, Y cannot establish the date on which these 5 items were placed in service,
nor can Y establish that the items placed in service in 1933 or 1964 are still on
hand as OfF the end of 1965. No previous recapture has taken place with respect to
any of the items placed in service in 1S83 or 1964. Assuming that paragraph (e) (2)
and (3) of this section Is not applicable, Y is treated, for purposes of paragraph (a)
of this section, as having disposed of, in 1905, the 4 items placed in service in
1964, tho most recent year before 1965 in which such property was placed in service,
and 2 items from 1963, the next most recent year.

Example (3). The facts are the same as In example (2) except that when Y's
1966 return is being audited, Y can establish from its records that all 4 Items
placed in service in 1905 are still on hand and that only 3 items were retired in 1933.
For purposes of paragraph (a) of this section, Y is treated as having disposed of,
In 1936, the 2 remaining items of machinery placed in service in 1963, and one of
the items placed in service in 1962.

(2) Treatment of "nstts9 assets”, (i) |If, in the case of mass assets
defined in subparagraph (4) of this paragraph), it is impracticable for the tax-
payer to maintain records from which he can establish with respect to each item
of section 38 property the facts required by subparagraph (1) of tills paragrcp ,
and if he adopts other reasonable recordkeeping practices, consonant with good
accounting and engineering practices, and consistent with his prior recordkeeping
practices, then he may' substitute data from an appropriate mortality' dispersion
tRble. An appropriate mortality dispersion table must be based on an acceptable
sampling of the taxpayer's actual experience or other acceptable statistical or
engineering techniques. In lieu of such mortality’ dispersion table, the taxpayer
may use a standard mortality disp'rslon table prescribed by tho Commissioner.
If the taxpayer uses such standard mortality dispersion table for any taxable
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year; It must be used for all subsequent taxable years unless the taxpayer
obtains the consent of the Commissioner to change. If mass assets are placed in a
multiple asset account and if the depreciation rate for such account is based on
the maximum expected life of the longest lived asset in such accoimt, in applying
a mortality dispersion table (including a standard mortality dispersion table)
the average expected useful life of the mass assets In such account must he used.
e (ii) Subdivision (i) of this subparagraph shall not apply with respect to assets
placed in sendee In taxable years ending on or after' June 30, 1067, unless the
estimated useful lives which were assigned to such assets for purposes of deter-
mining qualified investment—

(a) Were separate lives based on the estimated range of years taken into
accoimt in establishing the average useful life of assets similar in kind under
paragraph (e) (3) (li) (b) of 8§ 1.46-3, and .

(b) Were determined by use of a mortality dispersion table (Including a
standard mortality dispersion table).

(ill)  Any standard mortality dispersion table prescribed by the Commissioner
shall be based on average useful life categories and with respect to each category
shall contain 5 columns, the first 4 of whicli shall state the percentage of property
assumed to have a.useful life of—

Column (1): Less than 4 years,

Column (2): 4 years or more but less than 6 years,

Column (3): 6 years or more but les3 than 8 years,
and '

Column (4): 8years or more.

The 5th column shall show the total qualified investment as a percentage and shall
be used in connection with the determination to'be mads under §1.46-3(c)(3)(iii).

(iv) Whenever the standard mortality dispersion table is used for a taxable year
under subdivision (i) @.thi3 subparagraph (whether or not such table was used in
determining qualified investment), the percentage of property shown in column (1)
of the table shall (for purposes of section 47, this section,and §88§1.47-2through
1.47-6) be deemed to have been disposed of on the day beforethe expiration of the
4-year period beginning on the date on which it was considered as placed in service
under §1.47-Vc); the percentage of property shown in column (2) of the table shall
be deemed to have been disposed of on the day before tho expiration of the 6-year
period beginning on the date on which it was so considered as placed in service; and
the percentage of property show., jn column (3) shall bo deemed to have been
disposed of cn the day before the expiration of the 8-year period beginning on the
date on which it was so considered es p'aced in sendee. In applying this subdivision
for purposes of recomputing qualified investment, the proper average useful life
category shall be used whether or not such category was used in determining qualified
investment.

(v) In lieu of using subdivision (iv) of this subparagraph for purposes of recom-
puting qualified investment, a texpayer may, for the first recapture year (aJ defined
in paragraph (a)(l)(ii)(t>) of this section) to which such subdivision (iv) would
otherwise apply with respect to any mass asset account, recompute qualified Invest-
ment on the basis of the difference between (a) the proper total qualified Investment
based on the percentage shown In column (5) of the tuble, and (D) the total qualified
investment actually claimed by the taxpayer for the year in which the property was
placed In service.

Example. Assume that the taxpayer* place3 in service during IOCS mass assets
coating him $100,000, that he places these assets in a multiple asset account for which
he properly claims a useful life of C years and a qualified investment of $66,667
(:i X $100,000), nnd that he is allowed an investment credit of $4,607.67. When the
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taxpayer’s 1067 return is being audited he is unable to establish that any of the
mass assets placed in service in 1963 were still on hand at the end of 1967. The
taxpayer elects to use the standard mortality dispersion table prescribed by the
Commlssione: to determine the amount of recapture with respect to these mass
assets. Assume that the table prescribed by the Commissioner shows with respect
to mass asset? with an average useful life of 6 years the following:

Percent of property assumed to have a useful life of—
*

4 years or 6 yearsor Total
more, but more, but qualified-
Lessthan  * lessthan less than 8 years Investment
4 years 6 years 8 years ormore (Percent)
w (2) (3) (4) (5)
15.87 84.18 84.13 15.87 ‘ 50.00

(a) Under these circumstances 15.87 percent of tire mass assets placed in service
in 1963 are deemed to have been disposed of during 1907. With respect to these assets,
the amount of qualified Investment for 1963 was $10,580 ($15,870 X %) and the
amount of credit earned was $7*¥10.60 (7% of $10,580), whereas the recomputed
qualified investment is zero and the recomputed credit earned in zero. Thus, the
tax imposed by'chapter 1 of the Code for 1967 is increased by $740.60.

(b) Mo recapture determination is required for 1968 since no assets are deemed
to have been disposed of in that year. During 1969, 34.13 percent of the mass assets
placed in sendee in 1963 are deemed to have been disposed of. With respect to these
assets, the amount of qualified investment for 1963 was $22,753.84 ($34,130 X %)
and the amount of credit earned was $1,592.73 (7% of $22,753.34), whereas the
recomputed qualified investment is- $11,376.67 ($34,130 X ]\) and tho recomputed
credit earned is $796.37 (7% of $11,376.67). 'thus, the tax imposed by chapter 1 of
the Code for 1969 is increased by $796.36 ($1,592.73 minus $796.37). N

(c) If the taxpayer chooses to recompute qualified investment by using tho
method provided in subdivision (v) of this subparagraph, the increase in tax for
1667 (the first recapture year) would be $1,167.67, i.e.,, the original credit earned,
$4,667.67, minus the recomputed credit earned, $3,500 (50%, the percentage shown
in column (5), of $100,000 multiplied by 7%). As long as tho same average useful
life category reflects the taxpayer's experience for subsequent years, no recapture
determination will be required for any future year, except as provided by subpara-
graph (3) (iv) of this paragraph.

(8) Special, rules, (i) Taxpayers who properly determine estimated useful
lives under $1.46-3 (e) (3) (ii) (b) or (ili) may treat such assets as having been
disposed of or having ceased to be section 38 assets hi order of the estimated useful
lives that were assigned to such assets. Thus, the asset that is first disposed of or
first ceases to be section 38 property may be treated as the asset to which there was
assigned the shortest estimated useful life; the next asset disposed of or ceasing to
be section 38 property may be treated as tho asset to which there was assigned the
second shortest life, etc.

(ii) In the case of taxpayers who use the rule of subdivision (i) of this sub-
paragraph with respect to mass assets for which the estimated useful life was
determined under § 1.46-3(e)(3)(ill), if'the dispersion shown by the mortality
dispersion table effective for a taxable year subsequent to tha credit year is the
same as the dcsperslon shown by the mortality table that was effective for the
credit year (for example, if the same average useful life on the standard mortality
dispersion table reflects the taxpayer’s experience for both such years), no recapture
determination is required for such subsequent taxable year.

(iil)  Notwithstanding subdivision (i) of this subparagraph, taxpayers who, for
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purposes of determining qualified investment, do n6t use a mortality dispersion table
with respect to certain section 33 assets similar in kind but who consistently assign
under paragraph (e)(3)(ii)(b) of §1.48-3 to such assets separata lives based on the
estimated range of years taken into consideration in establishing the average useful
life of such assets, may select the order In which such assets shall be considered as
ehaving been disposed of, regardless of tho taxable years In which such assets were
placed in service. If a taxpayer usc-3 the method provided in this subdivision to
determine that any asset is considered as having been disposed of, then, in addition
to complying with the record requirements of subparagraph (1)(i) of this paragraph,
such taxpayer must maintain records from which he can establish to the satisfaction
of the district director that such asset has not previously been considered as having
been disposed of. In addition, If, for any taxable year, a taxpayer I'ses tho method
provided in this subdivision for any asset, he must use for such'ypar and for each
subsequent taxablo yearl(unless he obtains the district director’'s consent to change)
with respect to all assets sifhilar in Irind to such asset—

(a) The method of determining estimated useful lives described in paragraph
(e) (3) (ii) (b) of 31-46-3, and .

(b) The method he has selected under this subdivision for determining the order
In which such assets are considered as having been disposed of.

A request by a taxpayer to obtain the district director’'s consent to change a system
or method described in this subdivision v/ith respect to assets similar in kind must
be submitted to the district director on or before the last day of the taxable year
with respect to which the change is sought.

(iv) Notwithstanding subdivisions (1), (ii), and (ill) of this subparagraph, there
shall be taken into account separately any abnormal retirement of section 38 property
of substantial value for which the estimated useful life was determined under
g1.4C-3(e) (3) (ii) (b) or (iii). For definition of abnormal retirement, see paragraph
(b) of §1.167(a)-8. .

(4) Definition of “mass assets”. For purposes of this paragraph and paragraph
(e)(3) (ill) of §1.46-3, the term "mass assets” means a mass or group of individual
Items of property (i) not necessarily homogene ous, (ii) each of which is minor in
value relative to the total value of such maa3 or group, (iii) numerous in quantity,
(iv) usually accounted for only cn a total dollar or quantity basis, aud (v) with
respect to which separate identification is impracticable. The term includes portable
air and electric tools, jigs, dies, railroad tics, overhead conductors, hardv .re, textile
spindles, and minor items of office, plant, aud store furniture and xturcs; and
returnable containers and 'other items which are considered subsk’ ary assets for
purposes of computing the allowance for depreciation.

(o) Example. This paragraph may be illustrated by the following example:

Example, (i) Taxpayer A wuses numerous small returnable containers in his
business. It is impracticable for A to keep individual detailed records with respect
to such containers v.i Jell arc mass assets. In 1055, A places in service 10 million
containers purchased for $1 million, and reasonably determines that each of such
containers has a basis of 10 cents. A places such containers in a multiple asset
account to which is assigned a 5-ycar average useful life for purposes of computing
depreciation. A has conducted an appropriate mortality study which shows that
the containers have the following estimated useful lives:

Percent of Useful
assets life
10% 3 years
20 4
40 5
20 6
10 7
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A assigns separate lives to such assets based on the estimated range,of years
taken into account in establishing the average useful life of such containers. The
qualified investment with respect to such containers is $400,000 computed as follows:

Useful Applicable Qualified
life Basis * percentage investment

4 . $200,000 83-1/3 $ 68,668

6 400,000 83-1/3 . 183,334

6 200,000 66-2/3 133,334

7 100,000 68-2/3 06,666

$400,000

A’s credit camcu for 1965 of $28,000 (7 percent times $400,000) iq allowed as a
credit under seccion 38 against A’s liability for tax of $2 million. (For purposes
of this oxamplo the computations of investment credit and recapture with rc3pect
to containers placed in service In years other than 1065 are omitted.) Tho mortality
studies effective for 1936 and 1067 show that none of the containers placed in
service in 1965 wa3 retired. .

(ii)  A’s mortality study effective with respect to 1963 shows that the containers
are heing retired as follows:

Percent of Useful
assets life

B0% e LV 3years

20 4
SO 5

10 6

10 7

Thus, the 106S study shows that 30 percent of the 10 million containers placed in
service in 19C5 were retired in 1938. Under the lule of subparagraph (3) (1) of thi3
paragraph, the 3 miliion containers arc treated as consisting of tha 1 million con-
tainers to which was assigned a 3-year useful lifo and the 2 million containers to
which was assigned a 4-year useful life. Talcing into account only tho fact that
30 percent of tho containers placed In service in 1985 had an actual life of less than
4 years, A’'s recomputed qualified investment for 1965 is $333,333 and Ills recom-
puted credit earned Is $23,333. A’s income tax for 1068 is increased by $4,687
($28,000 original credit earned minu3 $23,333 recomputed credit earned).

(lil)  The mortality study effective for 1C69 shows the same results as the
mortality study effective for 1963. Thus, it shows that 2 million containers were
retired in 1989 (an actual life of 4 years). Under the ruleofsubparagraph
of this paragraph such 2 million containers are treated as having been among
4,000,000 containers to which were assigned a 5-year useful life. Therefore, no
recapture determination is required for 1969. .

(iv) The mortality study effective for 1970 shows the same results as the

mortality study effective for 1983. Thus, it shows that 3 million containers wero
retired in 1970 (an actual life of 5years). Under the rule of subparagraph (3) (1)
of this paragraph, the 3 million are treated as having been assigned useful lives
as follows: 2 million as having been assigned a useful life of 5 years, and 1 million
as having been assigned a useful life of 6 years. Taking into account only the fact
that 10 percent of the containers placed in service in 1905 bad an actual lifo of
5 years rather than the O years estimated useful lire assigned to them, A’'s re-
computed qualified Investment is $390,000 and A's credit earned for 1965 is $21,000.
Thus, taking into account the 1988 recapture determination, A’s incomo tax for
10i0is increased by $2,383.

(f) Public uliiity property— (1) Recomputed qualified investment. In recom-
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putlng qualified Investment with respect to section 38 property which becomes
public utility property (as defined in paragraph (g) of § 1.46-3)—

() If such property becomes public utility property les3 than 4 years from
the date on which it was placed in service, then such property shall bo treated as
public utility property for its entire useful life.

(1) 1If such property becomes public’'utillty property 4 years or more but less
than 8 years from tho date on which it was placed in service, then such property
shall be. treated as section 38 property which is not public .utility property for the
first 4 years of its estimated useful life and as public utility property for the
remaining period of Its estimated useful life.

(1) 1f such property becomes public utility property 6 years or more but
less than 8 years from the dato on which it was placed In service, then such property
shall be treated as section 38 property which la not public utility property for the
first 6 years of its estimated 'useful life and as public utility property for tho re-
maining period of its estimated useful life. .

(2) Examp'les, Subparagraph (1) of this paragraph may be illustrated by the
following examples:

Example (1). (i) X Corporation, wliieh malces its returns on the basis of the
calendar year, acquired aud placed In service on January 1, 1962, an item of section
38 property with a basis of $12,000 and an estimated useful life of.8 years. The
amount of qualified investment with respect to such prope-ty was §12,000. For
the taxable year 1902, X Corporation’s credit earned was §S10 (7 percent of §12,000)
and for such taxablo year X Coiporation was allowed under section 38 a credit
of 8840 against its liability for tax. During tho taxable year 19C7 such property
becomes public utility property (as defined in paragraph (g) of §1.46-3) with
respect to X Corporation.

(11) Such item of section 38 property is treated as section 33 property which
Is not public utility property for the first four years of its eight year estimated
useful life and i3 treated as public utility property for the remaining four years.
The recomputed qualified investment with respect to such item of section 38 prop-
erty is §7,423, computed as follows:

812,000 basis X 33% percent applicable percentage......... ... §4,000
812,000 basis X % X 06% percent applicable percentage 8,428
Total recomputed qualified INVESTMENT ....cooiiiiiiiiiiiiiiie e 7,428

X Corporation’s recomputed credit earned for the taxable year 1962 is 8520 (7 per-
cent of §7,428). The income tax imposed by chapter 1 of the Code on X Corporation
for the taxable year 1067 is increased by the §320 decrease in its credit earned for
the taxable year 1962 (that Is, 8840 original credit earned minus 8520 recomputed
credit earned).

Example (2). (1) Tho facts are the same as in example (1) and in addition the
Item of section 38 property which became public utility property in 1967 is sold to
Y Corporation -on January 2, 1968.

(ii) The actual useful life of such item of property is six years. For the first
four years of its eight year estimated useful life such item is treated as section
58 property which is not public utility property and for the remaining two years is
treated as public utility properly. The recomputed qualified investment with respect
to such item of property is 85,714, computed as follows:

812,000 basis X 33% percent applicable percentage.......cccocoeeieiiiiiiiiinenens 84,000
812,000 basis x 3/7 x 33% percent applicable percentage .......cccccc....... 1,714

Total recomputed qualified INVESTMENT ... §5,714
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X Corporation’s recomputed credit earned for tho taxable year 1962 Is $400 (7 per-
cent of $5,714). Tho income tax imposed by chapter 1 of tho Code'on X Corporation
for tho taxable year 1963 is increased by $120 (that is, $440 ($S40 original credit
earned minus $400 recomputed credit earned) minus $320 increase in tax for 1937).
O—y fIf 59563 The Regulation below doesn’t reflect the changes made by
P.L. 91-676, 1-12-71, in Sec. 47(a), explained at ft5927; and in the Commit-
tee Report at 5954. .

Reg. § 1.47-2 (TD 6931, filed K.-9-67). “Disposition" and “cessation”.

(a) General rule— (1) "Disposition”. For purposes of this section and § 1.47-1
and 881.47-3 through 1.47-6, the term "disposition" Includes a sale in a salc-and-
leaseback transaction, a transfer upon the foreclosure of a security interest and a
gift, but such term does not include a mere transfer of title to a creditor upon
creation of a security interest. See paragraph (g) of § 1.47-3 for treatment of certain
sale-and-loascback transactions.

(2) “Cessation” (i) A determination of whether section 38 property ceases
to be section 33 property with respect to tho taxpayer must be made for each tax-
able yearsubsequent to the credit year. Thus, in each such taxable year the taxpayer
must determine, as if such property were placed In service in such taxable year,
whether such property would qualify as section 38 property (within the meaning of
§1.48-1) in the hand3 of the taxpayer for such taxable year.

(i) Section 88 property does not cease to bo section 38 property with respect
to the taxpayer in any taxablo year subsequent to tho credit year merely because
under the taxpayer’s depreciation practice no deduction for depreciation with respect
to such property is allowable to the taxpayer for the taxable year, provided that
the property continues to be used in the taxpayer’'s trade or business (or in the
production of income) and otherwise qualifies as section 33 property with respect to
the taxpayer.

(ill) This subparagraph may be illustrated by the following examples:

e Example (1). A, an individual who makes his returns on the basis of the cal-
endar year, on January 1, 1962, acquired and placed in service in his trade or
business an item of section 38 property with an estimated useful life of eight years.
On January 1, 1965, A removes the item of section 38 property from use in his
trade or business by converting such item to personal use. Therefore, no deduction
for depreciation with respect to such item of properly is allowable to A for tho
taxable year 1965. On January 1,1965, such item of property ccascs to be section
38 property with respect to A.

