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crease In tax, fo r  purposes of computing 'qualified Investment the cost o f property 
2 is not reduced by any part of the adjusted basis o f the property traded in.

(o ) Dollar lim itation— (11 In general. Section 4S(c) (2 ) provides that tho 
aggregate cost o f used section 33 property which may be tnhcn into account for 
any taxable year in computing qualified investment under section 4 6 (c ) (1 ) (B ) shall 
not exceod. $50,000. I f  the total cost o f used section 3S property exceeds $50,000, 
there must bo selected, in tho manner provided in subparagraph (4 ) of this para­
graph, the particular items of used section 3S property the cost o f which is to be 
taken into account in computing qualified investment. The cost o f used section 33 
property that m ay be taken into accoimt by a person in applying the $50,000 
limitation fo r any taxable year includes not only the cost o f used section 33 property 
plaqecl in service by such person during such taxable year, but also the cost o f 
used section S3 property apportioned to such person, For purposes o f this section, 
tho cost o f used section 33 property apportioned to any person means the cost 
o f such property apportioned to him by a trust, estate, or electing small business 
corporation (as-defined in section 1371(b)), and his share o f tho cost o f partnership 
used section 33 property, with respect to the taxable year o f such trust, estate, 
corporation or partnership ending with or within such person’s taxable year. Thus, 
i f  an individual places in service during his taxable year used section 38 property 
with a cost o f $25,000, i f  the cost o f used section 38 propertj' apportioned to him by 
an electing small business corporation such year is $30,000, and i f  his share fo r such 
year o f the cost o f used section 38 property placed in service by a partnership is 
$20,000, he m ay select from  the used section 38 property with a total cost o f 
$75,000 the particular used section 38 property the cost of which ho wishes to 
take, into account. bio part o f the excess o f $25,000 ($75,000 cost minus $50,000 
annual lim itation) rnay be taken into account in any other taxable year. For 
determining the amount o f tho cost to be apportioned by an electing small business 
corporation, see paragraph (a ) (2 )  of §1.43-5; in the case o f estates and trusts, 
sec paragraph (a ) (2 )  o f §1.43-6. See paragraph (e ) o f this section fo r  application 
o f $50,000 limitation in the case o f affiliated groups.'

(2)- Married individuals filing separate returns. In the case o f a husband or w ife 
who files a separate return, the aggregate cost c f used section 33 property which 
may be taken into account fo r the taxable year to which such return relates cannot 
exceed $25,000. The preceding sentence shall not apply, however, unless the tax­
payer’s spouse places in service (or is apportioned the cost o f) used section 35 
property fo r the taxable year o f such spouso which ends with or within the tax­
payer’s taxablo year. Thus, i f  a husband and w ife who file separate returns on a 
calendar year basis both place in service used section 38 property during the taxable 
year, tho maximum cost o f used section 38 property which may be taken into 
account by eacii is $25,000. Howevor, in such case, i f  only one spouse places in 
service (or is apportioned the cost o f) used section 3S property during the taxablo 
j'oar, such spouse m ay take into account a  maximum o f $50,000 fo r  such year. 
The determination o f whether an individual is married shall be made under the 
principles o f section 143 and the regulations thereunder.

(S ) Partnerships. In the case o f a partnership, the aggregate cost o f used 
section 38 property placed in service by the partnership (o r apportioned to the 
partnership) which may be taken into account by the partners with respect to any 
taxable year o f the partnership may. not exceed $50,000. I f  such, aggregate cost 
exceeds $50,000, the partnership must make a selection in tho manner provided in 
subparagraph (4 ) o f this paragraph. The $50,0(10 limitation applies to each partner, 
as well as tho partnership.

, 5932 Credits Against Tax ' " [1]
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(4 ) Selection o f $50,000 cost. (1) I f  the sum o f (a ) tho cost o f used section 
88 property placed in service during tho taxable year by any person, (b ) such per­
son’s share o f tho cost o f partnership used section 38 property placed in service 
during the taxable year o f a partnership ending w ith  or within such person’s tax­
able year, and (c ) the cost o f used section 28 property apportioned to such person 
for such taxable year by an electing small business corporation, estate, o r trust, 
exceeds §50,000, such person must make a selection fo r  such taxable year in the 
manner provided in subdivision (i l )  o f this subparagraph. •

( i i )  F o r  purposes o f computing qualified Investment (or, in the case o f a  part­
nership, electing small business coiporation, estate, o r trust, fo r  purposes o f select­
ing used section 38 property the cost o f which m ay be taken into account by tho 
partners, shareholders, or estate or trust and its beneficiaries) any person to whom 
subdivision ( i )  o f this subparagraph applies must select a total, cost o f §50,000 
from (a ) the cost o f specific used section 38 property placed in service by  such 
person, (b ) such person’s share o f the cost o f specific U3cd section 38 property placed 
in sendee by a  partnership, and (c ) the cost o f used section 33 property apportioned 
to such person by an electing small business corporation, estato or trust. When a 
particular property is selected, the entire cost (or entire share o f cost o f a particular 
property in the case o f partnership property) o f such property muse be taken into 
account unless, as a result o f tho selection o f such particular property, the §50,000 
limitation is exceeded. Likewise, in the case o f an apportionment from  an electing 
small business corporation, estate, o r trust, when tho cost in  a particular useful life  
category is selected, the entire cost in such category must bo taken into accoimt 
unless, as a  result o f the selection o f such cost, the §50,000 lim iiation is exceeded. 
Thus, i f  a person places in sendee during the taxable year ttireo items o f used section 
38 property, each w ith a cost of §20,000, he must select the entire cost o f  two o f 
tlio items and only §10,000 o f tho cost o f the third item ; ho m ay not solect a  portion 
o f the cost o f each o f the three items. The selection by  any parson shall bo made 
by taking the cost o f  used section 33 property into account in computing qualified 
investment (o r in selecting the used section 3S property tho cost o f w liicli may be 
taken into account by the partners, etc.), and i f  such property was placed in service 
by such person, ha must maintain records which perm it specific identification o f any 
item o f used section SS property selected.