Example (2). On January 1, 3965, A placed in service an item of section 38
property with a basis of $10,000 and an estimated useful life of 4 years. A de-
preciates such item, which ha3 a salvage value of $2,000 (after taking into accoimt
section 167 (f)), on the declining balance method at a rate of 50 percent (that is,
twice the straight lino rate of 25 percent). With respect to such item, A is allowed
deductions for depreciation of $5,000 for 1965, $2,500 for 1966, and $500 for 1967.
A is not allowed a deduction for depreciation for 1963 although lie continues to use
such item in his trade or business. Such item does not cease to be section 33 prop-,
erty with respect to A in 193S. '

(b) Lco.ced property-—(1) In general. For purposes of paragraph (a) of
§ 1.47-1, generally the miro leasing of section S3 property by a lessor who took
tho basis of such property into account hi computing lil9 qualified investment for
the.credit year shall not be considered, to be a disposition. However, in a case
where a lease is treated as a sale for income tax purposes such transaction is con-
sidered to be a disposition. Leased section 33 property ceases to be section S3

P-n Fed To—ATESTCEHCOMVENIS St 261501 . Reg. § 1.47-2 ¥ 3
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property with respect to the lessor If, In any taxable year subsequent to the credit
year, such property would not qualify as section 38 property (as defined In § 1.48-1)
In the hands of the lessor, the lessee, or any sublessee. Thus, If, In a taxable year
subsequent to the credit year, a lessee uses the property predominantly outside tha
United States, such property shell be considered to have ceased to be section 38
property with respect to the lessor.

(2) "Where lessor elects to treat lessee ns purchaser. For purposes of paragraph
(a) of S1.47-1, if, under §1.43-4, the lessor of new section 33 property made a
valid election to treat the lessee as having purchased such property for purposes
of the credit allowed by section 33, the following rules apply in determining whether
such property i3 disposed of, or otherwise ceases to be section 88 property with
respect to the lessee:

(i) Generally, a mere disposition by ‘the lessor of property subject to a lease
shall not be considered to be a disposition by tha lessee.

(il) If the lessor makes a disposition of property subject to a lease to a person
who may not, under § 1.48-4, make a valid election to treat the lessee as having
purchased such property for purposes of the credit allowed by section 33 (such
as a person described in paragraph (a) (o) of §1.4S-4), such property shall be
considered tD havo ceased to be section 38 property with respect to the lessee on
the date of such disposition.

(iii) If a lease is terminated and the property is transferred by the lessee to
the lessor or to any other person, such transfer shall be considered to be a disposition
by the lessee.

(lv) If the lessee actually purchases such property in the credit year or in a
taxable year subsequent to the credit year, such purchase shall rot be considered to
be a disposition.

(v) The property ceases to be section 35 property v.1th respect to the Ics.ee
if in any taxable year subsequent to the credit year such property would not qualify
as section 38 property (as defined in § 1.43-1) in the hands of the lessor, the lessee,
or any sublessee. Thus, for example, if, in a taxable year subsequent to the credit
year, a sublessee uses the property predominantly outside the United States, the
property ceases to be section 35 property with respect to tire lessee.

(c) Reduction in basis of section 33 property— (1) General rule. If, in the
credit year or in any taxable year subsequent to the credit year, the basis (or
cost) of section 28 property Is reduced, for example, as a result of a refund of
part of the cost of tho properly, then such section 35 property shall be treated a3
having ceased to be section SS property with respect to tho taxpayer to the extent
of the amount of such reduction in basis (or cost) on the date the refund which
results in such reduction in basis (or coat) is received or accrued, except that for
purposes of §1.47-1(a) the actual useful life of the property treated os having
ceased to be section 38 property shall ba considered to be less than 4 year3.

(2) Example. Subparagraph. (1) of tixis paragraph may be illustrated by the
following example:

Example, (i) On January 1, 1882, A, a cash basis taxpayer, acquired from X
Cooperative an item of section 38 property with a basis of $100 end an estimated
useful life of 10 years which he placed in service on such date. The amount of
qualified investment with respect to such asset was $100. For the taxable year
1082 A was allowed under section 35 a credit of 57 against lii3 liability for tax.
On Juno 1, 1063, A receives a $10 patronage dividend from X Cooperalivo with
respect to such asset. Under paragraph (c)(2)(t) of § 1.1383-1, the b?.3is of the
asset in A’s hands i3 reduced by $10.

(ii) *Under subparagraph (1) of'this paragraph, on Juno 1, 10G3, the item of
section SS property coases to be section 3S property with respect to A to the
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(d) Retirements. A retirement of section 38 property, including a normal re-
tirement (as defined In paragraph (b) of §1.167(a)-8, relating to definition of
normal and abnormal retirements), whether from a single asset account or a
multiple asset account, and an abandonment, Rre dispositions for purposes of
paragraph (a) of §1.47-1. . .

(e) Conversion of section 88 property to personal use. (1) If, for any taxable
year subsequent to the credit year—

(1) A deduction for depreciation is allowable to the taxpayer with respect to
only a part of section 88 property because such property Is partially devoted to
personal use, and

(11) The part of the property (expressed as a percentage of its total basis (or
cost)) with respect to which a deduction for depreciation is allowable for such
taxable year is 133 than the part of the property with respect to which a deduction
for depreciation was allowab’e in the credit year, then such property shall he
considered E3 having ceased to be section 38 property with respect to the taxpayer
to such extent. Further, property ceases to be section 88 property with respect to
the taxpayer to the extent that a deduction for depreciation thereon is disallowed
under section 274 (relating to disallowance of certain entertainment, etc., expenses).

(2) Examples. Subparagraph (1) of tills paragraph may be illustrated by
the following examples:

Examplo (1). (i) A, a calendar-year taxpayer, acquired and placed in service
on January 1, S"52, an automobile with a basis of $2,400 and an estimated useful life
of four years. In the taxable year 10G2 tho automobile was used by A 80 percent
of the time In his trade or business and was used 20 percent of the time for personal
purposes. Thus, for the taxable year 1932 only 80 percent of the basis of tho auto
mobile qualified as section 38 property since a deduction for depreciation was
allowable to A only with respect to 80 percent of the basi3 of the automobile. In
the taxable year 1933 the automobile is used by A only 60 percent of the time
In his trade or business. Tints, for the taxable year 1963 a deduction for depreciation
is allowable to A only with respect to 30 percent of the basis of the automobile.

‘ (ii) Under subparagraph (1) of this paragraph, on January 1, 1933, the auto-
mobile ceases to be section 88 property with respect to A to the extent of 20 percent
(80 percent minus 60 percent) of tho $2,400 basis of the automobile.

Examplo (2). (i) The facts are the same as in example (1) and in addition
for the taxable year 1964 a deduction for depreciation is allowable to A only with
respect to 40 percent of tho basis cf the property. .

(ii) Under subparagraph (1) of this paragraph, on January 1, 1961, the
automobile ceases to be section S3 property with respect to A to tho extent of 20
percent (60 percent minus 40 percent) of the $2,400 basis of the automobile.

0~*Vf It! 595/j The Regulation below doesn’t reflect the changes made by
P.L. 91-676, i-12-31, in See. 47(a), explained at $27- and in the Com-
mittee Report at 5954.

Reg. § 1.47-3. (TD 6931, filed 10-9-67; amended by TD 7126, filed 6-9-71.) Ex-
ceptions to the application of §1.47-1.

(a) In general. Notwithstanding the provisions of §1.47-2, relating to "dis-
position” and “cessation," paragrajih (a) of § 1.47-1 shall not apply if paragraph (b)
(relating to transfers by reason of death), paragraph (c) (relating to property
destroyed by casualty), paragraph (d) (relating to reselection of used section 3S
property), paragraph (e) (relating to transactions to which section 881 (a)

([1F)ootnota 1 Matter In ltalics added bv TD 7120, which struck out:
G
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applies), paragraph (£) (relating to mere change In form of conducting a trade
or business),1paragraph (g) (relating to sale-and-leaseback transactions), or para—
graph (h) (elating o cartain property replaced after April 18, 1969) of this section

applies with respect to such disposition or cessation.

(b) Transfers by reason 0f death— (1) General rule. Notwithstanding the pro-
evisions of § 1.47-2, relating to "disposition” and "cessation", paragraph (a) of
81.47-1 shall not apply to a transfer of section 88 property by reason of the death
of the taxpayer. Thus, for example, with respect to section 38 property held
In Joint tenancy, paragraph (a) of 8§ 1.47-1 shall not apply to the transfer of the
deceased taxpayer's Interest to the surviving joint tenant. If, under 81.48-4, tho
lessor of new section 38 property made a valid election to treat the lessee as
having purchased such property for purposes of the credit allowed by section 88,
paragraph (a) of § 1.47-1 doe3 not apply if, by reason of the death’ of the lessee,
there is a termination of the lease and transfer of the leased property to the
lessor, or there is an assignment of the lease and transfer of the leased property
to another person. Moreover, paragraph (a) of § 1.47-1 does not apply to the trans-
fer of a partner’s interest in a partnership, a beneficiary's interest in an estate or
trust, or shares of stock of a shareholder of an electing small business corporation
(as defined In section 1371(b)) by reason of the death of such partner, beneficiary,
or shareholder. Paragraph (a) of § 1.47-1 applies to a gift by a taxpayer prior to his
death even if the value of such gift is included in his gross estate for estate tax
purposes (such as, a gift in contemplation of death under section 2035). The effect
of this subparagraph is that any section 38 property held by a taxpayer at the time
of his death is deemed to have been held by him for its entire estimated useful life.

(2) Examples. Subparagraph (1) of this paragraph may be lllustrated by the
following examples: !

Example (1). (i) A, an individual, acquired and placed in service on January
1, 1962, an item of section 33 property with a basis of 510,000 and an estimated
useful life of eight years. On April 28, 1963, A dies and, as a result of A’'s death,
his interest in 9uch item of section 33 property is transferred to a testamentary tru3t
pursuant to A’'s will, and on February 1, 1967, tho trust is terminated and tho
item of section 33 property is transferred to the beneficiaries of the trust.

(ii) Under subparagraph (1) of this paragraph, paragraph (a) of § 1.47-1 does
not apply to the transfer, as a resuit of A’'s death, of his interest in such item of
section 38 property to the testamentary trust Moreover, paragraph (a) of 81.47-1
does not apply to the February 1,1967, transfer of such item of section 38 property by
the trust to its beneficiaries.

Example (2). (i) X Corporation, an electing small business corporation (as
defined in section 1871(b)) which makes its returns on the basis of a calendar year,
acquired and placed In service during 1962 an item of section SS property. On
December 31, 19S2, X Corporation had 10 shares of stock outstanding which were
owned as follows: A owned eight shares and B owned two shares. On December 31,
1962, 80 percent of the basis of the item of section 3S property was apportioned to
A and 20 percent to B. On June 1,1964, A dies and, as a result of A’s death, his eight
shares of stock in X Corporation arc transferred to his wife. On July 10, 1965, X
Corporation sells the item of section 38 property to Y Corporation.

(ii) Under subparagraph (1) of this paragraph, paragraph (a) of § 1.47-1 does
not apply to the transfer, as a result of A’'s death, of his eight shares of stock in
X Corporation to his wife. Moreover, with respect to the July 10, 1965, sale par-
agraph (a) of §1.47-1 applies only to the 20 percent of the basis of the item of
section 38 property which was apportioned to B.

(0) Property destroyed by casualty— (1) Do.<diio;iS after April 18, 1960.
Notwithstanding the provisions of § 1.47-2, relating to '‘disposition” and "cessation,”

Jl'ogtnotc t 5957 continued!
"General rulo”
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paragraph (a) of §1.47-1 shall not apply to property which, after April 18, 19309,
Is disposed of or othorwlse ceases to be section SS property with respect to the tax-
payer on account of Its destruction or damage by fire, storm, shipwreck or other
casualty, or by reason of Its theft.*

(2) Digosition before April 19, 19689. (@ In the caso of property which, be-
fore April 19, 199, s digposed oforotherw?seoeassto be sction 38
stri1m resmtmﬂ“ela)m/ermagynntofilosfcbsmpﬁmordagﬁe b;)/?fe,§stoim

i or other caaalty, or reason of its treft, parag a U, 11
daﬂ%y@@epttoﬂ*ea@tprmidad in sdivisias () and (i) of this sub-
paragraph- .

@I) Paragraph (@ of SMFI-1 gall not apply -

*(@) section 33 property is placed in service by the taxpayer to replace (within
the meaning of paragraph (h) of §1.40-3) “the destroyed, damaged, or stolen prop-
erty, and .
The basis (or cost) of tire section 33 property which Is placed in service
by the taxpayer to replace the destroyed, damaged, or stolen property is reduced
under paragraph (h) pf § 1.4G-3.

@) I property which would be section S3 properly but for section 49 isplacd
in srvice by the taxpayer o replace the destroyed, damaged, or stolen progerly,
then the provisias of paragraph (h) of this seolion (other than the requirement
that tre replacement take place within C months after the digoositian) dall gply.

(@ EBExamples. The provisios of subparagraph (Q@D)?of tills paragraph may

be illustrated by the following examples:

Example (1). (1) A acquired and placed In service on January 1,1962, machine
No. 1 which qualified as section 33 property wjth a basis of $30,000 and an estimated
useful life of 6 years. The amount of qualified investment with respect to such
machine was $20,000. For the taxable year 1052 A’s credit earned of $1,400 was
allowed under section S3 as a credit against Its liability for tax. On January 1,
1953, machine No. 1 is completely destroyed by fire. On January 1, 1963, the ad-
justed basis of machine No. 1 in A’s hands is $21,500. A receives $23,000 in insur-
ance. proceeds as compensation for the destroyed machine, ar.d on February 15,
1964, A acquires and places in sendee machine No. 2, which qualifies as section 33
property, with a basis of $41,000 and an estimated useful life of six years to replace
machine No. 1. '

(if) Under subparagraph (1) of tills paragraph, paragraph (a) of 51.47-1 does
not apply with respect to machine No. 1 sine? machine No. 2 is placed in service to
replace machine No. 1 ar.cl the $41,000 bosis of machine No. 2 is reduced, under
paragraph, (h) of §1.40-3, by $23,000. (See example (1) of paragraph (h)(3)
of §1.46-3))

Examplo (2). (i) The facts arc the same as in example (1) except that A
receives only $19,000 in insurance proceeds as compensation for the destroyed
machine.

(ii) Although machine No. 2 is placed in service to replace machine ITo. 1,
subparagraph (1) of this paragraph does not apply v.ith respect to machine No. 1
since the basl3 of machine No. 2 is not reduced under paragraph (h) of §3.43-3.
Paragraph (a) of §1.47-1 applies with respect to tho January 1, 1963, destruction
of machine No. 3. The actual useful life of machine No. 1 is one year. The re-
computed qualified investment with respect to such machine is zero ($30,000 basis

[Footnote 7 57 conttuucd)
(5) eeli”
O
(6) "suoh”
< ()" '
(7) "(2) Examples. Subparagraph (3)”
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multiplied by zero applicable percentage) and A's recomputed credit earned for
the taxable year 19S2 Is zero. The Income tax imposed by chapter 1 of the Code
on A for the taxable year 1003 Is increased by $1,400.

(d) Resefectlon of used section 38 property— (1) Reselcctlon. 1f—

(1) Used section 38 property (as defined In § 1.48-3) the cost of which was taken
Into account In computing the taxpayer’s qualified investment is disposed of, or
otherwise ceases to be section 38 property with respect to the taxpayer, before the
close of the estimated useful life which was taken Into account In computing such
qualified Investment, and

(il) For the taxable year In which the property described In subdivision (1) of
this 3iibparagraph was placed In service, the sum of (a) the cost of used section 38
property placed In service by the taxpayer, and (b) tho cost of used section S3
property apportioned to such taxpayer exceeded $50,000, then such taxpayer may
treat tho cost of any U3ed section 38 property (regardless of Its estimated useful
life) which was not originally selected, under,paragraph (c)(4) of 81.48-3, to be
taken Into account In computing qualified investment for such taxable year (or
previously reselected under thl3 subparagTaph) as having been selected (in ac-
cordance with the principles of paragraph (c) (4) (11) of §1.48-3) In place of tho
cost of the used section 33 property described in subdivision (i) of this subparagraph.
Hereinafter such reselcctcd property Is referred to as "newly selected used section 38
property”. For purposes of this subparagraph, the cpst of used section 38 property
apportioned to a taxpayer moans the sum of the cost of used section 33 property
apportioned to him by a trust, estate, or electing small business coiporation (as
defined in section 1371(b)), and his share of the cost of partnership used section
38 property, with respect to the taxable year of such trust, estate, corporation or
partnership ending with or within such taxpayer's taxable year. In the case of a
taxpayer to whom paragraph (c)(2) of 81.43-3 applied for the taxable year In
which the property described in subdivision (i) of this subparagraph was placed In
service, a $25,000 amount shall bo substituted for the $50,000 amount referred to
In subdivision (11) (b) of this subparagraph, ond in the case of a member of an
affiliated group (as defined in subparagraph (C) of 8§1.48-3 (e)) tho amount ap-
portioned to such member under paragraph (e) of § 1.48-3 shall be substituted for
such $50,000 amount.

(2) Application of paragraph (a) of § 1.47-1. (i) If a taxpayer treats, under
subparagraph (1) of this paragraph, the cost of any used section 38 property which
was not originally selected as having been selected In place of the cost of used
section 38 property described in subparagraph (1) (l) of this paragraph, then,
notwithstanding the provisions of §1.47-2 (relating to “disposition” and "cessa-
tion”), paragraph (a) of §1.47-1 shall not apply to the property described in sub-
paragraph (1) (1) of tills paragraph to tho extent of the cost of the newly selected
used section 33 property.

(ii) If the cost of tiic used section 38 property described In subparagraph (1) (1)
of this paragraph exceeds the cost of tho newly selected used section 38, property,
then the property described In subparagraph (1)(i) of this paragraph shall cease
to be section 33 property with respect to the taxpayer to the extent of such excess.

(ill) 1f tho newly selected U3ed section 3S property is disposed of, or otherwise
ceases to be section 35 property with respect to the taxpayer, before the close
of tho estimated useful life of Use property described In subparagraph (1) (1) of
this paragraph, then, unless he rcsrlccts other used section 33 property, paragraph
(a) of §1.47-1 shall apply with respect to such newly selected U3ed section 33
property. For purposes of recomputing qualified investment with respect to such
newly selected used section 3S property the actual useful lifo shall be deemed to be
the period beginning with the date on which the property described in subparagraph
(I)(i) of this paragraph was placed in service by the taxpayer and ending with
the date of the disposition or cessation with respect to such newly selected used
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section 38 property. See paragraph (c) of § 1.47-1, relating to da'." placed in service
and date of disposition or cessation. *

(3) Information requirement, (i) If in any taxable year this paragraph
applies to a taxpayer, such taxpayer shall attach to his Income tax return-for such
taxable year a statement containing the information required by subdivision (111
of this subparagraph.