(5 ) Examples. The provisions o f this paragraph m ay be illustrated by the fo l­
lowing examples:

Example (1 ). H , who operates a  solo proprietorship, purchases and places in 
sendee in 19G3 used section 38 property w ith a  cost o f §GO,OCO. H is spouse, W , is 
a shareholder in an electing small business coiporation wliicii purchases and places 
in service during its fiscal year ending June 30, 1963, used section 33 property with 
a cost o f §50,COO. Both spouses file separate returns on a  calendar year basis. W , as 
a  GO percent shareholder on the last day o f the taxablo year o f the corporation, i3 
apportioned §20,000 (00 percent o f §50,000) o f the cost o f tho used section S3 prop­
ertj- placed in sendee by the coiporation. The cost o f used section S3 property that 
may bo taken into account by I-I on his separate return is §25,000. The cost o f  usc-d 
section 38 property that may be taken into account by W  on her separate return is 
§25,000. On the other hand, i f  the corporation had made no Investment in  used 
section SS property, H  could take §50,000 o f the §00,000 cost into account.

Example (2 ). X, Y , and Z  share the profits and losses o f partnership X Y Z  in 
tho ratio o f 50 percent, 80 percent, and 20 percent, respectively. The partnership 
and each partner make returns on the basis o f the calendar year. Each partner also 
operates a solo proprietorship. In  1903, the partnership and the partners purchase 
and place in service the follow ing used section 33 property:

•Prentlce-Hall, Inc.—Fed. Tax R e g .  §  1 .4 8 -3  §  5 9 7 1
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Reg:. §1.48*3(0) (5) Example (2) continued . ’ . •
Property . Estimated useful life  Cost
Partnership X Y Z  • ■ ■ • ■

Property No. 1      ...........  • 9 years §10,000

Property No. 2        7yaars 59,COO

Property No. S . .       31 years . 50,000

Property No. 4 ............................. ....................... . 5 years 30,000

Partner X  ■ .

Property No. 5....... ..................... ................................  6 years 80,000

Property Estimated useful life  Co3t

Partner Y  ■ ■ •

Property No. 6............... .................................... . 10year’s 60,000
Partner Z

Property No. 7 ...........................................................  4 years 86,000

( i )  Selection by partnership. In  accordance w ith  subparagraph (4 ) ( i i )  o f thi3 
paragraph, the partnership selects property no. 1 and $40,000 o f tho cost o f  property 
no. 2 to be taken into account. Therefore each partner’s share o f cost o f the property 
selected by tho partnership is as follows: •

Estimated Partner’s  share o f cost
Property useful life Selected cost X  (50% ) Y  (30%). Z  (20% )
No. 1 . . . .  9 years $10,COO $ 6,000 $ 3,COO §  2,CC0
No. 2 . . . .  7 years • 40,000 • 20,000 12,000 s,ooo

Tota l .............. $50,009 $25,COO $15,CC0 $10,000

( i i )  Selection by partners. In  accordance w ith subparagraph (4 ) ( i t )  o f this 
paragraph, the partners make tlie follow ing selections: Partner X  selects property 
no. 5 ($30,000), his share o f the cost o f property no. 1 ($5,COO), and $15,COO o f hie 
share o f the cost o f property no. 2. Partner Y  selects $50,000 o f the cost o f  property 
no. C, and no part o f his share o f the cost o f partnership property. Partner Z, having 
an aggregate cost o f used section 3G property o f only $16,000 (partnership property 
o f $10,000 and individually owned property o f $33,000), takes into accoimt the mitre 
$16,000.

(ii i )  Qualified investment o f partner X . X ’s total qualified investment in used 

section SS property for 1063 is $35,060, computed as follows:

• v • ‘ Applicable Qualified
Estimated useful lifo  Selected cost percentage . investment 

. 9 years $ 5,000 100 . $ 5,000

. 1 years 15,000 63%  10,000

. 6 years 80,000 G3.vi 20,000

Tota l  ............  $59,COO $35,000
• ■   * *  C55S53 5 1 *"**

( iv ) Qualified investment o f partner Y . Y 's  total.qualified investment in  used 
section 33 property fo r  1903 is $50,000 (100 percent o f $50,030) since -ho selected 
$50,000' o f the cost o f property no. C which has a useful life  of S years or more.

(Jjj 5 9 7 1  T?S w, § 1 / 3 .3  J.AM5SX 3»EV33T.'OP»n3NtCS, 3233 p. CJ.,G01
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(v )  Qualified investment o f partner Z. Z's total qualified investment in used 
section 38 property fo r  1963 is §19,333, computed as follows:

. •’ Applicable Qualified
Selected cost 

§ 2,000 
8,000 

36,000

t l]  Investment Credit •(§ 4G-49 — j[S939 et seq.)
Keg. § l.iS-S(c) (6) E x a m p l e  (2) continued • .

Property Estimated useful life 

No. 1 . . . . . .  D year3
No. 2 . . . . . ' .  7 years
No. 7 . . . . . .  4 years

percentage

100
68%ssy3

investment 

$ 2,000 
6,333 . 

12,000

Total $48,000 $10,333

(d ) 1 The next paragraph is (c).

(e ) Dollar limitation for members o f an affiliated group—f l )  In general, ( i )  
Section 4 8 (c ) (2 ) (C ) provides that tho $50,000 limitation on the cost o f U3ed 
section 38 property which may be taken into account fo r  any taxable year shall, 
in the case o f an affiliated group (as defined in subparagraph (6 ) o f this para­
graph), be reduced fo r  each member o f the group by apportioning the $50,000 
amount among those corporations which are the members o f such group in 
accordance with their respective amounts o f used section 38 property which may 
be taken into account, that is, in accordance with the total cost o f used section 38 
property placed in service by each member during its taxable year (without 
regard to the $50,000 limitation or the applicable percentages to be applied in 
computing qualified investment). .