(11) Tho statement referred to in subdivision (1) of this subparagraph shall
contain tho following iniormation:

(a) The taxpayer's name, address and taxpayer account number; and

(b) With respect to the originally selected used section 33 property and the
newly selected used section 33 property, the month and year placed in service,
cost, and estimated useful life.

(4) Examples. This paragraph may be lllustrated by the following examples:

Examplo (1). (i)#X Corporation purchased and placed in service on January 1,
1902, machines No. 1 and No. 2, which qualified as used section 38 property, each
with a cost of 550,000 and an estimated useful life of eight year3. The aggregate
cost of used section 33 property taken into account by X Corporation in computing
its qualified investment for tho taxable year 1962 could not exceed $50,000; there-
fore, under paragraph (c) (4) of §1.43-3, X selected tho $50,000 cost of machine
No. 1 to be taken into account in computing its qualified investment for the taxablo
year 1962. The.qualified Investment with respect to machino No. 1 was $50,000.
For the taxable year 1802 X's credit earned of $3,500 was allowed under section 38

P-H FcC.Tax- LATEST DEVEItiW w'ITS, scjp. 61,501 Reg § |47r3 <515957
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as a credit against its liability for tax. On January 2, 1965, X Corporation sells
machine No. 1 to Y Corporation.

(ii) Under subparagraph (1) of this paragraph, X Corporation treats the
550,000 cost of machine No., 2 as having been selected to bo taken into account in
computing its qualified investment for the taxable year 1962 in place of tho §50,000
cost of machine No. 1. Therefore, under subparagraph (2) (i) of this paragraph,
paragraph (a) of S1.47-1 does not apply to the January 2, 1985, disposition of
machine No. 1.

Example (2). (i) The facts are the same as in example (1) and in addition
X Coiporation, on December 2. 1066, sells machine No. 2 to Z Corporation.

(il)  Under subparagraph (2) (ill) of this paragraph, paragraph (a) of §1.47-1
applies with respect to the December 2, 1965, disposition of machine No. 2. Th9
actual useful life of machine No. 2 is four years and eleven months (that is, the
period beginning on January 1, 1932, and ending on December 2, 19S6). The re-
computed qualified investment with respect to machine No. 2 is §16,667 (850,000
cost multiplied by 381S percent applicable percentage) end X Corporation’'s re-
computed credit earned for the taxable year 19D2 la §1,137. The income tax imposed
by chapter 1 of the Code on X Corporation for the taxable year 1933 is increased
by the 82,333 decrease hi its credit earned for the taxable year 1962 (that is, §3,500
original credit earned minus 81,167 recomputed credit earned).

Example* (3). (1) The fact3 are the same as in example (1) except that machine
No. 2 had a coat of §30,000. *

(i) Under subparagraph (1) of this paragraph, X Corporation treats the
830,000 cost of machine No. 2 r.3 liming been selected to be taken into account in
computing its qualified investment for the taxable year 1932 in place of the §30,000
cost of machine No. 1. Therefore, under subparagraph (2) (1) of thi3 paragraph,
paragraph (a) of- § 1.47-1 does not apply to the January 2, 1935, disposition of
maciilne No. 1 to the extent of 830,000 of tho 850,000 cost of machine No. 1. How-
ever, under subparagraph (2' (ii) of this paragraph, paragraph (a) of 8§1.47-1
applies to the January 2 ,196D, disposition of machine No. 1 to the extent of §20,000
(tint is, §50,000 cost of machine No. 1 minus §30,000 cost of machine No. 2). The
actual useful life of such 820,000 portion of machine No. 1 is three years (that is,
tho period beginning on January 1, 1932, and ending on January 2, 1935). The re-
computed qualified investment with respect to the §20,000 portion of the cost of
machine No. 1 is zero (820,C00 portion of tho cost multiplied by zero applicable
percentage) and X Corporation’s recomputed credit earned for tho taxable year
19S2 is §2,100 (7 percent of §30,000). Th? income ton imposed by chapter 1 of tiie
Code on X Coiporation for the taxable year 1365 is increased by the 81,400 decrease
in its credit earned for tho tollable year 1962 (that 13, §3,600 original credit earned
minus 82,ICO recomputed credit earned). .

(e) Transactions to w'dc'i scct-oa SS! (a) applies— (1) Geneva! rule. Notwith-
standing the provisions of §1.47-2, relating to "disposition” and ‘‘cessation”, para-
graph (a) U? §1.47-1 shall r.ot apply to a disposition of section 28 property in a
transaction to which section S91 (a) (relating to carryovers in certain corporate
acquisitions) applies. If the section S3 property described in the preceding sentence
is disposed of, or other.vise ceases to ho section 30 property with respect to the
acquiring corporation, before cue close of tho estimated useful Ufa viiich was token
Into account in computing tire transferor corporation’s qualified investment, then
paragraph (a) of §1.47-1 shall apply to the acquiring corporation with respect to
such section 33 prope-ty. For purposes of recomputing qualified investment with
respect to such properly its c.ctu:'.l useful life shall b? the period beginning with
the date on which it was placed in service oy the transferor corporation and end-

"Prentlca-Hall, Inc.— S T. Tax R eg. §l.47—3 aj 5957



5918 Credits Against Tax M
Reg. § 1.47-3(e)(1) continued -

ing with the date of the disposition by, or cessation with respect to, the acquiring
corporation.

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

Example (1). (i) X Corporation, a wholly owned subsidiary of Y Corporation,
acquired and placed in service on Tanuary 1, 1963, an item of section 38 property
with a basis of $12,000 and an estimated useful life of eight years. Both X and
Y make their returns >n the basis of a calendar year. The qualified investment
with respect to such item was $12,000. For the taxable year 1962 X Corporation’s
credit earned of $340 w. s allowed under section 38 os a credit against its liability
for tax. On January ie, 1967, X Corporation is liquidated under section 832 and
all of its properties, including the item of section 38 property, are transferred to
Y Coiporation. The bases bf the properties in the hands of Y Corporation are
determined under section 334(b)(1).

(ii) Under subparagraph (1) of this paragraph, paragraph (a) of 81.47-1 does
not apply to the January 15, 1967, transfer to Y Corporation.

Examplo (2). (i) The facts arc the same as in example (1) and in addition
on. February 2, 1968, Y Corporation sclb the item of section 38 property to Z Cor-
poration. .

(ii) Under subparagraph (1) of this paragraph, paragraph (a) ,of § 1.47-1 does
not apply to the January 15, 1967, transfer to Y Corporation. However, paragraph
(a) of §1.47 applies to the February 2, 1963, sale of the property by Y Corporation.
Tha actual useful lifo of the property la nix years and or.o month (that Is, the
period beginning on January 1, 1962, and ending on February 2, 1988).

(f)  Mere cliraigo in form of concluding a trodo or business— (1) General rule,
(i) Notwithstanding the provisions of § 1.47 2, relating to "disposition” and "cessa-
tion”, paragraph (a) of §1.47-1 shall not rpply to section S3 property which is
disposed of, or otherwise ceas:s to be section 38 property with respect to the tax-
payer, before the close of the estimated useful life which was token into account
In computing tho taxpayer’s qualified investment by reason of a' mere change in the
form of conducting the trade or business in which such section 38 property is used
provided that tha conditions set forth in subdivision (ii) of this subparagraph are
satisfied.

(ii)  The conditions referred to in subdivision (i) of this subparagraph are as
follows: * .

(a) The section 38 property described in subdivision (i) of this subparagraph is
retained as section 33 property in the same trade or business, ,

(b) The transferor (or in a case where the transferor i3 a partnership, estate,
trust, or electing small business corporation, the ] -ivtncr, beneficiary, or shareholder)
of such section 38 property retainsa substantial interest in such trade or business,

(c) Substantially all the assets(whether or not section 38 property) necessary
to operate such trade or business are transferred to the transferee to whom such
section 38 property is transferred, and

(d) The basis of such section 33 propertyin the hands if the transferee is
determined in whole or hi part by reference to the basis of such section 38 property
in the hands of the transferor.

This subparagraph shall not apply to the transfer of section 38 property if para-
graph (e) of this section, relating to transactions to which section 381 applies,
applies with respect to such transfer. .

(2) Substantial interest.--For purposes of this paragraph, a transferor (or in
a case where the transferor Is- a partnership, estate, trust, .or electing small
business corporation, the partner, beneficiary, or shareholder) shall be considered
as having retained a substantial interest in the trade or business only if,,after the
Change In form, his interest in such trade or business—
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(1) Is_substantial in relation to the total interost of all persons, or

(i) equal to or greater than his interest prior to the change in form.
Thus, where a taxpayer owns a 5-percent interest In a partnership, and, after
the incorporation of that partnership, the taxpayer retains at least a 5-pevcent
Interest in the corporation, the taxpayer will be considered as having retained a
substantial interest in the trade or business as of the date of tho change in form.

(3) Property _held for the production of Income. Subparagraph (1) (i) of this
paragraph ag£!lied to section 38 property held for the production of income (within
the meaning of section 167(a) (2)) as well as to section 38 property used in a trade

*

or business.

(4) Leased property. In a case where a lessor of new section 38 property made
a valid election, under 51.18-4, to treat the lessee as having purchased such property
for purposes of the credit allowed by section 38, in determining whether subpara-
graph (1) (i) of this paragraph applies to an assignment of the lease and transfer
of possession of such property, the condition contained in subparagraph (1) (11)(d)
of thIi3 paragraph is not applicable. '

(5) Disposition or cessation, (i) |If section 38 property described in subpara-
graph (1) (i) of this paragraph is disposed of by the transferee, or otherwise ceases
to be section S3 property with respect to the transferee, before the close of the
estimated'useful life which was taken into account in computing the qualified
investment of the transferor (or in a ’'case where the transferor is a partnership,
estate, trust, or electing small business corporation, the qualified investment of the
partners, beneficiaries, or shareholders) then under paragraph (a) of §1.47-1 euch
property ceases to be section 38 property with respect to the transferor (or such
partners, beneficiaries, or shareholders), and a recapture determination shall be
made with respect to such property. For puiposcs of recomputing qualified invest-
ment with respect to such property, the actual useful life shall be the period begin-
ning with the date on which it was placed in service by the transferor and ending
with the date of the disposition by, or cessation with respect to, the transferee.

(ii) If in any taxable year the transferor (or in a case where the transferor is
a partnership, estate, trust, or electing small business corporation, the partner, bene-
ficiary, or shareholder) of the section 38 property described In subparagraph (1) (i) of
tills paragraph doe3 not retain a substantial interest in the trade or business directly
or indirectly (through ownership In other entities provided that such other enti-
ties’ bases in such interest are determined in whole or in part by reference to the
basis of such interest in the hands of the transferor) then, under paragraph (a) of
§ 1.47-1, such property ceases to be section 38 property with respect to the
transferor and he (or the partner, beneficiary, or shareholder) shall make a re-
capture determination. For purposes of recomputing qualified investment with
respect to property described in this subdivision, its actual useful life shall be the
period beginning with the date on which it was placed in service by the trans-
feror and ending with tire first dfte on which the transferor (or the partner,
beneficiary, or shareholder) does not retain a substantial interest in the trade
or business. Any taxpayer who seeks to establish his interost in a trade or business
under the rule of this subdivision shall maintain adequate records to demonstrate
his indirect interest in such trade or business after any such transfer or transfers.

(ili) In making a recapture determination under this subparagraph there shall
be taken into account any prior recapture determinations with respect to the trans-
feror in connection with the same property.

(iv) Notwithstanding subparagraph (1) of this paragraph and subdivision (ii)
of this subparagraph in the case of a mere change in the form or a trade or business,
if the interest of a taxpayer in the trade or business is reduced but such taxpayer
has retained a substantial Interest in such trade or business, paragraph (a)(2)
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of 81.47-4 (relating to electing small business corporations), paragraph (a)(2) of
§ 1.47-5 (relating to estates or trusts) or paragraph (a)(2) of §1.47-6 (relating to
partnerships) shall.. ply, as the case may bo.

*(6) Examples. This paragraph may be illustrated by the following examples in
each of which it is assumed that the transfer satisfies the conditions of subparagraph
(1) Ay(a), (cj and (d) of this paragraph.

Exauiplo (I). (1) On January 1, 1962, A, an individual, acquired and placed
in service in his sole proprietorship an item of section 38 property with a basis of
$12,000 and an estimated useful life of eight years. The qualified investment with
respect to such item was $12,000. For the taxable year 1962 A's credit earned o!
$840 was allowed under section 38 as a credit against his liability for tax. On March
15, 1963, A transfers all of tpe assets used in llls sole prcpi’etorship to X Corpora-
tion, a newly formed corporation, in exchange for 45 perc nt of the stock of X
Corporation.

(ii) Under subparagraph (1) (i) of this paragraph, pare ,T&ph (a) of § 1.47-1
does not apply to the March 15,1963, transfer to X Corpoiv.tirj.

a
Example (2). (i) The facts are the same as in cxamr'.o (1) and in addition on

February 2, 1964, X Corporation sells the item of section 3S prop wty to Y Corpora-
tion.

(ii) Under subparagraph (1) (i) of tills paragraph, paragraph (a) of §1.47-1
does not apply to tho March 15, 1983, transfer to X Corporation. However, under
subparagraph (5) (i) of this paragraph, paragraph (a) of §1.47-1 applies to the
February 2, 1964, sale of the item of section 33 property by X Corporation to Y
Corporation. The actual useful life of the property is two years and one month
(that is, the period beginning on January 1, 1952, -md ending on February 2, 1964).
The recomputed qualified investment with respect to such property is zero ($12,000
basis multiplied by zero applicable percentage) and A’'s recomputed credit earned
for the taxable year 1962 is zero. The income tax imposed by chapter 1 of tlie Code
on A for 1964 is increased by the $340 decrease in his credit earned for the taxable
year 1962 (that 13, $340 credit earned minus zero recomputed credit earned).

Example (3). (i) On January 1, 1962, partnership A.BC, which makes its re-
turns on the basis of a calendar year, acquired and placed in service an item of
sectioh 38 property with a basis of $20,000 and an estimated useful life of eight
years. Partnership ABC hss’lO partners who make their returns on the basis of a
calendar year and share partnership profits equally. Each partner's sharo of the
basis of such item of section 38 property is 10 percent, thuc is, § ,UW., On March
15,1963, partnership ABC transfers all of the assets used in its trade or business to
the X Corporation, a newly formed corporation, in exchange for all of the stock of
X Coiporation and immediately thereafter transfers 10 percent of such stock to
each of the 10 partners.

(if)  Under subparagraph (1) (i) of this paragraph, paragraph (a.) of §1.47-1
does not apply to the March 15, 1963 transfer by the ABC Partnership to X Cor-,
poration.

Examplo (4). (i) The facts aro the same as in example (3) except that part-
nership ABC transfers 10 percent of the stock in X Corporation to each of 3 partners,
20 percent to partner A, and cash to partner B.

(ii) Under subparagraph (1)(i) of this paragraph, -with respect to all of the
partners (including partner A) except partner E, paragraph (a) cf 51.47-1 does not
apply to the March 15, 1963, hansfcr by the ABC Partnership to X Corporation.
Paragraph (a) of §1.47-1 applies with respect to partner B’'s $2,000 share of tho
item of section 33 property. Sea paragraph (a) (1) of §

n 3w s 1 IATISSX UAYELOr.'JJJf.-I'S, SES p. 01,01
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Exnmplo (5). (I) X Corporation .operates a manufacturing 'business and a
separate personal service business. On January 1, 19G2, X acquired and placed in
service a truck, which qualified as section 88 property, in its manufacturing busi-
ness. The truck had a basis of §10,000 and an estimated useful life of 8 years. On
February 10, 1965, X transfers all the assets used in its manufacturing business to
Partnership XY in exchange for a 50-percent interest in such partnership.

(i) Under subparagraph (1) (i) of thI3 paragraph, paragraph (a) of §1.47-1
does not apply to the February 10, 1965, transfer to Partnership XY.

(9) Sale-nnd-leascback transactions. Notwithstanding the provisions of § 1.47-2,
relating to "disposition” and "cessation”, paragraph (a) of § 1.47-1 shall not apply
whore section 38 property is disposed of and as part of the same transaction Is leased
back to the vendor even though gain or loss Is recognized to tho vendor-lessse and
the property censes to bo subject to depreciation in hi3 hands. If paragraph (a) of
§ 1.47-1 applies with respect to such property subsequent to the transaction, the
actual useful life snail begin with the date on which such property was flr3t placed
in service by the vendor-lessee as owner.

Certain property replaced ajller il IS, 19— @D In geral
tfgtlm 3B property |sd|sposed of?Ir‘(l pfgerty ( fgr)p,lrpos& Ofsectlc(lln)
1033 and tho regulations thereuder, similar or related In SErVEE OF use to the
disposed of und whiich would he section 38 property but for tho gplication
of ssction 10 kplaced in sarvice 1o replace the properly disposed of, the increase hi
}rom ﬁowand iy 1 ugiparagraphda;itof& i ﬁ(}l be moedreanﬁrg
recamputation r C i i
belov zr0) by the aedit ttat would be alloned for the qalified investment of the
replacement property (determined us if such property wore section SS )-
The preceding sentence dall not apply unless the replacement takes place wirthin
C months after the diguositicn. If property othrerwise galifies as replacement
property, iths Imaterial that itis placed in sarvice (for exarple, toudirgotesﬁrg)
befora tho replaced property isdisposed of. The assigment by tho taxpayer in his
retum of an estimated useful life o the replacament property in computing its
qalified investment will be cosidered a representation by the r that he
eqects 1o retain the replacement properly for its entire estinated 1 lie. IFsuwoh
property s disposed of before tho end of such 1o, then .3 circumstances surround-
ing tho replacement win be examined to dolle, mine whether ilia taxpayers repre-
station was in good faith ud, IF gooropriate, the galified investment of the
replacament properly will oc recomputed for the year of replacement using tho
actual useful like of such property.
(D) Tha provisias of suxdivision (I) of inis subparagraph may bo illustrated
by tho folloming exanplo:

BExample. On January 1,1SS7, A, a calendar year taxpayer, acquired and placed .

In sarvice a new machine with ambesis of 8100 and an estimated useful Vjc of 8

. A'S galified investment was 8100 and his aedit earrsd, was 8L, which was
alloned as a aadit agpinst tax for 1067. On January IS, 1d73, A disposed of tho
machine aud replaced it with a similar new machine coding $75 and having an
estimated useful life of S years.  Tits new machine would be saction 38 property but
for section 4s. Since the actual useful life of tho origiral machine was at lesst 4
but less than Cyears, the recomputed galified investment of the machine B$3.33
(S8 of $100) and under paragraph (@) of § 1.JAH the amount of recapture
tax would bo 867 &, the origiral aadit eamed, minus £.33, tho
aalit- earmed). However, under tho provisias of tilts paragraph, tho recgpture
tax s reduced (but not below zero) by Via aedit tin, would bo allowed for ilo
replacement property (determined as if aud: plcherry wore section 58 property).-

Under these fects the recgpture tax s XIro reczﬁl)uretaxwmﬁ respect
to the origiral mechine, minus &. 25 the allored on the now
ne/Paire).

(? Leased proparty. Property digosd, of may bo replaced with property
Pon INH TTiUTESTCEVIC2;0ATS, ip. f1.5 71 RiS. 81.47-3 313257
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. leesed from another, provided (@) an electin with respect 1o the newly leased
property could Vo made under section -/80) but for sectin 40, and ab tre les=e
dotains 1o lessors >xarkttsn statement that Lewill not claim such property as re-
placement property under this paragraph. The statement of tho lessor sall con-

tain tho information gecified in subd|V|S|ons @ through M—) of § LV8-/
the statement (or a copy thereof) sall be retained In the recorts g%(?@r

and the lessee for a periad of at leest8yearsaﬁerﬂnprq)erty |strasferredto
to lesse.

0—» [I 59583 Beg. 81A7-4 (TD 0931, filed 10-9-67.) Electing small business cop-
poration,

(a) In general— (1) Disposition or cessation In hands of corporation. If an
electing antall business corporation (as defined in section 1371(b)) or a former
electing small business corporation disposes of any section 38 property (or if any
section 88 property otherwise ceases to be seetlon 33 property In the hands of the
corporation) before the close of tho estimated useful life which was taken into
account in computing qualified Investment with respect to such property, a recapture
determination shall be made with respect to each shareholder who Is treated, under
§ 1.43-5, as a taxpayer with respect to such property. Each such recapture determin-
ation shall be made with respect to the pro rata share of the basis (or co3t) of such
property taken into accoimt by such shareholder In computing llls qualified invest-
ment. For purposes of each, such recapture determination tho actual useful lifo of
such property shall be tha period beginning with the date on which it was placed
in service by the electing small business corporation mid ending with the dale of the
disposition or cessation. In making a recapture determination under this subpara-
graph there shell be taken into account any prior recapture determinations made with
respect to the shareholder in connection with tho same property. For definition of
"recapture determination" see paragraph (a) (1) of §1 17-1.

(2) Disposition of shareholder's interest— (i) I1f—

(a) ‘'lhe basis (or cost) of section 33 property Is apportioned, under § 1.48-5, to
a shareholder of an electing small business corporation who token such basis (or
cost) into account In computing hla qualified investment, and

(b) After tho end of shareholder’'s taxable year Li which such apportionment
was taken Into account and before tho close of tho estimated useful life of tire prop-
erty, such shareholder’s proportionate stock interest In such corporation is reduced
(for example, by a sale or redemption, or by tho issuance of additional shares)
below tho percentage specified in subdivision (ii) of this subparagraph,
then, on tho date of such reduction such section 33 property censes to be section 30
property with respect to such shareholder to the extent of tho actual reduction In
such shareholder's proportionate stock interest (For example, ii $100 of the bests
of section S3 properly was apportioned to a shareholder end if bis. proportionate
stock interest Is reduced from QO percent to so percent (that is, 50 percent o0? his
original interest), then such pxopcily shall ho treated an having ceased to ha section
88 property to tho exlent of S50.) Accordingly, a recapture determination shall ba
made with respect to such shareholder. For purposes of such recapture determina-
tion tho actual useful life of such property shall he the period beginning with tho
date on wlilch It v/as placed in service by tha electing small business corporation
and ending with the date on which it 13 treated as having ceased to bo section 38
proparty with respect to tho shareholder. In mailing a recupiuro determination under
this subparagraph there shall bo taken Into account any prior recapture determina-
tion niado with respect to the shareholder in connection with the tame property.

(ii) The percentage referred to in subdivision (1) Cb) of tills subparagraph Is
Cl'c I. »shareholder's proportionate stock Interest In tho corporation on
iho d;.to 0: i apportionment under §1.48-5. However, oneU property has bcEn
treated under this subparagraph as having ceased to be section S3 property to any
extent tho percentage referred to shall be S3Vi percent of tho shareholder's propor-
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tlonate stock Interest in tho corporation on.tho dato of the apportionment under
{ 1.48-5.

(117) In determining- a. shareholder’'s proportionate stock interest in a- former
electing small business corporation for' purposes of this subparagraph, the share-
holder shall bo considered to own stock In such corporation which he owns directly
or Indirectly (through ownership In other entitles provided such other entitles’
bases In such stock are determined In whole or in part by reference to the basis
of such stock In tha hands of the transferor). For example, if A, who owns all of
the 100 shares of the outstanding stock of corporation X, a corporation which was
formerly an electing small business coiporation, transfers on November 1, 1966, .70
shares of X stock to corporation Y in exchange for 90 percent of tho stock of Y
in a transaction to which section 351 applies, then, for purposes of subdivision (1)
of this subparagraph, A shall be considered to own 93 percent of tho stock of X, 30
percent directly and* 63 percent indirectly (i.e., 90 percent of 70). Any taxpayer
who seelrs to establish his interest In the stock of a former electing small business
corporation under tho rule of this subdivision shall maintain adequate records to

demonstrate his indirect interest In the corporation after any such transfer or
transfers.

(b) Election of a small business, corporation under section 1372— (1) General
rule. It a corporation makes a valid election under section 1372 to be an electing
small business coiporation (as defined In section 1371(b)), then on the last day
of the taxable year Immediately preceding the first taxable year for which such
election is effective, any section 38 property the basis (or cost) of which was taken
into account in computing the corporation's qualified investment in taxable years
prior lo the first taxable year for which the election is effective (and which has not
been disposed of or otherwise ceased to be section 33 property with respect to the
coiporation prior to such last day) shall be considered as having ceased to be section
3S property with respect to such corporation and §1.47-1 shall apply. However, if
tho corporation and each of tho persons who are shareholders of the corporation on
tho first day of the first taxable year for which tho election under section 1372 is to
be effective, or on the date of such election, whichever is later, execute the agree-
ment specified in subparagraph (2) of this paragraph, §1.47-1 shall not apply to
any such section 33 property by reason of the election by the corporation under
section 1372.

(2) Agreement of shareholders nnil corporation, (i) Tho agreement referred
to in subparagraph’ (1) of this paragraph shall be signed by the shareholders and
the corporation, and shall recite that, in tire event the section 38 property described
in subparagraph (1) of this paragraph is later disposed of by, or ceases to be sec-
tion 33 property with respect to, the corporation during a taxable year of the
coiporation for which the election under section 1372 Is effective, each signer
agrees (n) to notify tha district director of such disposition or cessation, and
(b) to be jointly and severally liable to pay to the district director an amount

r-XIM 1k — latest (BEPuurs, s « 1. 6LHL Rc-s. § 1.47-4 *15953
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Beg. 81.47-4(b) (2) (i) contjuued
equal to the Increase in tax provided by section 47. The amount of such increase
shall be determined as if such property had ceased to be section 38 property as
of the last day of the taxable year Immediately preceding the first taxable year
for which the election under section 1372 Is effective, except that the actual useful
life (within the meaning of paragraph (a) of §1.47-1) of the property shall be
considered to havo ended on the date of the actual disposition by, or cessation la
the hands of, the electing small business corporation.

(ii)

number of each party and the internal revenue district hi which each such party

files his or its Income tax return for the taxable year which includes the last day oi.

the corporation’s taxable year immediately preceding the first taxable year for which
the election under section 1372-is effective. The agreement may be signed on behalf
of the corporation by any person who is duly authorized. The agreement shall be
filed with the district director with whom the corporation files its income tax return
for its taxable year immediately preceding the first taxable year for which the
election under section 1372 is effective and shall be filed on or before the due
date (including extensions of time) of such return. However, if the due date
(including extensions of time) of such income tax return is on or before September
1, 1987, the agreement may be filed on or before December 31, 1967. For purposes
of the two preceding sentences, the district director may, if good cause is shown,
permit the agreement to be filed on a later date.

(o) Examples.
each of which it is resumed that X Corporation, an electing small business cor-
pora 1lv- which makes its returns on the basis of the calendar year, acquired and
placed in service on June 1, 1862, threo items of section 33 property. The basis
and estimated useful life of each item of section 38 property are as follows:

Asset number Basis Estimated useful life
1 $80,000 4 years
2 80,000 6 years
8 80,000 8 years

On December 31, 1962, X Corporation had 20 shares of stock outstanding which
were owned equally by A and B who make their returns on the basis of a calendar
year. Under § 1.43-5, the total bases of section 33 properties was apportioned to
the shareholders of X Corporation as follows:

Useful life category

' 4t0 6 Ctos 8years

years years or more

Total bases $30,000 $30,000 $30,000
Shareholder A (10/20) $15,000 $15,000 $15,000
Shareholder B (10/20) 16,000 15,000 15,000

Assuming that during 1962 shareholders A and B did not place in service any
section 38 property and that they did not own any interests in other electing
small business corporations, partnerships, estates, or trusts, the qualified invest-
ment of each shareholder is 330,000, computed S3 follows:

This section may bo illustrated by tho following examples i

Basis Applicable percentage Qualified investment
$15,000 33% $ 5,000
15,000 06% 10,000
15,000 ICO 16,000
'$30,000

For the texatle year 1932, each shareholder’s credit earned of $2,100 (7 percent of
$30,000) was allowed under, section SS as a credit against his liability for tax.

Example. (1), (i)
Corporation.

ePrcntlca-Hall, Inc.— Pod. Tax

On December 2, 1985, X Corporation sells asset No. 3 to T

Reg. §1.47-4  <315953

The agreement shall set forth the name, address, and taxpayer account
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. (11) Tho actual useful life of asset No. 8 Is three yeare and six months. The
recomputed qualified Investment with respect to .each shareholder’'s share of the
basis of asset No. 8 Is zero ($15,000 share of basis multiplied by zero applicable
percentage) and foa the taxable year 1962 each shareholder’'s recomputed credit
earned Is $1,050 (7 percent of $15,000,). The Income tax Imposed by chapter 1 of
j the Code on each of the shareholders for the taxable year 1065 Is Increased by the
I $1,050 decrease In his credit earned for the taxable year 1062 (that Is, $2,100
original credit earned minus $1,050 recomputed credit earned).

Example (2). (1) On December 8, 1064, shareholder A sells 5 of his 10 shares
of stock In X Corporation to C, and on December 8, 1065, A sells his remaining
5 shares of stock to D. In addition, on January 2, 1068, X Corporation sells asset
No. 8 to Y Coiporation.

(ii) Under paragraph (a) (2) of this section, on December 3, 1964, 50 percent
of the share of the basis of each of the three items of section 38 property ceases
to be section 38 property with respect to shareholder A since immediately after
the December 3, 1964, sale A’'s proportionated stock Interest In X Corporation Is
reduced to 50 percent of the.proportionate stock Interest In X Corporation which
he held on December 31, 1062. The actual useful life of the shsxe of the bases of
the section 88 properties which cease to be section 88 property with respect to A
Is two years and six months (that is, the period beginning with Juno 1, 1962,
and ending with December 3, 1964). A’'s recomputed qualified Investment with
respect to such properties Is 815,000, computed as follows?

Applicable e Recomputed qualified
Basis percentage investment
$7,500 83% $ 2,500
7,U00 63% 0,C00
7.S30 103 7,500
?15,CCO

For the taxable year 1962 shareholder A’'s recomputed credit earned Is 8§1,050 (7
percent of $15,000). The income tax Imposed by chapter 1 of the Code on share-
holder A for the taxablo year 1964 is increased by the §1,050 decrease In his credit
earned for the taxablo year 1962 (that Is, $2,100 original credit earned minus $1,050
recomputed credit earned).

(rm Under paragraph (a) (2) of this section, on December 3, 1965, tho remain-
ing 50 percent of the share of the basis of each of the three Items of section 88
property ceases to be section 88 property with respect to shareholder A since immedi-
ately after the December 3, 1065, sale A’s proportionate stock interest in X Corpo-
ration Is reduced to zero. The actual useful life of the share of the bases of the
section 38 properties which cease to be section 33 property with respect to A is three
years and six months (that is, the period beginning with June 1, 1932, and ending
with December 3, 1935). A’'s recomputed qualified investment with respect to such
properties Is zero. For the taxable year 1932 shareholder A’'s recomputed credit
earned is zero. The iucome tax Imposed by chapter 1 of the Code on shareholder
A for the taxable year 1955 is increased by $1,050 (that Is, $2,520 ($2,520 original
credit earned minus zero recomputed credit earned) reduced by the $1,050 increase
in tax for 1964). .

(iv) The actual useful life of asset No. 3 which was sold on January 2, 1068, Is
three years and seven months. The recomputed qualified investment with respect
to B’s share of the hasl3 of asset No. 3 is zero ($15,000 share of basis multiplied by
zero applicable percentage) and for the taxable year 1002, B's recomputed credit
earned is $1,050 (7 percent of $15,000). The Income tax imposed by chapter 1 of the
Code on shareholder B for tho taxable year 3933 Is increased by tho $1,030 decrease
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In his credit earned for the taxable year 19-32 (82,100 original credit earned minus
81,050 recomputed credit earned). The sale of asset No. 3 on January 2, 1936, by
X Corporation has no effect on A.

(d) Termination or revocation of on oloction under section 1372. Section
propei-ty shall not be considered to be disposed of or to have ceased to be section
38 property solely by reason of a termination or revocation of a corporation’s elec-
tion under section 1372.

(»—? JIT59393 Reg. §1.47-5 (TD 6931, filed 10-9-67.) Estates and trusts.

(a) In general— (1) Disposition or cessation In hands of estate or trust. If
estate or trust disposes of any section 33 property (or if any section 38 property
otherwise ceases to be section '38 property in the hands of the estate or trust)
before the close of the estimated useful life which was taken into account in com-
puting qualified investment with respect to such property, a recapture determina-
tion shall be made with respect to the estate or trust, and each beneficiary who is
treated, under § 1.48-6, hs a taxpayer with respect to such property. Each such
recapture determination shall be made with respect to the share of the basis (or
cost) of such property taken into account by such estate or trust and such bene-
ficiary in computing Its or his qualified Investment. For purposes of each such
recapture determination the actual useful life of such property shall ha the period
beginning with the date which it was pinred In service by the estate or trust
and ending with the date of the disposition or cessation. In making a recapture
determination under this subparagraph with respect to a taxpayer there shall be
taken into account any prior recapture determinations made with respect to such
taxpayer in connection with the same property. For definition of "recapture deter-
mination” see paragraph (a) (1) of § 1.47-1.

(2) Disposition of interest, (i) If—

(a) The basis (or cost) of section 38 property is apportioned, under § 1.48-0,
to an estate or trust which, or to a beneficiary of an estate or trust who, takes
such basis (or cost) into account in computing his qualified investment, and

(b) After the date on wliich such section 38 property was placed in sendee
by the estate or trust and before the close of the estimated useful life of the prop-
erty, such estate’s, trust's, or such beneficiary's proportionate interest in the income
of tire estate or trust is reduced (for example, by a sale, or by the terms of the
estate or trust instrument) below the percentage specified in subdivision (ii) of
this subparagraph,
then, on the date of such reduction, such section 38 property ceases to he section 33
property with respect to such estate, trust, or beneficiary to the extent of the actual
reduction in such estate’s, trust's, or beneficiary's proportionate interest in the
Income of the estate or trust. (For example, if 8109 of the basis of section 38
property was apportioned to a beneficiary and :if the proportionate interest in the
income of the estate or trust is reduced from 60 percent to 80 percent (that is, 50
percent of his original interest), then suoh property shall bo treated as having
ceased to be section 33 property to the extent of §50). Accordingly, a recapture
determination shall be made witli respect to such estate, trust, or beneficiary.
For purposes of such recapture determination the actual useful life of such property
shall be the period beginning with tho date on which it was placed in sendee by
the estate or trust and ending with tho date on which it is treated ad having ceased
to be section 83 property with respect to the estate, trust, or beneficiary. In making
a recapture determination under this subparagraph there shall be taken into accoimt
any prior recapture determination made with respect to the estate, trust, or
beneficiary in connection with tho 3ame property. .

e (11) The percentage referred to in subdivision (I)(b) of tins subparagraph IS
66% percent of the estate’s, trust’s, or beneficiary's proportionate interest in tho

83

an
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Income of the estate or trust for the taxable year of the apportionment under
J1.48-6. However, onco property has been treated under this subparagraph as
having ceased {0 bo section 38 property to any extent the percentage referred to
shall be 3374 percent of the estate’s, trust's, or beneficiary’'s proportionate interest
in the income of the estate or truetior tho taxable year of the apportionment under
81.18-0.

(iii) In determining a beneficiary’s proportionate Interest in the incomo of an
estate or trust for purposes of this subparagraph, the beneficiary shall bo consid-
ered to own any interest in such an estate or trust which he owns directly or in-
directly (through ownership in other entities provided such other entities’ bases
in such interest are determined in whole or in part by reference to the basis of such
interest in the hands of the beneficiary). For example, if A, whose proportionate
interest In the income of trust X is 80 percent, transfers all of such interest to
coiporation Y in exchange for all of the'810011 of Y ir. a transaction to which sec-
tion 351 applies, then, for purposes of subdivision (i) of this subparagraph, A shall
be considered to own a .80-percent interest In trust X. Any taxpayer who seeks
to establish his interest in an estato or trust under the rule of this subdivision shall
maintain adequate records to demonstrate his indirect interest in the estate or
trust after any such transfer or transfers.

(b) Examples. Paragraph (a) of this section may he illustrated by the fol-
lowing examples in each of which it is assumed that XYZ Trust, which mokes its
returns on tire basis of the calandar year, acquired and placed in service on June
1, 1962, three items of section 88 property. 'The basis and estimated useful life
of each item of section 38 property are as follows:

Asset Number Basis Estimated useful life
1 $80,000 4 year’s
2 80,000 Oyears
3 . 80,000 8 years

For the taxable year 1962 the income of XYZ Trust is $20,000, which Is allocable
equally to XY Z Trust and beneficiary A. Beneficiary A makes his returns on the basis
of a calendar year. Under §1.48-6, the total bases of the section 33 properties was
apportioned to XYZ Trust and beneficiary A as follows:

Useful life category

4t06 etos 8yews

years years or mere

Total bases $80,000 $S0,CCo $30,000

XYZ Trust ($10,000) $15,000 $15,000 $15,000
($2571))

Beneficiary A ($10,000) 15,000 15,000 15,000
(020701)

Assuming that during 1902 beneficiary A did not place in service any section 38
property and that he diIrl not own any interests in other estates, trusts, electing
email business corporations, or partnerships, the qualified investment of XYZ Trust
and of beneficiary A is $30,000 each, computed as follows:

Basis Applicable percentage Qualified invesl
$16,000 83& $ 5,000
16,000 63%"' 10,CCD
15,CCO ICO . 15,000
$30,000

For the taxable year 1962, XYZ Trust and beneficiary A each had a credit earned
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of 92,100 (7 percent of 980,000). Each such credit earned was allowed under
section 83 as a credit against the liability for tax.

Example (1). (1) On December 2, 1065, XYZ Trust sails asset No. 8 to X
Corporation. .

(U) The actual useful life of asset No. 8 is thrco years and six months. The
recomputed qualified investment wllh respect to XYZ Trust's and beneficiary A'’s
share of the basis of asset No. 8 is zero (915,000 share of basis multiplied by zero
applicable percentage) and for the taxable year 1062, XYZ Trust's and beneficiary
A’s recomputed credit earned Is 51,050 (7 percent of 515,000). The Incomo tax Imposed
by chapter 1 of tho Code on XYZ Trust and on beneficiary A for the taxable year
1065 Is Increased by the 51.050 decrease In his credit earned for the taxable year
1062 (that is, 52,100 original credit earned minus 51,050 recomputed credit eamod).