( i i )  Except as otherwise provided in tills paragraph, the $50,000 amount 
shall be apportioned among those corporations which are members o f the a f­
filiated group on the last clay of the taxable year o f the common parent. For 
the taxable year of each such mem ber'ending with, or w ithin which falls, tha 
last day o f the taxable year o f the common parent, the cost o f used section 3S 
property taken into account in computing qualified investment under section 
4 6 (c )(1 )(B ) shall not exceed an amount which bears the same ratio to $50,000 
as (a ) the cost of used section 38 property placed in service by such member 
fo r such taxable year, bears to (b) the total cost o f used section 38 property 
placed in service by all members o f the affiliated group fo r  their taxable years 
ending with, or within which falls, such last day o f the taxable year o f the 
common parent.

(Iii) There shall be attached to the common parent’s income tax  return a 
statement containing the name, address, and taxpayer account number o f each 
member o f the affiliated group as o f the last day o f the common parent’s tax­
able year and a schedule showing the computation o f the apportionment o f the 
$50,000 amount among member’s o f the affiliated group. Each such member c f 
tire group shall retain as a part o f its records a copy o f the statement containing 
the apportionment schedule which is attached to tire common parent’s return. 
I f  tire duo date (including extensions o f tim e) o f the common parent’s return 
is before July 15, 1B04, tho required statement m ay he filed on or before such 
date with tire district director with whom the return was filed.

( iv )  I f  a member o f the affiliated group (including the common parent) 
makes its income tax return on the basis o f a  52-53-week taxablo year, the 
principles o f section 441 ( f ) ( 2 )  (A )  (K ) and paragraph (b ) (1 )  o f §1.441-2 apply 
in determining the last day o f sum a taxable year’.

(2 ) Estimate of used section 2G property to ho placed in service, ( i )  For 
purposes o f subparagraph (1 ) o f this paragraph, i f  the taxable year o f a member 
o f the affiliated group (within which fa lls the last day o f the common parent’s

f-Footuoto 1 CD'H) M atter lr. ita lics added by TD 6331, which struck ou t:
(i) ,,rr.TOiTO,ii"
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taxable year) ends later than tho 30th day preceding the date on which the 
common parent’s income tax return fo r  such year is due (including extensions 
o f tim e), such member shall use ( i f  tho total cost o f U3ed section 3S property 
actually placed in service during its taxable yoar is not known), as the co3t
o f used section 38 property placed in servico by it  during its taxable year, an
estimate o f tho cost o f such property to be placed in service by  it  during such 

‘year. Sucb estimate shall be made on the basis o f the facts and circumstances 
known as o f the time o f tho estimate. Any such estimate shall also be used in 
determining the total cost of used section 33 property placed In service by all 
members o f tho affiliated group fo r their taxable years ending with, or within 
which falls, the last day o f such taxable year o f the common parent. .

(i i )  I f  an estimate is used by any member o f an affiliated group pursuant 
to subdivision ( i )  of this subparagraph, each member m ay later, file an original 
or amended return in which the apportionment o f tho $50,000 amount is baaed 
upon the cost o f used section 38 property actually placed In service b y  all
members o f the affiliated group during their taxable years which end with, or
within which fall3, the la st day o f tho common parent's taxable year. Such 
amended apportionment shall he made only i f  the common parent, and each 
member o f the group whose limitation would be changed, file original or amended 
returns which reflect the amended apportionment based upon the cost o f the 
used section 3S property actually placed in' service by the group. In  such case, 
a new statement (reflecting the amended apportionment.) shall be attached to 
the original or amended return of the common parent and a copy o f such state­
ment shall be retained by each such member pursuant to the requirements in 
subparagraph (1 ) (iii) o f this paragraph. .

(S) Short taxable year. I f  ( i )  the return o f a  corporation is fo r  a short period, 
(i i ) such corporation is a member o f an affiliated group as o f the last day o f such 
period, and (iii) the last day o f the taxable year o f tho common parent o f the group 
does not end with or within such short period, then such corporation’s taxable year 
shall, fo r  purposes o f this paragraph, be considered as ending w ith the last day o f the 
common parent’s taxable year wltliin which fa ilr  such short period. Such corpora­
tion w ill thus bo considered to be a member o f the affilated group as o f the last 
day o f the common parent’s taxable year and m ay be apportioned part o f the $50,­
000 amount under subparagraph (1) (i i ) o f this paragraph. However, i f  such cor­
poration’s income tax return is due (including extensions o f tim e) before the income 
tax return o f the common parent is filed, then such corporation shall be considered 
to have placed no used section 38 property in service and no part o f the $50,000 
amount shall be apportioned to such corporation unless such corporation file s . (on 
or after the date the common parent files its return) an amended return reflecting, 
the cost of used section 38 property placed in service by it  during its short period 
and such cost is taken into account by the common parent in apportioning the 
$50,000 amount . . . •• -

(4 ) rJ>,vo or more common parents. I f  a corporation during its taxable year is 
a member o f two or more affiliated groups as o f the last day o f the taxablo year 
o f the common parent o f each such group, such corporation shall be considered 
to be a member o f only the affiliated group whose common parent’s taxable year 
ends earliest in such corporation’s taxable year.

. (5 ) Nonresident foreign corporation, ( i )  A  foreign coiporation not engaged 
in trade or business within the United States (hereinafter referred to in this sub­
paragraph as a “nonresident foreign corporation” ) which is not a common parent 
need not retain as a part o f its records a copy o f the statement required by  sub­
paragraph (1 ) (ii i ) o f this paragraph. ' .

5 9 5 3  C r e d i t s  A g a in s t  T a x  £1]
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( i i )  A  nonresident foreign corporation which is a common parent of an affiliated 
group shall he considered to have a taxable year ending December 31.

(i l l ) I f  a  nonresident foreign corporation is a common parent o f an affilated 
group, tho statement required by •subparagraph (1 ) (Hi) (or (2 ) (11)) o f this para­
graph shall be filed with the Director, International Operations Division, Internal 
Revenue Service, Washington, D.C. 20225. The statement required by"subparagraph
(1 ) ( i l l )  shall be due on or before the 75th day-after the end o f its taxablo year (as 
determined under subdivision (il) o f this subparagraph), or on or before July 15, 
1984, whichever is later. For purpo'ses o f subparagraph (2 ) of this paragraph, 
this statement shall bo considered the return o f sucli corporation.

(C) Definition o f affiliated group. For purposes o f this section, an affiliated 
group means one defined in section 1504(a), except that ( i )  the phrase "more than 
50 percent" shall be substituted for the phrase "a t least 80 percent”  each place it 
appears in section 1504(a), and (ii) all corporations shall be treated as includible 
corporations (without any exclusion under section 1504(b)). Thus, a foreign cor­
poration or a corporation exempt from taxation under section 501 may he a member 
o f an affilated group for purposes o f this section ov.en though under section 1504(b) 
neither corporation would he an includible corporation.

(7 ) A ffiliated group filing a  consolidated return. For the purpose o f apportion­
ing the $50,000 amount in the case of members o f an affiliated group which join 
in filing a consolidated return, all such members shall be treated as though they 
were a single member. Thus, in determining the limitation on the cost o f used section 
38 property which m ay be taken into account by the group filing the consolidated 
return, the apportionment provided in subparagraph (1 ) (i i ) o f this paragraph shall 
be made by using the aggregate cost o f such property placed in Service by all 
members o f the group filing the consolidated return. I f  all members o f tho affiliated 
group join in Sling a consolidated return, the group m ay select the items to be taken 
into account to the extent o f an aggregate cost o f $50,000; i f  sorno members of the 
affiliated group do not join in filing the consolidated return, then the members of 
tho group which join in filing the consolidated return may select the items to be 
taken into account to the extent o? the amount apportioned to such members under 
subparagraph (1 ) ( i i )  of his paragraph.

(8 ) Examples. This paragraph may be illustrated by the follow ing examples:

Example (1 ). ( i )  P, a domestic coiporation, files an income tax return fo r  its 
taxable year ending June 30,1933, during which year it places In service used section 
38 property w ith a cost of $100,000. On June 30, 1983, P  owns 51 percent o f the 
outstanding stock o f S, also a domestic corporation. S files a separate Income tax 
return on the basis o f a fiscal year ending July 31, 1963, during which year it  places 
In service used section 3S property w ith a  cost o f $150,000. The membership of the 
affiliated group is ascertained as o f the dose o f June 30, 1953, tha last day o f the 
taxable year o f the common parent, P. On that day the affiliated group consists of 
P  and S.

( i i )  The cost o f used section 38 property taken into accoimt by P  fo r its taxable 
year ending June 30, 1863, may not exceed $20,000, that is, an amount which hears 
tlic same ratio to $50,000 as the cost o f used section 38 property placed in service 
by P  fo r  its taxable year ($100,000) bears to the total cost o f used section 33 prop­
erty placed in service by all members o f the affiliated group (P  and S) for their 
taxable years containing Jiuie 30,19S3 ($250,000). Similarly, the cost o f used section 
33 property taken into account by S fo r  its taxablo year ending July 31, 1GC3, may 
not exceed $30,000. .

[2] Investment Credit (§  45-49) 5357
Reg. §1.48-8(c) (5) continued
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Example (2 ). (I) P, a domestic coiporation, flies an income tax return for its 
taxable year ending December 31, 1962, during which year it places In service used 
section 38 property costing §100,000. On December 31, .1962, P  owns all the out­
standing stock of S, a domestic coiporation which flies a separate incomo tax return 
for'tho  fiscal year ending September 30, 1963. P  receives no extension of time for 
filing its return duo March 15, 1963. Since the taxable year of S within which falls 
December 31, 1062 (the last day o f P 's taxable year) ends later than February 14, 
1963 (the 30th day preceding the date on which P ’s return is due), S estimates the 
cost o f used section 38 property which w ill be placed in service during Its year. 
On the basis o f the facts and circumstances known as o f the time o f the estimate, 
S estimates that it  w ill place In service during such year used section 38 property 
costing $150,000. ■ ' •

‘ * . •
( i i )  Tho cost o f used section 38 property taken Into accc rit by P  and S for 

their respective taxablo years m ay not exceed ' •

( $100,00
----------

$250,00

and •. ..
/$1E0,000

$30,0001 ------------- X
• \ $250,000

its taxable year used section 3S property costing more or less than $150,000, its 
income tax return fo r  the year ending September 30, 1963, may reflect an amended 
apportionment o f the $50,000 limitation based upon the cost o f used section 38 
property actually placed in service by the group, provided that P  files an amended 
return to reflect the amended apportionment. For example, i f  S places In service 
used section 3S property costing $200,000, the ccst o f . used section 33 property- 
taken into accoimt by P  and S fo r their respective taxable years could not exceed

( $100,000
------------X  $50,000

$300,000

and

( $200,000 \
 X  $50,000 j , respectively, uuder an amended apportionment.

$300,000 ’ J ■

5 9 7 2 j  R eg u la tio n .— T h e  R e g u la tio n  b e lo w  d oes n o t reflect  
th e  ch a n g e s  m ade b y  P .L . S9-S00, ll-S -6 6 , P .L . 90-26, 6-13-67, and th e  ’69  
T a x  R efo rm  A c t in Sec. 4S ex p la in ed  a t  5929 and  5993.

Reg. §1.48-4 (TD  C731, filed 5-7-64; amended by TD  6S3S, filed 7-19-65; TD  6953, 
filed 4-22-68.) Election o f lessor o f new section S8 property to treat lessee as 
purchaser. , .