Examplo (2). (1) On December 8, 1964, beneficiary A sells 60 percent of his
Interest In the Income of XYZ Trust to B, and on December 8, 1985, A sells his
remaining 50 percent Interest to C. In addition, on January 2, 1066, XYZ Trust
sells asset No. 3 to Y Corporation.

(11 Under paragraph (a) (2) of this Bectlon, on December 3, 1064, 60 percent
of the basI3 of each of the three Items of section 38 property ceases to be section
88 property with respect to beneficiary A since Immediately after the December 8,
1964, sale A’'s proportionate Interest In the Income of XYZ Trust- is reduced to 50
percent of his proportionate Interest In the Income of XYZ Trust for the taxable
year 1902. The actual useful life of the share of the bases of the section S3
properties which cease to be section 33 property with respect to A Is two years
and six months (that is, the period beginning with June 1, 1062, and ending with
December 3, 1064). Esneficiary A’'s recomputed qualified Investment with respect
to such properties Is 810,000, computed as follows:

Basis Applicable percentage Qualified Investment
$7,600 33*$ $ 2,500
7,600 66% 6,000
7,500 100. 7,600
515,000

For tho taxablo year 1032 beneficiary A’'s recomputed credit earned Is 51,050 (7
percent of §15,000). The income tax Imposed by chapter 1 of the Code on beneficiary
A for the taxable year 1984 is Increased by the $1,050 decrease In his credit earned
for the taxablo year 1962 (that Is, $2,100 original credit earned minus $1,050
recomputed credit eamea).

(ill)  Under paragraph (a) (2) of this section,, on December 3, 1985, tho remain-
ing 50 percent of the sharo of the basis of each of the three Items of section 88
property ceosos to be section 38 property with respect to beneficiary A since
Immediately after the December 8, 1065, salo A’'s proportionate interest in the
Income of XYZ Trust is reduced to zero. The actual useful lifo of the share of the
basis of the section 88 properties which cease to be section 88 property with respect
to A Is three years and six months (that is, the period beginning with June 1, 1932,
and ending with December 3. 1BS5). A’'s recomputed qualified investment with
respect to such properties is zero. For tha taxable year 1962 beneficiary A’s recom-
puted credit earned is zero. The incomo tax imposed by chapter 1 of the Codo on
beneficiary. A for the taxable year 1065 is Increased by $1,050 (that Is, $2,620
($2,520 original credit earned minus zero recomputed credit earned) reduced by
the $1,050 increase hi tax for 19C4).

(iv). Tha actual useful life of asset No. 3 which was sold on January 2, 1060,
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Is three' years and seven months. The recomputed qualified investment with re-
spect to XY Z Trust's share of the basis of asset No. 3 Is zero ($15,000 share of basis
multiplied by zero applicable percentage) and for the taxable year 1962, XYZ
Trust's recomputed credit earned is $1,050 (7 percent of $15,000). The income tax
" Imposed by chapter 1 of the Code on XYZ Trust for the taxable year 1066 is in-
creased by tha $1,050 decrease In its credit earned for the taxable year 1962
($2,100 original credit earned minus $1,050 recomputed credit earned). The sale
of asset No. 8 on January 2, 1966, has no effect on A.

O-tg- O 6980J Reg. § 1.47-0 (TD 6931, filed 10-0-67.) Partnerships.

(a) In general— (1) Disposition or cessatlou In hands of partnership. If a
partnership disposes of any partnership section 38 property (or If any partnership
sec. ion 38 oroperty otherwise ceases to be section 88 property in the hands of the
partnership) before- the close cf the estimated useful life which was taken into
account in computing qualified Investment with respect to such property, a recap-
ture determination shall ha made with respect to each partner who Is treated, under
paragraph (f) of § 1.46-S, as a taxpayer with respect to such property. Each such
recapture determination shall be made with respect to the share of the basis (or
cost) of such property taken into account by such partner in computing his quali-
fied investment. For purposes of eacli such recapturo determination the actual
useful life of such property shall be the period beginning with the date on which
It was placed in service by the partnership and ending- with the date of the dis-
position or cessation. In making a recapture determination under this subparagraph
there shall be taken into account any prior recapture determinations madewith
respect to the partner In connection with the same property. Fordefinition of
“recapture determination” see paragraph (a) (1) of §1.47-1.

(2) Disposition of partner's interest. (1) If—

(a; The basis (or cost) of partnership section 33 property is taken into ac-
count by a partner in computing his qualified investment, and

(b) After the dato on which such partnership section 38 property was placed
in service by the partnership and before the close of the estimated useful life of
the property, such partner’'s proportionate Interest in the general profits of the
partnership (or hi the particular item of property) is reduced (for example, by a
sale, by a change In tho partnership agreement, or by the admission of a new part-
ner) below the percentage specified in subdivision (11) of this subparagraph,
then on the dato of such reduction such partnership section 38 property ceases to
bo section S3 property with respect to such partner to the extent of tho actual
reduction in such partner’s proportionate interest in tho general profits of the part-
nership (or In the particular item of property). (For example, If $100 of the basis
of section 38 property was taken Into account by a partner aud if Ills proportionate
Interest in the general profits of the partnership is reduced from 60 percent to
30 percent (that is, 50 percent of his original interest), then sucii property shall
be treated as having ceased to be section 38 property to the extent of $50.) Ac-
cordingly, a recapture determination shall be rnado with respect to such partner.
For purposes of such recapture determination the actual useful life of such prop-
erty shall be tho period beginning with the date on which it was placed In sendee
by the partnership and ending with the dato on which it is treated os having ceased
to be section 38 property with respect to the partner. In making a recapturo deter-
mination under this subparagraph there shall be taken into account any prior
recapture determination made with respect to the partner in connection with the
same property. - .

(ii) The percentage referred to in subdivision (1) (b) of this subparagraph is
66% percent of the partner’s proportionate iuteiest in the general profits of the-

. partnership (or in tho particular item of property) for the yiear in which such
propoity was placed in service. However, once property has been treated under
this subparagraph p# having ceased to be section 38 property to any extent tho
percentage referred to shall be 33% percent of the partner's proportionate interest
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in the general profits of the partnership (or In the particular item of property)
for tho year in which such property was placed in service.

(ill) In determining a partner’s proportionate interest in the general profits of a
partnership for purposes of thirfsubparagraph, the partner shall be considered to own
any interest in such a partnership which he owns directly or indirectly (through
ownership in other entities provided the other entities’ bases in such interest are
determined in whole, or in part by reference to the basis of such interest in the hands
of the partner). For examplo, if A, whoso proportionate interest in the,general
profits of partnership X is 20 percent, transfers all of such interest to corporation
Y in exchange for all of the stock of Y in a transaction to which section 351 applies,
then, for purposes of subdivision (i) of this subparagraph, A shall be considered to
own a 20-percent interest in partnership X. Any taxpayer who seeks to establish
his interest in a partnership under the rule of this subdivision shall maintain adequate
records to demonstrate his indirect interest in the partnership after any such transfer
or transfers.

(b) Examples. Paragraph (a)- of this section may be illustrated by the follow-
ing examples in each of which it is assumed that ABO Partnership, which makes
its returns on the basis of the calendar year, acquired and placed in service on
Juno I, 1PS2, three items of_ section 38 property. The basis and estimated useful

life of each itom'of section property are as follows:
Assetnumber Basis Estimated useful life
1 580,000 4 years
2 SO,C00 6years
.3 80,000 8years

Partners A and B, who make their returns on the basis of a calendar year, share
the profits and losses of ABC Partnership equally. Under paragraph (f)(2) of
S1.46-3, each partner’'s share of the basis of the partnership section 38 property

is as follows:
Partners share of basis

Estimated . A B
Asset No. useful life t Basis 50% 50%
1 . 4 years §30,000 §15,000 §16,000
2 6 years 30,000 15,000 15,000
3 8 years 80,000 15,000 15,000

Assuming that during 1B62 partners A and B did not place in service any section
38 property and that they did not own any interests in other partnerships, electing
small business corporations, estates, or trusts, tire qualified Investment of each
partner 13 830,000, computed as follows:

Partnership Share Applicable Qualified
asset No. of basis percentage - investment

1 §15,000 33Yj * § 6,0Q0

2 15,000 66% 10,000

3 15,000 100 15,000

§80,003

For the taxable year 1062, each partner's credit earned of §2,100 (7 percent of
830,000.) was allowed under section 38 as a credit .against his liability for tax.

Example (1). (i) On December 2, 3C35, ABC Partnership sells asset No. 3 to
X Corporation.

(il) The actual useful life of asset No. 3 is three years and six months. The.
Srecpmputed qualified investment with respect to each partner's shaVe of tho basis

"Prontico-Hall, Inc.— Fed. Tax Reg. s1.47-6 15350
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of asset No. 3 Is zero ($15,000 share of basis multiplied by zero applicable per-
centage) and for the taxable year 1802, each partner’'s recomputed credit earned
is $1,050 (7 percent of $15,000). The Income, tax Imposed by chapter 1 of the
Code on each of the partners for the taxable year 1985 Is Increased by the $1,080
decrease In his credit earned for the tumble year 1S02 (that Is, $2,100 original
|credit earned minus $1,050 recomputed credit earned).

B  Example (2). (1) On December 8, 1004, partner A sells one-half of his 50

. percent Interest In ABC Partnership to C, and on December 8, 1805, A sells the

remaining one-half of his Interest to D. In addition, on January 2, 1980, ABC
Partnership sells asset No. 8 to X Corporation.

*(11) Under paragraph (a)(2) of this Bectlon, on December 8, 1801, 60 percent
of the basis of each of the three Items of section SS property ceases to be section
88 property with respect to partner A since-lmmediately after the December 8,
1934, sale A’s proportionate interest in the general profits of ABC Partnership is
reduced to 50 percent of his proportionate Interest In tho general profits of ABC
Partnership for 1062. The actual useful life of the share of the basis of each
of the section 38 properties which ceaso to be section S3 property with respect
to A is two years and six months (that is, the period beglnnihg with June 1, 1062,
and ending with December 3, 1964). Partner A’'s recomputed qualified investment
with respect to such properties is $15,000, computed as followm

Partnership Share Applicable . Qualified
assetNo. ofbasl3 percentage investment

1 $7,600 38% . § 2,500

2 7,600 63% CA00

8 7,600 ICO 7,500

§15,000

For the taxable year 1962 partner A's recomputed credit earned la 81,050 (7 percent
of $15,000). The income lax imposed by chapter 1 of the Code on partner A for
tho taxable year 1964 is increased by the $1,050 decrease in his credit earned for
the taxable year 1962 (that is, $2,100 original credit earned minus $1,050 recom-
puted credit earned).

(iii)  Under paragraph (a) (2) of this section, on December 8,1065, tho remaining
60 percent of the share of the basis of each of the three items of section 38 property
ceases to bo section 38 property with respect to partner A since immediately after
tho December 3, 1065, sale A’s proportionate Interest in tlie general profits of ABC

"Partnership Is reduced to zero. The actual useful life of the share c? tin bases

of the section 38 properties which cease to be section 38 property with respect to A
IS three years and six months (that is, the period beginning with June 1, 1062, and
ending with December 3, 1965). A’s recomputed qualified investment with respect
to such properties Is zero. For the taxable year 1932 partner A "Srecomputed
credit earned is zero. The"income tax imposed by chapter 1 of the Cede on partner
A for the taxable year* 1965 is increased by $1,050 (that is, $2,520 ($2,520 original
credit earned minus zero recomputed credit earned) reduced by the §1,050 increase
in tax for 1964).

(iv) The actual useful life of asset No. 3 which was sold on January 2, 1C36,
Is three yearn and seven months. The recor. puted qualified investment with resrect
to partner B’s share of the basis of asset No. 3 is zero ($15,060 share of basis
multiplied by zero applicable percentage) and for the taxable year 1982, partner E’s
recomputed credit earned is $1,C50 (7 percent of §15,000). The income tax imposed
by chapter 1 of the Code oil partner B for the taxable year 1930 is increased by the

<|5930 ilsg. § 3.47-3 xatest DaysLozciExxs, see p. 0i,e?
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81,080 decrease In his Oredit earned for the taxable year 1962 (82,100 original
credit earned minus §1,050 recomputed credit earned). The sale of asset No. 3
on January 2, 1066, has no effect on A. ! [

h [7 69653 SEC. 48. DEFINITIONS; SPECIAL RULES.

n (a) Section S8 Property.—
W (1) In general.—Except as provided in this subsection, the term "section
88 property" means— .
. (A) tangible personal property, or

(B) other tangible property (not including a building and its structural
components) but only if such property—

(1) is used as an integral part of manufacturing, production, or ex-
traction, or of furnishing transportation, communications, electrical
energy, gas, water, or sewage disposal services, or

« (il) cbnstitutes a research or storage facility used in connection with
any of the activities referred to in clause (i), or
(C) elevators and escalators, but only if—

(i) the construction, reconstruction, or erection of the elevator or
escalator is completed by the taxpayer after June 30, 1063, or

(ii) the elevator or escalator is acquired after June 30, 1963, and the
original use of such elevator or escalator commences with the taxpayer
and commences after such date.

Such term includes only property with I'’espect to which depreciation (or amortiza-
tion in lieu of depreciation) is allowable and having a useful life (detennlned as
of the time such property is placed in service) of 4 years or more.

(2) Property used outside- tho United States.—

(A) In general.—Except as provided in subparagraph (B), the term
“section 35 p>opcrty” does not include property which is used predominantly
outside the United States.

(B) Exceptions.— Subparagraph (A) shall not apply to—

(i) any aircraft which is registered by the Administrator of the Fed-
eral Aviation Agency and which is operated to and from the United
States or.ls operated under contract with the United States;

(if) rolling stock, of a domestic railroad corporation subject to part
| of the Interstate Commerce Act, which Is used within and without the
United States; .

(ill) any vessel documented under the laws of the United States which
is operated in the foreign or domestic commerce of the United States;

(lv) any motor vehicle of a United States person (as defined in sec-
tion 7701(a) (30))' which is operated to and from the United States;

(v) any container of a United States person which Is used in the
transportation or property to and from the United States;

(vi) any property (other than a vessel or an aircraft) of a'United
States person which is used for the purpose of exploring for, developing,
removing, or transporting resources from the outer Continental Shelf
(within the meaning of section 2 of tho Outer Continental Shelf Lands
Act, as amended and supplemented; 43 U.S.C., sec. 1331; and

(vii) any property which is owned by a domestic coiporation (other
than a corporation entitled to the benefits of section 931 or 934(b)) or
by a United' Stat?3 citizen (other than a citizen entitled to the benefits of
section 931, 932, 933, or 034(c)) and which is used predominantly in a
possession of the United States by such a corporation or such a citizen,
or by a corporation created or organized In, or under the law of, a
possession of tho United States.

(31 Property used for lodging.—Property which is used predominantly to
furnish lodging or in connection with the‘furnishing of lodging shall not he
treated 03 section 38 property. The preceding sentence shall not apply to—

(A) nonlgdging. cornmerlical facilities which are.available to persons not
using the lodging facilities on the same basis as they are available to per-
sons using the lodging facilities, and

Prentica-Kall, Inc.—Fed. Tax - StIC. 48 'J£2%5
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1i (B) property used by a hotel or motel In connection with the trade or
A business of furnishing lodging where the predominant portion of the ac-
Y | - commodations Is used by transients. e .

(4) Property used by certain tax-exempt organizations.—Property used
by an organization (other than a cooperative described In section B2i) which
is exempt from the tax Imposed by this chapter shall bo treated as section 38
property only if such property is u&d predominantly in an unrelated trade or
business the income of which is subject to tax under section 511. I the prop-
erty is debt=firenoed property fes definedin sectian 514(0)), the besis or ast
of stidk property for purposes of computing galified investment under section
46(c) sl inclute oy that peroentage of the besis or ast which is the same
percentage as is used under saction 514(b), for the year the property isplassd
in sarvie, In computing the amount of gross income to be taken into acocountt

= during such taxable year with respect to such property.

(5) Property used by governmental units.—Property used by the United
States, any State or political subdivision,thereof, any international organiza-
tion, or any agency or instrumentality of any of the foregoing shall not.be
treated as section 88 property.

(6) Livestock.—Livestock shall not bo treated as section 38 property.

(b) New .Section 88 Property.—For purposes of thi3 subpart, the term "new
section 38 property” means section 38 property—
(1) the construction, reconstruction, or erection of WhICh is completed by
the taxpayer after December 31, 1981, or *
(2) acquired after December 31, 1961, if the original use of such property
commences with the taxpayer and commences after such date.
In applying section 46 (c)(1)(A) in the case of property described in paragraph
(1), there shall be taken into account only that portion of the basis which is
properly attributable to construction, reconstruction, or erection after December

31, 1961. .
e(c) Used Section 88 Property.—

* (1) In general.—For purposes of this su'upart, the term "used section 38
property” means section 38 property acquired by purchase after December 31,
1961, which is not new section 3S property. Property shall not be treated as
"used section 38 property” if, after its acquisition by the taxpayer, it is used
by a person who used such property before such acquisition (or by a person
who bears a relationship described in section 179(d)(2)(A) or (B) to a per-
son who used such property before such acquisition).

(2) Dollar limitation.—

(A) In general.—The cost of used section 38 property taken into ac-
count under section 40(e)(1)(B) for any taxable year shall not €'
$50,000. If such cost exceeds 850,000, the taxpayer shall select (at
time and in such manner as the Secretary or his delegate shall by r
tions prescribe) the items to be taken irto account, but only to tho ex nit
of an aggregate cost of §50,000. Such a selection., once made, may be
changed only in the manner, and to the extent, provided by such regulations.

(B) Married individuals.—In the case of a husband or wife who files
a sepai'ate return, the limitation under subparagraph (A) shall be §25,000
in lieu of §50,000. Tills subparagraph shall not apply if the spouse of the
taxpayer has no used section 38 property which may be taken into account
as qualified investment for the taxable year of such spouse which ends
within or with the taxpayer’'s taxable year. .

[Footnote ' 5P03] Matter in ifa‘ics in See. 43(a) (4) added by section 121(d)(2)(A), Tax

Reform Act o % i o
Effective dato €c. 121(g), Tax Reform Act of 1980).—Applies to tax years beginning

after 1909.

Matter in Ifalics In Sec. 43(c c)<r.)(C>, arid (d 0) added by section 401(e 2),
(3), (4), Tax Reform Act of l( , vglh)mh( gtru)gk out: @ y (©)2)

<915235 Ssc. 45 latestesvbloicjents, see p.ei/oi



m Investment Credit (§46-49—ftS939 et seq.) 5933
(c) ZXontrolled groups.—In tho case of *a axrolled group, the §50,000

li
A amount specified under subparagraph (A) shall be reduced for each oout-

M ponent member of the group by apportioning §50,000 among the component
members of such group in accordance with their respective amounts of

used section 38 property which may bo taken into account.

(D) Partnerships.—In the case of a partneisliip, the limitation contained
in subparagraph (A) shall apply with respect to the partnership and with
respect to each partner.