(a ) In  general. Under section 43(d), a lessor o f property may elect to treat 
the lessee o f such property as having purchased such property fo r purposes o f the 
credit allowed by section 38 i f  the follow ing conditions arc satisfied:

(1 ) The property must be "section 3S property" in tho hands o f tho lessor; 
that Is, it  must be property with respect to  which depreciation (o r amortization

595S ’ Credits Against Tax [23
Reg'. §1.48-3(0) (8) continued . . *r;': " ’ •
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$50,000 1 , respectively. I f  S actually places in service during
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In lieu o f depreciation) is allowable to the lessor, it  must have a useful life  of 4 
y ew s  or, more in his hands, and in every other respect it  must meet the require­
ments o f 81.43-1. Thus, for example, property’ leased by a municipality to a tax­
payer fo r  uso in what is commonly Iinovm as an “ industrial park" is not eligible 
for the election since, under paragraph (k ) o f § 1.4S-1, property used hy a govern­
mental unit Is not section 30 property. In addition, property used fcy the lessee 
predominantly outside the United States is not eligible fo r  the election since, under 
paragraph (g) o f § 1.43-1, such property Is not section S3 property. F or purposes 
o f thi3 subparagraph, i f  the lessor is an estate or trust, depreciation (o r amortiza­
tion in lieu o f depreciation) w ill he. considered allowable to the estate or trust 
even, i f  i t  is apportioned to the beneficiaries or other persons.

(2 ) The property must he "new section S3 property" (within the meaning of 
' 8 1.48-2) in  tho hands o f the lessor; that is, either ( i )  construction, reconstruction,
or erection o f tho property must be completed hy the lessor a fter December 81, 
1931, or ( I i )  tho property must bo acquired by the lessor a fter December 31, 1051, 
and tho original use o f such property must commence with the lessor and after 
such date. See paragraph (b ) of this section fo r  the application o f the rules relat­
ing to  “ original use”  in the case o f leased property.

(8 ) The property would constitute “new sec tick 33 property”  to the lessee 1? 
GUcli lessee had actually purchased the property. Thus, th6 election is not available 
i f  the lessee is not the original user o f the property. See paragraph (b ) o f this 
section fo r  the application o f the rules relating to “original use”  in tiro caso of 
leased propc-rty. Sea paragraph (d ) o f tills a action fo r  the determination o f the 
estimated useful lifo  o f leased property in the hands o f the lessee. •

(4 ) A  statement o f election to treat the lessee as a purchaser hr.3 been filed 
In the manner and within the time provided in paragraph ( f )  or (g )  o f tills section.

(5 ) The lessor is not a j. .son referred to in section 46 (a ), that is, a mutual 
savings bank, cooperative ban*, or domestic building and loan association to which 
Bection 503 applies; a  regulated investment company or real estate investment

’ fcru3t subject to taxation under subchapter 21, chapter 1 o f the Code; or a  coopera­
tive organization described in section 1331(a).

(3 ) In  the cEse o f property possession o f which is transferred by a lessor to 
a lessee before February 26, 1SG4, the lessor and lessee do not join in  filing a con­
solidated income tax return fo r a period which includes the date on which possession 
o f such property is transferred to tho lessee.

The election may be made on a  property-by-propcriy basis or a  general election 
m ay bo made with respect to  each'taxable year o f  a  particular lenses. I f  tho con­
ditions o f this paragraph have been met, tho lessee shall he treated as though he 
were the actual owner o f the property fo r  purposes o f the credit allowed by section 
38. Thus, the le3seo shall he entitled to tho credit allowed by section 33 with 
respect to such property for the taxable year in which lie places such property in 
service, and the lessor shall not be entitled to a  credit allowed hy section SS with 
respect to such property. Moreover, i f  tho leased property is disposed o f by tho 
lessee, o r  i f  i t  otherwise ceases, to be section S3 property in his hands, the property 
w ill be subject to the provisions o f section 47 (relating to early dispositions, etc.")

(b ) Original use. For purposes o f this section only, the lessor and the lessee 
may both bo considered as the original users o f an item o f leased property. Tho 
determination o f whether the lessor qualifies as the original user o f leased property 
chall bo made under paragraph (b ) (7 ) o f § 1.48-2. The determination o f whether 
tiro lessee qualifies as the original user o f leased property shall be made, under 
paragraph (b ) (7 )  o f §1.43-2, aa I?, the lessee actually purchased the property. 
Thus, the lessee would not be considered tho original user o f tho property i f  it  has 
been previously used by the lessor or another person, or i f  it  is reconstructed, re-

[1] Investment Credit (§4G-49—  fl 5939 et seq.) 5SS9
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built, or. reconditioned property. However, the lessee would be considered tho 
original user i f  lie is the first person to use the property for, its intended function. 
Thus, the fact that the lessor may have, fo r  example, tested, stored, or attempted 
to  lease the property to other persons w ill not preclude the lessee from  being con­
sidered the original user. > • \ '•

(c ) Knsls of leased, property— (1) General rule. I f  a  valid election is made 
under this section, the amount o f qualified investment under section 43 (c ) with 
respect to tho leased property shall bo determined by.itsicrerice to the basis o f suoh 
property in the hands o f the lessee a3 determined under subparagraph (2 ) or (3 ) o f 
this paragraph, whichever Is applicable.

( « )  Property transferred before February 23, 1034. (1) In  the case o f leased 
property possession o f which 13 transferred to the lessee before February' 26, 1064, 
unless subdivision (11) o f this subparagraph applies, the basis o f the property In 
tho lianas o f the lessee shall bo the basis o f the property in the bands o f the lessor.

(11) I f  the property was constructed by the lessor (o r by a corporation which 
controls or Is controlled by the lessor within the meaning o f section 363 (c )), the 
basis o f the property in  the hands o f tho lessee shall be an amount equal to the 
fa ir  market value o f such property on the dale possession Is transferred to the 
lessee. The term  "constructed” shall be given its commonly accepted meaning, 
that is, to build, manufacture, or erect something which did not theretofore exist. 
Thus, reconstruction, rebuilding, or reconditioning does not constitute "construc­
tion” . However, it  is not.necessary that tho materials used in construction be 
new in use.

(3 ) Property transferred a fter February 23, 1961. ( i )  In  the case o f leased 
property possession o f  which Is transferred to the lessee a fter February 25, 1934, 
unless subdivision ( i i )  o f this subparagraph applies, the basis o f the property in 
the hands o f the lessee shall be an amoimt equal to the fa ir  market value o f such 
property on the date possession is transferred to the lessee.

(i i )  I f  the property is leased by a corporation which is a member o f an affili­
ated grcup (within the meaning o f paragraph ( f )  (5 ) o f  § 1.43-1) to  another cor­
poration which is a member o f the same affiliated group on the date possession of 
tho property is transferred to the lessee, the basis-of the property in the hands o f 
the lessee shall be the .basis o f the pi'operty in the hands o f the lessor.

(d ) Estimated useful life  o f leased property. The estimated useful life  to the 
lessee o f property subject to the election shall he deemed to be the estimated useful 
lifo  in the hands o f trie lessor fo r purposes o f computing depreciation, regardless 
o f the term o f the lease. The lessor shall determine the estimated useful life  of 
each leased property on an individual basis even though multiple asset accounts 
(including guideline class accounts described In Revenue Procedure 62-21) arc used.

However, in the case o f assets similar in kind contained in a multiple asset 
accoiuit, tho lessor shall assign to each o f such assets the average useful lifo  of 
sucli assets used in computing depreciation. Thus, fo r  example, i f  during a taxable 
year a  lessor leases 10 similar trucks with an averago estimated useful life  for 
depreciation purposes o f 7 years, based on an estimated range o f 6 to 8 years, he 
must assign a useful life  o f  7 years to each o f the 10 trucks.

(o ) L  essor itself a  lessee. I f  the lessor o f property is itself a  lessee who is 
treated, under tiiis section, as having purchased such property, aud such sublessor 
makes a valid election under this section to treat the sublc~:?e as a. purchaser, then 
tho basis and estimated useful life  o f such property in tho hands pf the sublessee 
shall be determined under paragraphs (c ) and (d ) o f this section as i f  the original 
lessor had leased the property directly to the sublessee on the date possession of

5S30 ' Credits Against Tax • £*]
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the property is transferred to the sublessee. Thus, fo r  example, i f  on March 1, 
19G4, corporation X. leases property to corporation Y , which in turn subleases the 
property to individual A  (who is the first person to use the property fo r  its intended 
function), and i f  both X  and Y  make valid elections under thi3 Bectlon, the basis 
o f the property to A  is equal to Its fa ir  m arket value on the date on which posses­
sion is transferred from  Y  to A  (regardless o f whether X  and Y  are members of 
the same affiliated group), and its estimated useful life  to A  Is the estimated useful 
lifo in the hands o f X. - ' : .

( f )  Property-by-property election— (1) Manner o f making election. The elec­
tion o f a lessor w ith respect to a particular property (o r properties) shall be made 
by filing a  statement w ith the lessee, signed by  the lessor and including the written 
consent o f the lessee, containing the follow ing information: '

(1) The name, address, and taxpayer account number o f the lessor and the 
lessee;

( i i )  The district director’s office- w ith which the income tax  returns o f the 
lessor and the lessee are filed;

( ii i )  A  description o f each property w ith respect to which the election is being 
made; -

( iv )  The date on which possession o f the property (o r properties) is transferred 
to the lessee; * . . .

(v )  The estimated useful life  category o f the property (o r properties) in the 
hands o f the lessor, that is, 4 years or more but les3 than 6 years, 6 years o r more 
but less than 8 years, or 8 years or more;.except that, in the case o f property pos­
session o f which is transferred to the lessee before January 1, 1964, the lessor may, 
a t his option, use the estimated useful life  o f the property (or properties) in  the 
hands o f the lessor expressed in terms o f years;

(v i )  The basis o f the leased property in the hands o f the lessee (o r sublessee) 
as determined under paragraph (c ) o f this section; and

(v ii )  I f  the lessor is itself a lessee, the name, address, and taxpayer account 
number o f the original lessor, and the district director’s  office w ith which the income 
tax return o f such original lessor is filed.

(2 ) T im e fo r mailing election. The statement referred to in subparagraph (1) 
of this paragraph shall be filed with the lessee on or before thel 'd:to date (including 
any extensions of time) of the lessee’s return for lessee’s taxable year during which 
possession o f the property is transferred to the lessee, or on or before July 15, 1954, 
whichever is later. .

(8 ) Election is irrevocable. An  election under this paragraph shall be Irrevo­
cable as o f  the time the statement referred to  in  subparagraph (1 ) o f tills para­
graph is filed w ith the lessee.

( g )  General election— (1 ) In  general. In  lieu o f making elections on a  prop­
erty-by-property basis in the manner and tim e prescribed in paragraph ( f )  o f this 
section, a lessor may, w ith respect' to  a particular taxable year o f a particular 
lessee, make a general election to treat such lessee as having purchased all prop­
erties possession o f which is transferred under lease by the lessor to the lessee 
during such taxable year o f the lessee.

(2)- Manner and time fo r  making general election. The general election o f a 
lessor w ith rospeet to  a taxable year o f a lessee shall be made by  Sling a statement

Il'ootuoto f  P97:>2 Hatter in italics added by TD G85?., which struck cat:
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with the lessee, signed by the lessor and including the written consent o f the lessee, 
on or before the2 due date (including any extensions of time) of tho lessees return 
for such■ tao;able year, or on or before July 15,1964, whichever is later. Such, state­
ment .of general election shall contain: .