(8) Definitions.—For purposes of this subsection—

(A) Purchase.—The term “purchase” has the meaning assigned to such
term by-section 170(d) (2).

(B) Cost.—The cost of used section 38 property does not include so
much of the basis of such property as is determined by reference to the ad-
justed basis of other property held at any time by the person acquiring such
property. If property is disposed of (other tlran by reason of its destruction
or damage by fire, storm, shipwreck, or other casualty, or its theft) and
used section 38 property similar or related in service or use is acquired a3 a
replacement therefor in a transaction to which the preceding sentence docs
not apply, the cost of the used section 88 property acquired shall be its basis
reduced by the adjusted basis of the property replaced. The cost of used
section-33 property shall not be reduced with respect to the adjusted basis
of any property disposed of if, by reason of section 47, such disposition in-
volved an increase of tax or a reduction of the unused credit carrybacks
or carryovers described in section 46(b).

(c) “Cottrolled Group.—The term =umtrolled group” lias the meaning
assigned to such tenn by Section 1553(@), except that ‘the phase "more
than 50 percent" shall be substituted for the phrase “at least 80 percent”

each place it appears in 6action 1563@) (D) -

(d) Certain Leased Property.— A person (other than a person referred to in
section 46(d)) who is a lessor of property may (at such time, in such manner, and-
subject to such conditions as are provided by regulations prescribed by tho Secre-
tary or his delegate) elect v.Ith respect to any new section 33 property to treat
the lessee as having acquired such property for an amount equal to—

(1) except as provided in paragraph (2); tho fair market value of such
property, or .

(2) if such property is leased by a coiporation which is a component mem-
ber of3a catrolledgroup (within the meaning of section 46(a) (5)) to another
corporation which is a component member of tho samel aotolled group, the
basis of such property to the lessor.

The election provided by the- preceding sentence may be made only with respect
to property &vhich would be new section 38 property if acquired by the lessee.
For puiposes of the preceding sentence and section 46(c), the useful life o?
property in the hands of'the lessee is the useful life of such property in the
hands of the lessor. If a lessor makes the election provided by this subsection
with respect to any property, the lessee shall be treated for all purposes of this
subpart as having acquired such property. In the case of suspension period
property which is leased and i3 property of a 1-dJnd which the lessor ordinarily
leases to one lessee for a substantial portion of the useful life of tho property,
the lessor of the property shall be deemed to have elected to treat the first such
lessee as having acquired such property for purposes of applying the lest
sentence of section 40(a)(2). Li the case of section 38 property which (i) is
leased after October 9, 1960 (other than pursuant to a binding contract to lease
entered into before October 10, 1963), (ii) is not suspension period property with

Footnote | 7935 continued]
1) “AflUletea
3) "an aillliated”
533 "afiiiaied group"
g ‘I'.?_e)ctlon 1504(0)” , ,
(0 "section .1504(a), and (ii) ail corporations shall bo treated as Includlble corpora-
tions (without any exclusion under section 1504(b))."
Effective Cuts (see. 401( h(() Tax Roforai Act of 1939).—Apolles to tax yeara ending
on or after December 31,
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li respect to the lessor but is suspension period property if acquired by the lessee,

A eand (ill) is property of the aamo Idnd which tho lessor ordinarily sold to customers

«; before October 10,1960, or ordtnarlly leased before such date and made an election
under this subsection, the lessor of such property shall bo deemed to have mado
an election under this subsection with respect to such property.

(o) Subchapter S Corporations.—In the case of an electing small business
corporation (as defined in section 1871)—

(1). the qualified investment for each taxable year shall be apportioned
pro rata among the persons who ore shareholders of such corporation on the
.last day of such taxable year; and

[ ] (2) any person to whom any Investment has been apportioned under para-
graph (1) shall be treated (for purposes of this subpart) as tho taxpayer
with respect to sucii investment, and such investment shall not (by reason
of such apportionment) lose its character as an investment in new section
83 property or used section 38 property, as the case may be.

 (f) Estates and Tinsis.—In idle caso of an estate or trust—

(1) the qualified investment for any taxable year shall be apportioned
between the estate or trust and tho beneficiaries on the basis of the income
.of the estate or trust allocable to each,

(2) any beneficiary to whom any investment has bocn apportioned under
paragraph (1) shall be treated (for purposes of this subpavt) as the tax-
payer with respect to such investment, and such investment shall not (by
reason of such apportionment) lose its character as an investment in new
section 38 property or used section SS property, as the case may be; and

(3) tire S23.000 amount specified iinder subparagraphs (A) and (B) of
section 46(a) (2) applicable to such estate or trust shall be reduced to an
amount which bears the same ratio to $25,000 a3 tiro amount of the qualified

investment allocated to the estate or trust under paragraph . .
(1) bears to tiro entire amount of tho qualified investment.
(9) [Repealed by section 203(a) (1) of the Revenue Act of 1964 (P.L. 88-272,
2-2G-C4)] . n

(1i) Suspension of Investment Credit.—For puiposos of tills subpart—

(1) General rule.— Section 33 property which is suspension period property
shall not be treated as new or used section SS property.

(2) Suspension period property defined.—Except as otherwise provided in
this subsection and subsection (i), the term "suspension period property”
means section SS property—

(A) the physical construction, reconstruction, or erection of which

(i) is begun during tho suspension period, or (il) is begun, pursuant to an

order placed during such period, before May 24, 1867, or

(13) which (1) is acquired by the taxpayer during the suspension period,
or (ii) is acquired by tho taxpayer, pursuant to an order placed during such

period, before May 24, 1967. .

11l applying subparagraph (A) tr any section 83 property, there shall he
taken Into, account only that portion of the basis which i3 properly attribu-
table to construction, reconstruction, or erection before May 24, 1967.

(8) Binding contracts.—To tho extent that any property is constructed,
reconstructed, erected, or acquired pursuant to r. contract which was, on
October 9, 1866, and at all times thereafter, binding on the taxpayer, such
property shall not be deemed to be suspension period property.

(4) Equipped Building Rule.— li—

(A) pursuant to a plan of the taxpayer In existence on October 9,.

1960 (which plan was not substantially modified at any time after such

date and before the taxpayer placed the equipped building in service),

tlio taxpayer lias constructed, recorjjjlmcted, erected, or acquired a build-
ing and tho machinery and equipment necessary to the planned use of tha
building by the taxpayer, and.

(13) more thin 50 percent of the aggregate adjusted basis of nil the
property of a character subject to the allowance for depreciation malting
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up such building as so equipped is attributable to either property the
construction, reconstruction, or erection of which was begun by the
taxpayer before October 10, 1960, or property the acquisition of which by
the taxpayer occurred before such date,
then all section 38 property comprising such building as so equipped (and
any incidental section 38 property adjacent to such building which is neces-
sary to the planned use of the building) shall be treated as section 38 property
which is not suspension period property. For purposes of subparagraph (B)
of the preceding sentence, tho rules of paragraphs (3) and (6) shall be ap-
plied. For purposes of this paragraph, a special purpose structure shall he
treated as a building. .

(6) Plant facility rule.—

(A) General rule.—If—

(i) Pursuant to a plant of the taxpayer in existence on October D,
1988 (which plan was not substantially modified at any time after such
date and before the taxpayer placed the plant facility in sendee), the
taxpayer has constructed, reconstructed, or erected a plant facility, and
either .

(il)  the construction, reconstruction; or erection of such plant facility
was commenced by the taxpayer before October 10, 1968, or

(ill) more than 50 percent of the aggregate adjusted basts of all the
property of a character subject to the allowance for depreciation making
up such plant facility is attributable to either property the construction,
reconstruction, or erection of which was begun by the taxpayer before
October 10, 1066, or property the acquisition of which by the taxpayer
occurred before such date, *

then all section 38 property comprising such plant facility shall be treated
as section 33 property which is not suspension period property. For pur-
poses of clause (111) of the preceding sentence, the rules of paragraphs (3)
and (6) shall be applied. .

(B) Plant facility defined.—For purposes of this paragraph,' tire term
“plant facility” means a facility which does not include any building (or of
which buildings constitute an insignificant portion) and which is—

(i) a self-conto.lned, single operating unit or processing operation,

(ii) located on a single site, and

(ili) identified, on October 9, 1966, in the purchasing and internal
financial plans of the taxpayer as a single unitary project.

(C) Special rule.—For purposes of thi3 subsection, if— .

(i) a certificate of convenience and necessity has been Issued before
October 10, 1966, by a Federal regulatory agency with respect to two
or more plant facilities which are included under a single plan of the
taxpayer to construct, reconstruct, or erect such plant facilities, and

(il) more than 50 percent of the aggregate adjusted basis of all the
property of a character subject to tho allowance for depreciation making
up such plant facilities is attributable to either property the construction,
reconstruction, or erection of which was begun by the taxpayer before
October 10, 1966, or property the acquisition of which by the taxpayer
occurred before such date,
such plant facilities shall be treated as a single plant facility.

(D) Commencement of construction.—For purposes of subparagraph
(A) (11), the construction, reconstruction, or erection of a plant facility shall
not be considered to have commenced until construction, reconstruction, or
erection has commenced at the site of such plant facility. The preceding
sentence shall not apply if the site of such plant facility Is not located on

land.
(C) Machinery or equipment rule’—Any piece of machinery or equip-
ment.-—
(A) more than 50 percent of the parts and components of which (deter-

mined on the basis of cost) were held by tho taxpayer on October 9, 1963,
or are acquired by tho taxpayer pursuant to a binding contract which was
In effect on such date, for Inclusion or use hi such piece cf machinery or
equipment, end

lce-Hall, Inc.—1'¢J, Tax S&C £33 ~f5535
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(B) the cost of the parts and components of which is not an insig-

nificant portion of the total cost,
shall be treated as property which is not suspension period property.

(7) Certain Icase-haclc transactions, etc.—Where a person who is a
party to a binding contract described in paragraph (3) transfers rights
in such contract (or in the property to which such contract relates) to
another person tut a party to such contract retains a right to use the
property under a lease with such other person, then to the extent of the
transferred rights such other person shall, for purposes of paragraph (3),
succeed to the position of the transferor with respect to such binding
contract and such property. The preceding sentence shall apply, in any
case in which the lessor does not make an election under subsection (d),
only if a party to such contract retains a right to use the property under
a long-term lease. s

(8) Certain lease and contract obligations.—Where, pursuant to a bind-
ing lease or contract to lease in effect on October 9,1966, a lessor or lessee
is obligated to construct, reconstruct, erect, or acquire property specified
in such lease or contract, any property so constructed, reconstructed,
erected, or acquired by tho lessor .or lessee which is section 38 property
shall be treated as property which is not suspension period property. In
the case of any project which includes property other than the property
to be leased to such lessee, the preceding sentence shall be applied, in the
case of the lessor, to such other property only if the binding leases and
contracts with all lessees in effect on October 9, 1966, cover real property
constituting 25 percent or more of the project (determined on the basis
of rental value). For purposes of the preceding sentences of this para-

graph, in the case of any project where one or more vendor-vendee rela-
tionships exist, such vendors and vcndee3 shall be treated as lessors and

lessees. Where, pursuant to a binding contract in effect on October 9,
1966, (i) the taxpayer i3 required to construct, reconstruct, erect, or
acquire property specified in the contract, to be used to produce one or
more products, and (ii) the other party is required to take substantially
all of the products to be produced over a substantial portion of the
expected useful life of the property, then such property shall be treated
as property which is not suspension period property. Clause (ii) of the
preceding sentence shall not apply if a political subdivision of a State is
the other party to the contract and is required by the contract to make
substantial expenditures which benefit the taxpayer.
(9) Certain transfers to bo disregarded.— .
(A) If property or rights under a contract are transferred in—
(i) a transfer by reason of death, or
(ii) atransactlon as a result of which the basi3 of the property in
the hands of the transferee is determined by reference to Its basi3 In
the hands of the transferor by I eason of tha application of section 332,
351, 361, 371(a), 374(a), 721, or 731, '
and such property (or the property acquired under such contract)
would not be treated as suspension period property in the hands of tho
decedent or the transferor, such property shall not be treated as sus-
pension. period property in the hands of the transferee.
(B) If—
(i) property or lights under a contract arc acquired in a trans-
action to which section 331(b) (2) appiics,
(if) the stock of the distributing-corporation was acquired before
October 10, 1960, or pursuant to a binding contract in effect October
9, 19UC. and *

i/ATHOtr ssu p. ei.noi
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(iii) such property (or.the property acquired under such contract)
would not be treated os suspension period property in tho hands of the
distributing corporation. .

such property shall not be treated as suspension period property in the
hands of the distributee. '

(10) Property acquired from affiliated corporations.—For purposes of this
subsection, in the case of property acquired by a coiporation which is a mem-
ber of an affiliated group from another member.of the same group—

(A) such corporation shall be treated as having acquired such property
on the date on which it was acquired by such other member,

(B) such coiporation shall be treated as having entered into a binding
contract for the construction, reconstruction, erection, or acqulsition-of such
property on the date on which such other member entered into a contract
for the construction, reconstruction, erection, or acquisition of such prop-
erty, dhd . .

(C) such corporation shall bo treated as having commenced the con-
struction, reconstruction, or erection of sucli property on the date on which
such other member commenced such construction, reconstruction, or erec-
tion. . .
For purposes of the preceding sentence, the term "affiliated group” has the
meaning assigned to it by section 1504(a), except that all corporations shall
be treated as includible coiporations (without any exclusion under section
1504(b)).

(11) Certain tangible property constructed during suspension period and
leased new thereafter.—Tangible personal property constructed or recon-
structed by a person shall not be suspension period property if—

(A) such person leases such property after the close of the suspension
period and tho original use of such property commences after the close of
such period, .

(B) such construction or reconstruction, and such lease transaction,
was not pursuant to an order placed during the suspension period, and

(C) an election is made under subsection (d) with respect to such
property which satisfies the requirements of such subsection.

(12) end air pollution control facilities.—

(A) In general.—Any water pollution control facility or air pollution
control facility shall be treated as property which is not suspension period
property.

(B) Water pollution control facility.—For purposes of subparagraph

(A), the terms hvater pollution control facility’, means any section 38
property which— .
(i) is used primarily to control water pollution by removing, alter-

Ing, or disposing of wastes, including the necessary intercepting sewers,

outfall sewers, pumping, powers, and other equipment, and their appur-

tenances; and

(i) is certified by the State water pollution control agency (as de-
fined in section 13(a) of the Federal Water Pollution Control Act) as
being in conformity with the State program or requirements for control
of water pollution and is certified by the Secretary of Interior as being

In compliance with the applicable regulations of Federal agencies and the

general policies of the United States for cooperation with the States in

the prevention and abatement of water pollution under the Federal Water
* Pollution Control Act.

(C) Atr pollution control facility.— For purposes of subparagraph (A),
the term ‘air pollution control facility’ means any section 38 property
which— .

(i) is used primarily to control atmospherio pollution, or contamina-.

ILTu- LATEST OEVCLOP/.".KHTS, s*3p. 61,501 Sec. 48 85985
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tion by removing, altering, or disposing of atmospheric pollutants or
. contaminants; and .

(il) is certified by the State air pollution control agenoy (as defined
in section 302(b) of the Clean Air Act) as being in conformity with the
State program or requirements for control of air pollution and is certi-
fied by the Secretary of Health, Education and Welfare as being in com-
pliance with the applicable regulations of Federal agencies and the gen-
. eral policies of the United States for cooperation with the States in the

prevention and abatement of air pollution under the Clear .Air Act

(D) Standards for facility.—Subparagraph (A) shall apply in the case
of any facility only 1? the taxpayer constructs, reconstructs, erects, or
acquires such facility in furtherance of Federal, State, or local standards
for the control of water pollution or atmospheric pollution or contaminants.

(18) Certain replacement property.— Section S3 property constructed, re-
constructed, erected, or acquired .by the taxpayer shall be treated as property
which is not suspension period property to the extent such property is placed
in service to replace property which was— .

(A) Destroyed or damaged by firo, storm, shipwreck, or other casualty,
or
(B) Stolen, .

But only to the extent the basis (hi the ease of new section 88 property) of

such section 38 property does not exceed the adjusted basis of the property

destroyed, damaged, or stolen. .

(i) Exemption From Suspension of ?20,0t)0 o, Investment.— (1) In general.—

In the caso of property acquired by the taxpayer by purchase for use in his trade
or business wliicli would (but for thi3 subsection) bo suspension period property,
the taxpayer may celect items to which tills subsection applies, to the extent of
an aggregate cost, for the suspension period, of $20,000. Any item so selected
shall be treated as property which is not suspension period property for purposes
of this subpart (ether than for purposes of paragraphs (4), (5), (6), (7), (8),
(9), and (10) of subsection (h)).

(2) Applicable rules.—Under regulations prescribed by the Secretary or his
delegate, rules similar to the rules provided by paragraphs (2) and (8) of
subsection (c) shall bo applied for purposes of this subsection. Subsection, (d)
shall not apply with respect to any item to which this subsection applies.

(J) Suspension Period.—For purposes of this subpart, the term “suspension
period” means the period beginning on October 10, 1660, and ending on March
9, 1967. .

(Ir) Cross Reference.—
For application of tlds subpart to certain acquiring corporations,
see section 881(c) (55) -

|T 5966'] Committee Report (P.L. 6967'j Committee Report (PA.

90-20, 6-13-07).—Restoration of invest-
ment credit. The House, Senate, and
Conference Committee Reports appear
In 3987-2.CE at pp. 509, 520, and 533.
Sec, also, 1970 P-H Fed. 15CS6.

O—p 59693

89-880, 11-8-66).— Suspension of Tnvest-
msnt credit. The House, Senate, and
Conference Committee Reports appear

"in 1956-2 C3 at pp. 015, 925, and 953.

See, also, 1970 P-H Fed. at 15067.

Regulation.—-The Regulation below does not reflect the

changes made by P.L. S9-SOO, 21-S-66, P.L. 90-26, 6-13-67, and the 69 Tax
Reform Act in Sec. -18, explained at |[f 5926 ; 5998.
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Reg. 81.48-1 (TD 6731, filed 5-7-64; amended by TD 6888, filed 7-19-65; TD
6958, filed 6-29-68; TD 6971, filed 9-11-68.) Definitions of section S3 property.

(a) In general. Property which qualifies for the credit allowed by section 88
is known as "section 88 property". Except as otherwise provided in this section, the
term "section 38 property” means property (1) with respect to which depredation
(or amortization in lieu of depreciation) is allowable to the taxpayer, (2) which has
an estimated useful life of 4 years or more (determined as of the time such property
is placed in service), and (3) which is either (i) tangiblo personal property, (11)
other tangible property (not including a building and its structural components) but
only If such other property is used as an integral part of manufacturing, production,
or extraction, or as an integral part of furnishing transportation, communications,
electrical energy, gas, water, or sewage disposal services by a person engaged in a
trade or business of furnishing any such service, or is a research or storage facility
used in connection with any of tho foregoing activities, or (ili) an elevator or esca-
lator which satisfies the conditions of section 48(a)(1)(C). The determination of
whether property qualifies as section 88 property in the hands of the taxpayer for
purposes of the credit allowed by section 88 must be made with respect to the first
taxable year in which such property is placed in service by the taxpayer. See para-
graph (d) of S1.48-8. For the meaning of "estimated useful life”, see paragraph (e)
of! 1.46-3. - e - [ . . .