■ (1) . The name, address, and taxpayer account number o f the lessor and the 
lessee; , • : '

(11) The taxable year o f the lessee w ith respect to  which such general election 
is made;. . • r

(iii) . The district director’s office w ith which the income tax returns o f the 
lessor and the lessee are filed; . ‘

(Iv ) I f  the lessor is Itself a  lessee, the name, address, and taxpayer account 
number o f the original lessor, and the district director’s office w ith  which the in­
come tax return o f sueli original lessor is filed.' . V  . ,

(S) Election Is irrevocable. A  general election under this paragraph shall be 
irrevocable as o f the time the statement referred to in subparagraph (2 ) o f this 
paragraph is filed with the lessee and shall be binding oh the lessor and the lessee 
fo r the entire taxable year o f the lessee w ith respect to  which such general election 
is made. . •

(4 ) Information requirement. I f  a lessor, w ith respect to  a taxable year o f  a 
lessee, makes a general election under this paragraph, such lessor s ta ll provide 
such lessee, on or before the2 due date (including any extensions of time) of the 
lessee’s return for such taxable year, or . on or before July lo , 1964, whichever is 
later, w ith a  statement (or statements) containing the information required by para­
graph ( f ) ( 1 )  (iii), (iv ),  (v ) ,  and (v i)  o f this section w ith respect to  all properties 
possession o f which is transferred under lease by the lessor to the lessee during such 
taxable year. ■

(h ) Signature. The statement referred to in paragraph ( f )  (1 ) or (g )  (2 ) o f 
thi3 section shall not be valid unless signed by both the lessor and tho lessee. The

’ signature o f the lessee shall constitute the consent o f the lessee to the election. The 
statement shall be signed by the taxpayer or a duly authorized agent o f the tax­
payer. F o r purposes o f  this section, a facsimile signature m ay be used in lieu o f a 
Bignature manually executed and, i f  used, shall be as binding as a signature manu­
ally executed, . . 1 . * •

( i )  [I-eservsC] . • .

( j )  Record requirements. The lessor and the lessee shall keep as a  part o f their . 
records the statement referred to in paragraph ( f )  (1 ), or the statements referred 
to In paragraphs (g )  (2) and .(g ) (4), o f tills, section. The lessor shall attacli to his 
income tax return a  summary statement o f all .property leased during his taxable 
year with respect to which an election is made. However, i f  the due date o f the 
return (including extensions o f  tim e) is before July 15, 1034, the summary state­
ment may bo filed on or before slick date w ith the district director w ith whom the 
return lias been filed. Such summary statement shall contain the follow ing informa­
tion: (1 ) Tho name, address, and taxpayer account number o f the lessor; and (2 ) 
In numerical account number order, each lessee’s account number, name, and ad­
dress,’ the estimated useful life  categeorv o f the property (or, i f  applicable, the 
estimated useful life  expressed in years), and the basis or fa ir  market value o f the 
property, whichever is applicable, .

[Footnote 5 P9"8 continued;! . • ‘
(2) ” 60th day after the first transfer under lease (during such year) to the lessee of 

possession of property eligible for tho' general election unucr subparagraph (1) of th is 
paragraph”
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Reg. §1.48-4 continued ’ . • '
' Ur) Adjustment o l rental deductions— (1 ) In general. T lio rule3 o f this para­

graph apply only to section 38 property placed In service before January 3, 1984, 
and with respect to  any such property only fo r  taxable years o f a lessee beginning 
beforo January 3, 1004. I f  a  lessor makes a  valid election under this section with 
respect to  property placed in service by the lessee before January 1, 1964, section 
4 8 (g ) and § 1.48-7 (relating to adjustments to.basls o f property) shall not apply 
to the lessor with respect to  such property. Thus, tho lessor is not required to 
reduce under section 4 8 (g )(1 ) the basis o f such property. However, i f  such an 
election is made, the deductions otherwise allowable under section 102 to  the lessee 
fo r  amoiints paid or accrued to tho lessor under the lease shall be adjusted in  the 
manner provided in this paragraph. F o r special adjustment fo r  taxable years 
beginning a fter December 31, 1063, see paragraph (m ) o f tills section.

. (2 ) Doorcaso in rental dedncflon. ( i )  Tho deductions otherwise allowable under 
section 162 to  the lessee fo r amounts paid or accrued to the lessor under the lease 
with respect to leased property placed In service before January 1, 1904, shall be 
decreased under subdivision (l i )  or (lit ) o f this subparagraph, whichever i3 appli­
cable, by an amount determined by reference to  tho credit earned on the leased 
property. The "credit earned" on the leased property is determined by multiplying 
the qualified Investment (as defined In seotton 4 3 (c )) w ith respect to such property 
by 7 percent. Thus, the credit earned (and the decrease in deductions) is determined 
without regard to tho limitation based on tax which, under section 4 6 (a )(2 ), may 
lim it the amount o f  the credit tho lessee m ay take into account in any one year. .

( i i )  I f ,  in the case o f property placed in  service before January 1, 10o4, the 
lessor, under paragraph ( f )  ( l ) - (v )  o f thi3 section, supplies the lessee with the useful 
life  o f  such p roperty  expressed in years, then fo r each taxable year beginning 
before January 1, 1964, any part o f which fe lls  within a period beginning w ith  ths 
month in which tho leased property is placed in service by the lessee and ending 
w ith the close o f the estimated useful life  o f  such property (cs determined under 
paragraph (d). o f tills section), the lessee shall decrease the deduction otherwise 
allowable under section 162 fo r  each such taxable year w ith respect to such prop­
erty, The decrease fo r  each ouch taxable year shall bo equal to  (a )  the credit 
earned, divided by (b ) tho estimated useful life  o f tho property (expressed in 
months), multiplied by (c )  the number o f calendar months in which the leased 
property was held by the lessee daring such taxable year. Thus, i f  leased property 
w ith a basis o f 35-7,000 in the hands o f a calendar-year lessee, and with an estimated 
useful life  o f 10 years, is placed in service by the lessee.on July 15,1033, the lessee 
must decrease his section 162 deduction with respect to the leased property fo r  the 
taxable yix.v 1833 by $34.50 ($1,800 credit earned, divided by 120, multiplied by G).