. - B e . 3

(b) Depreciation allowable. (1) Property is not section 88 property unless a
deduction for depreciation (or amortization In lieu of depreciation) with respect to
such property is allowable to tho taxpayer for the taxable year. A deduction for
depreciation is allowable if the property is of a character subject to the allowance
for depreciation under section 167 and the basis (or cost) of the property is recov-
ered through a method of depreciation,,including, for example, the unit of produc-
tion method and the retirement method as well as methods of depreciation which
measure the life of the property in terns of years. If property is placed in service
(within tho meaning of paragraph (d) of ! 1.46-S) in a trade or business (or in the
production of income), but under the taxpayer’s depreciation practice the period for
depredation with respect to such property begins in a taxable year subsequent to
the taxable year in which such property is placed in service, then a deduction for
depreciation shall be treated as allowable with respect to such property in the
earlier taxable year (or years). Thus, for example, if a machine is placed in service
in a trade or business in 1963, but the period for depreciation with respect to such
machine begins in 1964, because tho taxpayer uses an averaging convention (see
§ 1.167(a)-10) in computing depreciation, then, for purposes of determining whether
the machine qualifies as section 38 property, a deduction for depreciation shall be
treated as allowable in 1983.

(2) If, for the taxable year in wlilch property is placed in service, a deduction
for depreciation is allowable to the taxpayer only with respect to a part of such
property, then only the proportionate part of the property with respect to which
such deduction is allowable qualifies as section 38 property for the purpose of deter-
mining the amount of credit allowable under section 38. Thus, for example, if
property is used 80 percent of the time in a trade or business and is used 20 percent
of the time for personal purposes, only 80 percent of the basis (or cost) of such
property qualifies as section 38 property. Further, property does not qualify to the
extent that a deduction for depreciation thereon is disallowed under section 274
(relating to disallowance of certain entertainment, etc., expenses).

(8) If the cost of property is not recovered through a method of depreciation
but through a deduction of tho full cost in one taxable year, for pu jose3 of sub-
paragraph (1) of this paragraph a deduction for depreciation with respect to suoh
property is not allowable to the taxpayer. However, if an adjustment with respect

iPrentice-Hall, Inc.—Fed. Tax Reg. § 1.4S5-1 <05959
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to tho Income tax return for such taxable year .requires the cost of such property
'to be recovered through a method of depreciation, a deduotlon for depreciation will
be considered as allowable to the taxpayer. ! o

(4) |f depreciation sustained on property is not an allowuble deduction for
taxable year but Is added to the basis of property being constructed, reconstructed,
or erected by the taxpayer, for purposes of subparagraph (1) of this paragraph a
deduction fojr depreciation shall be treated as allowable for the taxable year with
respect to the property on which depreciation is sustained. Thus, if $1,000 of depre-
dation sustained with respect to property no. 1, which is placed in service in 1064
by taxpayer A, is not allowable to A as a deduction for 1064 but is added to the
basis of property being constructed by A (property no. 2), for purposes of subpara-
graph (1) of this paragraph a deduction for depreciation shall be treated as allow-
able to A for 1964 with respect to property no. 1. However, the $1,000 amount is not
included in the basis of property no. 2 for purposes of determining A’'s qualified
investment with respect to'property no. 2. See paragraph (c) (1) of § 1.46-3.

(c) Definition of tangible personal property. |f property is tangible perso
property it may qualify as section 38 property irrespective of whether it is used
as an integral part of an activity (or constitutes a research or storage facility used
in connection with such activity) specified in paragraph (a) of this section. Local
lav/ shall not be controlling for purposes of determining whether property is or is not
"tangible” or "personal”. Thus, the fact that under local Jaw property is held to be
personal property or tangible property shall not bo controlling. Conversely, property
may bo personal property for purposes of the investment credit even though under
local lav/ the property is considered to bo a fixture and therefore real property.
For purposes of this section, the term- "tangible personal property” means any
tangible property except land and improvements thereto, such a3 buildings or

<05969 Reg. §1.48-1 LATEST DEVEF.OEIOIXTS, SEE p. 0LSCY
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other Inherently permanent structures (including Items which ore structural
components of such buildings or structures). Thus, buildings, swimming pools,
paved parking areas, wharves and docks, bridges, and fences are not tangible
personal property. Tangible personal property Includes all property (other than
mstructural components) which is contained in or attached to a building. Thus,
such property as production machinery, printing presses, transportation and office
equipment,’ refrigerators, grocery counters, testing equipment, display racks and
shelves, and neon and other signs, which is contained in or arched to a build-
ing constitutes tangible personal property for purposes of .he credit allowed
by section 88. Further, all property which !« in the nature of machinery (other
than structural components of a building or other inherently permanent structure)
shall be considered tangible personal property even though located outside a
e building. Thus, for example, a gasoline pump, hydraulic car lift, or automatic
vending machine, although annexed to the ground, shall be considered tangible
personal property.

(d) Otber tangible property— (1) In general. In addition to tangible personal
property, any other tangible property (but not Including a building and its
structural components) used as an integral part of manufacturing, production,
or extraction, or as an Integral part of furnishing transportation, communications,
electrical energy, gas, water, or sewage disposal services by a person engaged
in a trade or business of furnishing any such service, or which constitutes b
research or storage facility used in connection with any of the foregoing activities,
may qualify as section 38 property.

(2) Manufacturing, production, and extraction. For purposes of the credit
allowed by section 88, the terms “manufacturing”, “production”, and “extraction”
Include the construction, reconstruction, or making of property out of scrap, salvege,
or Junk material, as well as from new or raw material, by processing, manipu-
lating, refining, or changing the form of an article, or by combining or assembling
two or more articles, and include the cultivation of the soil, the raising of live-
stock, and the mining.of minerals. Thus, section 88 property would include) for
example, property used as an Integral part of the extracting, processing, or re-
fining of metallic and nonmetalllc minerals, Including oil, gas, rock, marble, or
slate; tho construction of roads, bridges, or housing; the processing of meat, fish
or other foodstuffs; the cultivation of orchards, gardens, or nurseries; the opera-
tion of sawmills, the production of lumber, lumber products or other building
materials; tho fabrication or treatment of textiles, paper, leather goods, or glass;
and tho rebuilding, as distinguished from the mere repairing, of machinery.

(8) Transportation and communications l-us'ncsses. Examples of transporta-
tion businesses include railroads, airlines, bus companies, shipping or trucking
companies, and oil pipeline companies. Examples of communications businesses
include telephone or telegraph companies and radio or television broadcasting
companies. .

4) Integral part. In order to qualify for the credit, property (other than
tangible personal property and research or storage facilities U3ed in connection
with any of the activities specified in subpangraph (1) of this paragraph) must
be used as an integral part of one or more cf the activities specified in subpara-
graph (1) of this paragraph. Property such as pavements, parking areas, in-
herently permanent advertising display or inherently permanent outdoor lighting
facilities, or swimming pools, although used in the operation of a business ordi-
narily is not used e.i an integral part of any of Such specified activities. Property
is used as on integral part of one of the specified activities if it i3 used directly
eIn tho activity and Is essential to the completeness of the activity. Thus, for
example, in determining whether property is used as an integral part of manu-

‘Prentlce-Kal!, Inc.-r-5'cil. Tax Reg. 81.45-1 <35939
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factoringl all properties used by the taxpayer in acquiring or transporting raw
materials or supplies to the*point where the actual processing commences (such
as docks, railroad tracks and bridges), or In processing raw materials into tha
taxpayer's flnal product, would be considered *S property used as an integral
part of manufacturing. Specific examples of property which normally would be
used as an integral part of ono of the specified activities ore blast furnaces, oil
and gas pipelines, railroad tracks and signals, telephone poles, broadcasting towers,
oil derricks, and fences used to confine livestock. Property shall be considered
used as an integral part of one of the specified activities if so used either by
the owner of the property or by the lessee of the property.

£5). Ecscarcli or storage facilities. If property (other than a building and its
structural components) constitutes a research or storage facility and*if it is
used in connection with an activity specified in subparagraph (1) of this para-
graph, such property may qualify as section 38 property even though it is not
used as an integral part of such activity. Examples of research facilities include
wind tunnels and test stands. Examples of storage facilities include oil and
gas storage tanks and grain storage bins. Although a research or storage facility
must be used in connection with, for example, a manufacturing process, the
taxpayer-owner of such facility need not be engaged in the manufacturing process.

(e) Definition of building and structural components. (1) Buildings and
structural components thereof do not qualify as section 38 property. Hie term
"building” generally means any structure or edifice enclosing a space within its
walls, and usually covered by a roof, the purpose of whieh is, for example, to
provide shelter or housing, or to provide working, office, p-rking, display, or
sales space. The term includes, for example, structures such as apartment
houses,' factory and office buildings, warehouses, bams, garages, railway or bus
stations, and stores. Such term includes any sucii structure constructed by, or
for, a lessee even if such structure must be removed, or ownership of such
structure reverts to tho lessor, at the termination of the lease. Such term does
not include (i) a structure which is essentially an Item of machinery or equip-
ment, or (it) an enclosure which is so closely combined with the machinery or
equipment which it supports, houses, or serves that it must be replaced, retired,
or abandoned contemporaneously with such machinery or equipment, Rnd which
is depreciated over the life of such machinery or equipment. Thus, the term
“building" does not include such structures os oil and girs storage tanks, grain

storage bins, silos, fractionating towers, blast fumace3, coke ovens, brick Kkilns,
and coal tipples.

(2) The term "structural components” includes such parts of a building E3
walls, partitions, floors, and ceilings, as well as any permanent coverings therefor
such as panelling or tiling; windows and doors; all components (whether in, on,
or adjacent to the building) of a cent-el air conditioning or heating system,
including motors, compressors, pipes and ducts; plumbing and plumbing fixtures,
such as sinks and bathtubs; electric wiring and lighting fixtures; chimneys;
staira, escalators, and elevators, including all components thereof; sprinkler
systems; fire, escapes; and other components relatirg to the operation or main-
tenance of a building. However, the term “structural components” does not
Include machinery the sole justification for tire installation of which is the fact
that such machinery is required to meet temperature or humidity requirements
which are essential for the operation of other machinery or the processing of
materials or foodstuffs. Machinery may meet tiro “solo justification” test provided
by the preceding sentence over though it incldeutally provides for the comfort
of employees, or serves, to an insubstantial degree, areas where such temperature
or humidity requirements are not essential. For example, an air conditioning
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and humldification system Installed in a textile plant in order to maintain the
temperature or humidity within a narrow optimum range which la critical in
processing particular types of yarn or cloth is not included within the term
"structural components”. For special rules with respect to an elevator or escalator,
the construction, reconstruction, or erection of which is completed by tha tax-
payer after June 80, 1083, or which is acquired after June 80, 1983, and the
original use of which commences with the taxpayer and commences after such
date, see section 48(a) (1) (C) and paragraph (m) of this section.

(f) Intangible property. Intangible property, such as patents, copyrights, and
subscription lists, does not qualify as section 38 property. The cost of intangible
property, in the ease of a patent or copyright, includes all costs of purchasing or
producing the item patented or copyrighted. Thus, in the case of a motion picture
or television film or taps, the cost ofethe intangible property includes manuscript
and screenplay costs, the cost of wardrobe and*set design, the salaries of camera-
men, actors, directors, etc., and all other costs properly includible in the basis of
Buch film or tape. In th6 case of a book, the cost of the intangible property includes
all costs of producing the original copyrighted manuscript, including tha cost of
Illustration, research, and clerical and stenographic Help. Kowever, if tangible de-
preciable property is used in the production of such intangible property, see para-
graph (b) (4) of this seotioa . .

(g) Property used outside tho United States— (1) General rule, (i) Except
as provided in subparagraph (2) of thi3 paragraph, the term "section 88 property"
does not include property which is used predominantly outside the United States
(as defined in section 7701 (a)(9)) during the taxable year. The determination of
whether property 13 used predominantly outside the United States during the tax-
able year shall be made by comparing the period of time in such year during which
the property is physically located outside the United States with the period of time
In such year during which the property is physically located within the United
States. |f the property is physically located outside the United States during moro
than BO percent of the taxable year, such property shall be considered used pre-
dominantly outside the United States during that year. If property is placed In
service after tiro first day of the taxable year, the determination of whether such
property is physically located outside the United States during more than 50 percent
of the taxable year shall be made with respect to the period beginning on the dat’
on which tho property is placed in service and ending on the last day of such
taxable year. *

(ii) Since the determination of whether a credit is allowable to tho taxpayer
with respect to any property may be made only with respect to the taxablo year
in which the property is placed in service by tha taxpayer, property used pre-
dominantly outside the United States during the taxable year in which it is placed
In service cannot qualify as section 38 property with respect to such taxpayer,
regardless of the fact that the property is permanently returned to the United
States in a later year. Furthermore, if property is used predominantly in the United
States in t' o year in which It is placed in service by the taxpayer, and a credit
under section 88 is allowed with respect to Euch property, but such property Is
thereafter in any one year used predominantly outside the United States, suoh
property ceases to b3 section 33 property with respect to the taxpayer end Is sub-
ject to the application of section 47. .

(iii) This subparagraph applies whether property X. used predominantly out-
side the United States by the »wno* of the property, or by the lessee of the prop-
erty. If property is leased and i ' the lessor makes a valid election under § 1.48-4
to treat the lessee as having purc-l msed such property for purposes of the credit
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allowed Ly section 38, the determination of whether suoh property Is physically
located outside tho United States during more than 50 pevcent of the taxable year
shall be made with respect to the taxable year of the lessee; however, If the lessor
doe3 not make such an election, such determination shall be made with respect
to the taxable year of the lessor.

(2) Exceptions. The provisions 'of subparagraph (1) of this paragraph do not
apply to— . .
(1) Any aircraft which is registered by the administrator of the Federal Avia-

tion Agency, and which (a) is operated, whether on a scheduled or nonscliedulgd
basis, to and from the United States, or (b) Is placed In sendee by the taxpayer
during a taxable 'year ending after March 9, 1937, and is operated under contract
with tho United States, provided that uso of the aircraft under the contract con-
stitutes its principal use outside the United States during the taxable year. The
term "to and from the United States" is not intended to exclude an aircraft which
makes Slights from one point In a foreign country to another such point, as long
as such aircraft returns to the United States with some degree of frequency;

(ii) Rolling stock, of a domestic railroad corporation subject to part | of the
Interstate Commerce Act, which is used within and without tho United States,
For purposes of this subparagraph, the term "rolling stock” means locomotives,
freight and passenger train cars, floating equipment, and miscellaneous transporta-
tion equipment on wheels, the expenditures for which are chargeable (or, In the
case of leased property, would be chargeable) to the equipment Investment ac-
counts In the uniform system of accounts for railroad companies prescribed by
the Interstate Commerce Commission;

(lii)  Any vessel documented under the laws of the United States which Is
operated in the foreign or domestic commerce of the United States. A vessel Is
documented under the lav/s of the United States if it is registered, enrolled, or
licensed under the laws of the United States by the 1 Commandant, United States
Coast Guard. Vessels operated in the foreign or domestic commerce of the United
States include those documented for uso in foreign trade, coastwise trade, or fisheries;

(iv)  Any motor vehicle of a United States person (as defined in section 7701
(a) (30)) which is operated to and from tho United States with some degree of
frequency;

(v) Any container of a United States person whtcii is used in the transporta-
tion of property to and from the United States;

(vi) Any property (other than a vessel or an aircraft) of a United States per-
son which is used for the purpose of exploring fcr, developing, removing, or trans-
porting resources from, the outer Continental Shelf (within the meaning of section
2 of the Outer Continental Shelf Lands Act, as amended and supplemented; 43
U.S.C., sec. 1331). Thus for example, offshore drilling equipment may be section
38 property; and ’

(vii) Any property placed in service after December 31, 1965 which (a) is
owned by a domestic corporation (other than a corporation entitled to tho benefits
of section 931 or 934(b)) or by a United States citizen (other than a citizen en-
titled to the benefits of section 931, 932, 933, or 934(c)), and (b) is used pre-
dominantly in a possession of the United States during the taxable year by such
a coiporation or such a citizen, or by a corporation created or organized in, or
under the law of, a possession o the United States. Thus, property placed In
service after December 31, 1905, which is owned by a domestic corporation not

. [Fool:ioto fCOjSj Matter in |taI|CS added by TD G571, which shuck out:
(1) "Commissioner of Customs”’ .
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entitled to the benefits of section 931 or 084(b), which is leased to a corporation
organized under the laws of a United States possession, and which is used by
such lessee predominantly in a possession of the United States may qualify as
sectiorf 38 property. However, property which is owned by a corporation not en-
titled to the benefits of section 931 or 931(b) but which is leased to a domestic
corporation entitled to such benefits would not qualify as section 33 property. The
determination of whether property is used predominantly in a possession of th8
United States during the taxable year shall be made under principles similar to
thoso described in subparagraph (1) of this paragraph. For example, if a machine
is placed in service in a possession of the United States on July 1, 1968, by a
calendar year taxpayer and if It is physically located in such a possession during
more than 50 percent of the period beginning on July 1, 1066 and ending on
December 31, 1963, then such machine shall be considered used predominantly in a
possession of the United States during the taxable year 1986.

(h) Property used for loflging— _(1) In general, (i) Except as provided
in subparagraph (2) o? this paragraph, the term "section 33 property" doa3 not
include property which is used predominantly to furnish lodging or Is used pre-
dominantly in connection with the furnishing of lodging during the taxable year.
Property used In the living quarters of a lodging facility, in including beds and other
furniture, refrigerators, ranges, end other equipment, shall be considered as used
predominantly to furnish lodging. The term “lodging facility" includes an apart-
ment house, hotel, motel, d.ormitory, or any otter facility (or part of a facility)
where sleeping accommodations are provided and let, except that such term does
not include a facility used primarily as a means of transportation (such fI3 an
aircraft, vessel, or a railroad car) or used primarily to provide medical or con-
valescent services, even though sleeping accommodations are provided.

(U) Property which is used predominantly in tho operation of a lodging facility
or in serving tenants shall be considered used in connection with the furnishing
of lodging, whether furnished by the owner of the lodging facility or another person.
Thus, for example, lobby furniture, offlcc equipment, and laundry end swimming
pool facilities used In tho operation of an apartment house or In serving tenants
would be considered used predominantly In connection with the furnishing of lodg-
ing. However, property which is used in furnishing, to the management of a
lodging facility or its tenants, electrical energy, water, sewage disposal services,
gas, telephone sendee, or other similar services shall not be treated as property
used in connection with tho furnishing of lodging. Thus, such items as gas and
electric meters, telephone pole3 and lines, telephone station and switchboard
equipment, and water and gas mains, furnished by a public utility would not be
considered as property used In connection with the furnishing of lodging.

(2) Exceptions— (i) Nonlodging commercial facility. A nonlodging commer-
cial facility which is available to persons not U3tng the lodging facility on the same
basis as it is available to the tenants of the lodging facility shall not be treated as
property which is used predominantly to furnish lodging or predominantly in con-
nection with the furnishing of lodging. Examples of nonlodging commercial facili-
ties includo restaurants, drug stores, grocery stores, and vending machines located
In a lodging facility.

(il) Property used by a hotel or motel. Property used by a hotel, motel, Inn, or
other similar establishment, in coimection with tho trade or busbies3 of furnishing
lodging shall not be considered as property which is used predominantly to furnish
lodging or predominantly in connection with the furnishing of lodging, provided
that the predominant portion of the living accommodations in the hotel, motel, etc.,
W? used by transients during the taxable yore. Por purposes of the preceding
sentence, the term “predominant portion" means "more than one-half\ Thus, if

IPicnUca-Hall, Inc.—I 'ctl. Tax Reg. §1_43*1 315939
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more than one-half of the living' quarters of a hotel, motel, Inn, or other similar
establishment is used during tho taxable yam to accommodate tenants ou a transient
basis, none of the property used by such hotel, motel, etc., In tho trade or business
of furnishing lodging shall be considered as property wWeh is used predominantly
to furnish lodging or predominantly in connection with the furnishing of lodging.
Apcommodatlona shall be considered used on a transient basis if the rental period is
normally less than 80 days.

(1) [Reserved] .

(J) Property used by certain tax-exempt organizations. The torm "secHcn 83
property” does not Include property used by an organization (other than a coopera-
tive described in section 621) which is,exempt from tho tax imposed by chapter 1
of the Code unless such property is used predominantly In an unrelated trade or
business the income of which is.subject to tax under section DIl. The term "prop-
erty used by an organization” means (1) property owned by the organization
(whether or not leased to another person), and (2) property leased to the organiza-
tion. Thus, for example, a data processing or copying machine which is leased to
en organization .exempt from tax would be considered as property usod by such
organization. Property (unless used predominantly in an unrelated trada or busi-
ness) leased by another person to an organization exempt from tax or leased by
such an organization to another person is not section 88 property to either the
lessor or the lessee, ancl in either case the lessor may not elect under § 1.48-4 to
treat the lessee of such property as having purchased such property for purposes
of tho credit allowed by section 88. This paragraph shall not apply to property
leased on a casual or short-term basis to an organization exempt from tax.

(k) Properry used by governmental units. The torm "section 83 property” does
not include property used by the United States, any State (including the District
of Columbia) or political subdivision thereof, any international organization (an
defined hr. section 7701(a)(18)), or any agency or Instrumentality of tin United
States, of any State or political subdivision thereof, or of any international organisa-
tion. The term "property used by the United States, etc.” means (1) property owned
by any such governmental unit (whether or not leased to another person), and (£)
property leased to any such governmental unit. Thus, for example, a data processing
or copying machine which is leased to any such governmental unit would be con-
sidered as property used by such governmental uidt. Property leased by another
persor. to any such governmental unit or leased by such governmental unit to an-
other person is not section 38 property to either tho lessor or the lessee, and in
either case tho lessor may not elect under §1.4S-4 to treat tho lacaee of such
property as having purchased such property for puiposc3 d the credit allowed by
section S3. This paragraph shall not apply to property leased on a casual or short-
term basis to any such governmental milt.

n Livestock. The term “section SS property" docs not include livestock. The
term "livestock” includes horses, cattle, hogs, sheep, goats, and mini: and other l'ur-

bearlng animals, irrespective of the use to which they are put or tho purpose for
which they are hell .

(in) Elevators and escalators— (1) In general. Under section 48(a)(1)(C),
an elevator or escalator qualities as section 33 property if—

(i) Tha construction, reconstruction, or erection oftho elevator or escalator is
completed by the taxpayer after June 30,1S63, or .

(li) The elevator or escalator is acquired after June 30, 1063,and theoriginal
use of such elevator or escalator commences.with the taxpayer end commences after
such date, . . ! !
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In the case of construction, reconstruction, or erection Of an elevator dr escalator
commenced before January 1,1082, and completed after June 30,1963, there shall be
talcen Into accoimt In determining tho qualified Investment under section 46(c) only
that portlpn. of the basi3. which is properly attributable to construction, reconstruc-
tion, or erection after December 31, 1961. Further, If the construction, reconstruc-
tion, or erection of such property Is commenced after December 31, 1961, and is
completed after Juno 30,1963, the entire basis of the elevator or escalator shall he
taken Into account In determining qualified Investment under section 46(c). Also,
If an elevator or esculator Is reconstructed .by the taxpayer after June 80, 1963, the
basis attributable to such reconstruction may be taken Into account in determining
the qualified Investment under section 48(c), irrespective of the fact that the
original construction or erection of such elevator or escalator may have occurred
before January 1, 1902, Paragraph (b) of f 1.48-2 shall be applied in determining
the dato of acquisition, original use, and basis attributable to construction, recon-
struction, or erection.

(2) Definition of elevators and escalators. For purposes of this section the
term "elevator" means a cage or platform and its hoisting machinery for conveying
persons or freight to or from different levels and functionally related equipment
which Is essential to its operation. The term includes, for example, guide rails arid
cables, motors and controllers, control panels and landing buttons, aid elevator gates
and doors, which are essential to the operation of the elevator. The term “elevator”
does not, however, include a structure which is considered a building for purposes of
the investment credit. The term'"escalator” means a moving staircase and function-
ally related equipment which Is essential to Its operation. For purposes of determin-
ing qualified investment under section 46(c) and § 1.40-3, the basis of an elevator or
escalator does not include the cost of any structural alterations to the building, such
as the cost of constructing a shaft or of maltin'- 'lterations to the floor, walls, or
celling, even though such alterations may ue necessary in orier to install or modern-
ize the elevator or escalator.

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

Example (1). |If an elevator wfth a total basis of §.00,000 is completed after
June 30, 1963, and tho portion attributable to construct on by the taxpayer after
December 31, 1861, Is determined by engineering estimates ox by cost accounting
records to be ?30,000, only the §30,000 portion may be taken Into account as an
investment in new section 38 property in computing qualified investment.

Examplo (2). If construction of an elevator with a total basis of §90,000 is com-
menced by the taxpayer after December 31, 1961, and Is completed after June 30,
1983, the entire basis of §90,000 may bo taken Into account as an Investment in new
section 38 property.

Example (8). Tho facts are the same as in example (2) except that construction
of the elevator was completed before June 30, 1963. The elevator Is ret considered
to be section 38 properly.

Examplo (4). In 1964, a taxpayer reconditions an elevator, which had been
constructed and placed in service In 1962 end which had an adjusted «asls In 1964
of §75,000. The cost of reconditioning amounts to an additional §50,000. The basis
of the elevator which may bo taken into account In computing qualified investment
in section 3S proper.y is 850,000, irrespective of whether the taxpayer contracts to
mhave it reconditioned or reconditions it himself, and irrespective of whether the
materials used in the process era new in uso.

10 Fed. Jr.- LATEST DEVCLOPUKIITS, §S1p. 61,501 Reg. §1.48-1 15369
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(a) In general. Section 48(b) defines “new section 88 property” as section 38
property—

. (1) The construction, reconstruction or erection of which is completed by tbe
taxpayer after December 31, 1901, or

(2) Which is acquired by the taxpayer after December 31, 1061, provided
that the original use of such property commences with the taxpayer and com-
mences after such date. >

In the case of construction, reconstruction, or erection of such property commenced
before January 1, 1962 and completed after December 81, 1961, there shall be taken
Into account as the basis of new section 88 property in determining qualified
investment -nly that portion of the basis which is properly attributable to construc-
tion, reconstruction, or erection after December 31, 1961. See §1.48-1 for the
definition of section 38 property. *

(b) Special rules for determining dato of acquisition, original use, and basis
attr ibutable to construction, reconstruction, or erection. For purposes of para-
graph (a) of this section, the principles set forth In paragraph (a) (1) and (2)
of §1.167(c)-! shall be applied. Thus, for example, the following rules are ap-
plicable:

(1) Property is considered as constructed, reconstructed, or erected by the
taxpayer if the work is done for him in accordance with his specifications.

(2) The portion of the basis of property attributable to construction, recon-
struction, or erection after December 31, 1861, consists of all costs of construction,
reconstruction, or erection allocable to the period after December SI, 1931, in-
cluding the cost or other basis of materials entering into such work (but not
including, in the case of reconstruction of property, the adjusted basis of the re-
constructed property as of the time such reconstruction is commenced).

(8) It is not necessai’y that materials entering into construction, reconstruc-
tion, or erection be acquired after December SI, 1931, or that they be new in uso.

(4) If construction or erection by the taxpayer began after December 31, 1981,
the entire cose or other basis of such construction or erection may be taken into
account as the basis of new section 33 property.

(5) Construction, reconstruction, or erection by tho taxpayer begins when physi-
cal work is started on such construction, reconstruction, or erection.

(6) Property shall be deemed to be acquired when reduced to physical pos-
session, or control.

(7) The term “original use” means the first use to which the property is put,
whether or not such use corresponds to the use of such property by the taxpayer. For
example, a reconditioned or rebuilt machine acquired by the taxpayer will not bo
treated as being put to original use by the taxpayer. The question of whether prop-
erty is reconditioned or rebuilt property is a question of fact Property, will not
be treated as reconditioned or rebuilt merely because it contains some used parts;
If' the cost of reconstruction may properly either be capitalised and recovered
through depreciation or charged against the depreciation reservo, such cost may
be taken into account as tho basis of new section 38 property even though it is
charged against the depreciation reserve.

(c) Examples. This section may be ilhistrated by the following examples:

Example (1). If a machine with a total cost of 8§100,060 is completed alter
December 31, 1S51, and the portion attributable to construction by the taxpayer
after December 81, 1931, is determined by engineering estimates or by cort ac-
counting records to be 880,090, the 839,000 amount shall be taken into account by
the taxpayer in computing qualified investment in new section 53 property.

Examplo (2). In 1965, n taxpayer reconditions a machine, which ho constructed
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and placed in service in 3662 and which has an adjusted basis in 1085 of 510,000.
The cost of reconditioning amounts to an additional §20,000. The basis of the
machine which shall bo taken into account in computing qualified investment in
new section 38 property for 1965 is ?20,0Q0, whether he contracts to have it recon-
ditioned or reconditions it himself, and Irrespective of whether the materials used
for reconditioning are new in use.

Example (3). In 1961 a taxpayer pays the entire purchase price of §10,000
for section 38 property to be delivered In 1932. In 1662 he takes possession of the
property and commences the original use of the asset in th/it year. The §10,000
amount shall be taken into account in computing qualified investment in new sec-
tion 38 property for 1962.

Example (4). A taxpe.yer, instead of reconditioning his cld machine buys a
"factory reconditioned" or "rebuilt” machine in 1932 to replace it. The reconditioned
or rebuilt machine is not new section 38 property since such taxpayer is not the
first user of the machine. Seo, however, §1.48-3 (relating to used section 3S prop-
erty).

Example (5). In 1962, a taxpayer buys from X for 820,000 an item of section
38 property which has bean previously used by X. The taxpayer in 1932 make3

sn expenditure on the property of 85,000 of the type that must be capitalized. Re-'

gardless of whether the 85,000 is added to the basis of such property or is capital-
ized in a separate account, such amount shall be taken into account by the taxpayer
in computing qualified investment in new section 38 property for 1962. No part
of the 820,000 purchase price may be taken into accoimt for such purpose. See,
however, §1.48-3 (relating to used section 38 property).

C— U 59712 The Regulation below doesn't reflect the changes made
by the '69 Tax Reform Act in Sec. 48(c), explained at ft 5925.
Reg. §1.48-3 (TD 6T31, filed 5-7-64; amended by TD 6931, filed 10-9-G7.) Used

sect! m SS property.

(a) In general. (1) Section 48(c) provides that "used section 38 property"

means section 38 property acquired by purchase after December 31, 1931, which
is not "new section 38 property". See §81.48-1 and 1.48-2, respectively, for defini-
tions of section 38 property and new section 38 property. In determining whether
property is acquired by purchase, the provisions of paragraph (c) CI) of §1.179-3
shall apply, except that (i) 'T931" shall be substituted for "1057”, and (ii) tho
definition of "affiliated group” in paragraph (e) (6) of this section shell ba sub-
stituted for the definition of such term In paragraph (e) of § 1.170-8.

(2) '(1) Property shall not qualify as used section 88 property if, after its
quisition by the taxpayer, it is used by (a) a person who used such property be'ora
such acquisition, or (b)-a person who bears a relationship described in section
179(d) (2) (A) or (B) to a person who used such property before such acquisition.
Thus, for example, if property is used by a person and is later sold by him under
a sale and lease-back arrangement, such property in the hands of the purchaser-
lessor is not used section 83 prope. y because tha property, after its acquisition,
is being used by tho seme person who used it before its acquisition. Similarly, where
a lessee has been learing property and subsequently purchases it (whether or not
the lease contains an option to purchase), such property is not used section 83
property with respect to the purchaser because the property is being used by the
same person who used it before its acquisition. In addition, if property owned by a
lessor is sold subject to the loose, or Is sold upon tho termination of tho lease, the
property will not qualify as used section 38 property with respect to tha purchaser
if, after, the purchase, the property is used by a person who used the property as a
lessee before the purchase. *

T-H Fed. Tu- LATEST DEVELOPMENTS, $S;p. 61,501 Reg. 81.43*3 SFE971
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(U) For purposes of applying subdivision (i) of this subparagraph, (p) prop*
erty used by a partcrship shall be considered as used by each partner, and (b)
property shall not be considered as used by a person before Its acquisition if such
property was used only on a casual basis by such person.

(ili) In determining tviiether a person bears a relationship described in sec-
tion 170(d) (2) (A) or (B) to a person who used property before Its acquisition
by the taxpayer, the provisions of paragraph*(c)(1) (1) mid (il) of §1,179-3 shall
apply, except that the definition of "affiliated group” in paragraph (e) (9) of this
section shall be substituted for the definition of such term In paragraph (e) of
§1.179.3.

(8) The provisions of this paragraph may ba illustrated by the following ex-
amples: .

Example (1). Corporation P acquires properties 1 and 2 in 1930 and uses
them in its trade or business until 1962. In 1932, corporation P sells such prop-
erties to corporation Y, w.Vch leases back property 1 to corporation P and leases
property 2 to corporation H, a wholly-owned subsidiary of* corporation P. Propertj
1 is not used section 38 property in the hands of coiporation Y becauso, after it.
acquisition by corporation Y, it fs used by a person (corporation P) who used
it prior to such acquisition. Pioperty 2 is not used section 38 property be-
cause, after its acquisition by corporation Y, it is used by a person (corporation
S) who is related, within the meaning of section 179(d)(2)(B), to a person (cor-
poration P) who used it before such acquisition.

Examplo (2). In 1932, coiporation L# lease's propeity from corporation M. In
1964, corporation L acquires the property that it previously had been leasing. The
property acquired by corporation L is not used section SS property because such
property is used after such acquisition by the same person (coiporation L) who
used the property before its acquisition (corporation L).

Example (3). Corporation X buys property in 1962 and leases such property to
corporation Y. Corporation X in 1963 sells the property to A subject to the lease.
The property acquired by A is not used section 38 property ii such property con-
tinues to bo used by corporation Y, because corporation Y used the property before
its acquisition by A. .

Example (4). A owns a bulldozer which he rents out to a number of different
users, including 3. In 1962, B used the bulldozer from February 36 to March 12
and again on October 15 and 16. B purchases the bulldozer from A on December 1,
1962. The prior uso of the property by B does not disqualify such property as used
section 38 property to 3, because he used such property only on a casual basis
prior to its purchase. ,

Examplo (5). C places machine 1 in service in his individually owned business
during 1961. During 1833, C sells machine 1 to partnership. CDE in which he shares
one-third of the profits and losses. The machine is not used section 38 propertj' to
partnership CDE becauso it is used after acquisition by the same person (partner
C) who used the property before acquisition. Similarly, if partnership CDE places
machine 2 in service during 1961 and sells that machine to partner C during 1963,
machine 2 would not be used section 3S property to partner C. Moreover, if I'
buys partner C's interest in partnership CDE, such acquisition would not result
In the acquisition of used section 35 property by F (whether or not the optional
adjustment to basis of partnership property provided by section 743 applies) because
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the partnership property Is used, after- F acquires his interest, by the same persons
(partners D and 3) wuo used the property before the acquisition.

(b) Cost. (1) The cost of used section 38 property 13 equal to the basis of

such property, but does not include so much of such basis as Is determined by
reference to the adjusted basis of other property (whether or not section 38 prop-
erty) held at any time by the taxpayer acquiring such' used section 38 property.

(2) If property (whether or not section 38 property) Is disposed of by the
taxpayer (other than by reason of its destruction or damage by Are, storm, ship-
wreck, or other casualty, or its theft) and useid section 38 property similar or
related in sendee or U3C is acquired as a replacement therefor in a transaction
In which the basis of the replacement property is not determined by reference to the
adjusted basis of tho property replaced, then the cost of tho used section 33 prop-
erty so acquired sfiall be its basis reduced by the adjusted basis of the property
replaced. The preceding sentence shall apply only if the taxpayer acquires (or en-
ters into a contract to acquire) tho replacement property within a period of 60

days before or after the date of the disposition. . -

(3) Notwithstanding subparagraphs (1) and (2) of this paragraph, tho cost
of used section 3S property shall not be reduced with respect to tho adjusted basis
of any property disposed of if, by reason of section 47, such disposition resulted in
an increase of tax or a reduction of investment credit carrybacks or carryovers
described in section -16(b).

(4) The provisions of thi3 paragraph may be illustrated by the following ex-
amples:

Example (1). In 1972, A acquires machine 2 (an item of used section 38.
property which has a sales price of 55,600) by trading in machine 1 (an item of
section 38 property acquired in 1962), and by paying an additional 54,000 cash. The
adjustO;! basis of machine 1 is $1,G00. Under tho provisions of sections 1012 and
1031(d), the basis of machine 2 is $5,000 (51,600 adjusted basis of machine 1 plus
cash expended of 54.000). The cost of machine 2 which may be taken into account
In computing qualified investment for 1D72 is $4,000 (basis of $5,600 less $1,600
adjusted basis of machine 1).

Example (2). The facts are the same as in example (1) except that machine
2 lias a sales price of $6,000. The trade-in allowance on machine 1 is $2,000. The
result is the same as in example (1), that is, the basis of machine 2 Is $5,600
($1,600 plus $4,000); therefore, the cost of machine 2 which may be taken into
account in computing qualified investment for 1972 is $4,000 (basis of $5,600 less
$1,600 adjusted basis of machine 1).

Example (8). On September 18, 1962, B sells truck 1, which he acquired in
1081 and which lias un adjusted basis in Ilia hands of $1,200. On October 15, 1962,
he purchases for $2,000 truck 2 (an item of used section 38 property) as a re-
placement therefor. The. cost of truck 2 which may be taken into accoimt in
computing qualified investment is $800 ($2,000 less $1,200).

Example (4). Jn 1962, C acquires property 1, an item of new section 88
propeity with a basis of $12,000 and a useful life of eight years or more. Ho is
allowed u creuic under section :S of $S40 (7 percent of $12,000) with respect
to such property, .'n 1068, C acquires property 2 (aivitem of used section 38
propertj ) by trading in property 1 and by paying an additional amount in cash.
Section 47(a) applies to tho disposition of property 1 and C’s tax liability for
loss is increased by $2S0. Since the application of section 47(a) results In on In-