( i l i )  I f ,  in tho case o f property placed in service before January 1, 1934, the 
lessor, under paragraph ( f ) ( 1 )  (v )  o f  this section, supplies tho lessee w ith the 
useful life  category o f such property, then fo r  each taxablo year beginning before 
January 1,1064, during r. period equal to the shortest life  o f  the useful lifo  category 
used by the lessee in computing qualified investment under section 4S(c) with respect 
to the leased property, the lessee shall decrease the deduction otherwise allowable 
under section 132 fo r such taxable year with respect to such property. The decrease 
fo r  each such taxable year shall be equal to  the credit earned divided by ouch 
shortest life, that is, 4, C, or 8. Such decreases shall hegin with the taxable, year 
during which tho lessee places the property in service. Thus, i f  leased property with 
a  basis o f $30,000 to the lessee, and an estimated useful life  fa llin g  within the 4 years 
or more but less than 6 years useful life  category, is placed In. service by the lessee 
within the lessee’s taxable year ending December 3 1 ,19S2, the lessee must decrease 
his section 162 deduction w ith roso-ct to the leased property fo r each o f the taxable 
years 1333 and 1233 by $375 ($700 credit earned divided by 4 ).

t l ]  • Investment Credit (§  46-49 — ft 5939 et seq.) 5963

■Prentlce-Hall, Inc.—Fed. Tax ' R e g .  § 1 . 4 8 - 4  < 1 5 9 7 2



Reg. §1 .48-4 (k )(2 ) continued • . • •

(Iv ) To  tho extent that a  required decrease, under subdivision (l i )  or ( i l l )  of 
this subparagraph, its not taken into account fo r  any taxablo year beginning before 
January 1, 36 34, because the deduction other wtso allowable under section 102 for 
such, taxable year with respect to  tho leased property is less than the required 
decrease fo r  such taxable year, then tho balance o f the required decrease not taken 
Into account fo r  such,taxable year shall decrease the amount otherwise allowable 
e3 a deduction under section 162 with respect to  such property fo r  che next succeed­
ing taxable year (o r  years) beginning before January 1, 1984, i f  any, fo r which a 
deduction is allowable with respect to such property. Thus, i f  tho required decrease 
with respect to leased property is $200 fo r  1S62 but tho lessee’s deduction otherwise 
allowable under section 162 fo r  such taxable year with respect to suoh property la 
only $60, tbe balance o f $160 must' be applied in 1363 to decrease the deduction 
otherwise allowable to the lessee with respect to the leased property for such taxablo 
year. .

( v )  See paragraph (b ) o f  51.48-7 fo r  reduction o f basis in the case o f an actual 
purchase o f leased property by a lessee (in  a taxable year o f such lessee beginning 
before January 1,1964) who has been treated as a  purchaser o f such property under 
this section. . .

(8 ) Increase in rental deductions on account o f early disposition, otc. ( i )  If, 
as a result o f an early disposition, etc., in a taxable year beginning before January 
1, 19G4, with respect to leased property placed in service before such date, the 
lessee’s tax is increased under .section 47 (a )(1 ) or (2 ), or an adjustment in a 
carryback or carryover is made under section 47 (a ) (3 ) by red.uction o f an unused 
credit, the rental deduction ( i f  any) otherwise allowable under section 162 to. such 
lessee fo r  amounts paid or accrued to the lessor under the lease w ith respect to 
such property shall be increased in an amount equal to the total decreases previously 
mada in tho lessee's rental deductions under subparagraph (2) o f this paragraph.

( i i )  Except a3 provided in subdivision (ili) o f this subparagraph, the Increase 
in rental deductions described in subdivision ( i )  o f this subparagraph shall be taken 
into account as an increase in rental deductions otherwise allowable under section 
162 fo r the taxable year in which the early disposition, etc., occurred.

(il i ) I f ,  a fter the event which caused section 4 7 (a )(1 ), (2 ), or (S ) to apply, the 
lessee continues the use o f the property in a trade or business or in the production 
o f income, the increase in rental deductions described in subdivision ( i )  o f this 
subparagraph shall be taken into account ratably over the remaining portion o f tha 
useful lifo o f the property which was used in making tha decreases in rental 
deductions w ith respect to the property under subparagraph (2) o f this paragraph.

(iv ) I f  subdivision (ii i )  o f this subparagraph applies, and if, prior to the 
expiration o f the useful life o? the property used in mailing the decreases in rental 
deductions, the leaso is'term inated other than by  actual purchase o f the property 
by the lessee, any increase in rental deductions not previously taken into account 
shall be taken into account as ax'increase in rental deductions fo r the taxable yean 
in which the lease is terminated. In  the case o f an actual purchase o f the property 
by tho lessee, sec paragraph (c ) o f § 1.43-7.

. (1) Examples. The provlsior.3 o f this section may be illustrated by the following
examples: •

Example ( I ) .  X  Corporation Is engaged in the business o f manufacturing and 
leasing new and reconstructed equipment which in its hands has an estimated useful 
life  o f 12 years, A fte r  December 31, 1801, X. Corporation constructs machine no. 3 
at a, .cost o f $20,000 and reconstructs machine no. 2 at a cost o f $6,030. On I'chiu-

5364 • Credits Against Tax [1]
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ary 10, 19S2, Y  Corporation, a calendar-ycar taxpayer, leases both machines from 
X  Corporation and places them in service.' Tho fa ir  market value o f maclvluo 
no. 1 on the date on which possession is transferred to  Y  is $25,200. 2Iachine no, 1 
would qualify as new section 38 property in Y 's  hands i f  it  had been purchased by 
Y. I f  X  elects to treat Y  as tho purchaser o f macliine no. 1, under paragraph (c ) 
(2 ) ( i l )  o f this section such machine w ill have a basis o f $25,200 in Y 's  hands. 
Under paragraph ( f )  (1 ) ( v )  o f thi3 section, X  supplies Y  with an estimated useful 
life o f 12 years (expressed in years rather than useful life  category) w ith  respect 
to machine no. 1 fo r  purposes o f determining Y 's  qualitled investment. Y ’s credit 
earned w ith respect to the property is $1,764 (7 percent o f $25,200). Under para­
graph (k ) (2 ) ( i l )  o f this section, Y ’s deduction attributable to the leased property 
fo r 1932 w ill be decreased by $134l75 (credit earned o f $1,764, divided hy 144, 
multiplied by 11), and fo r 1983 such deduction w ill bo decreased by $147 ^$1,764, 
divided by 144, multiplied by 12). The election is not available w ith respect to 
machine no. 2 since a. reconstructed machine would not constitute new  section 38 
property i f  Y  had purchased it. In  such case, while X  cannot make the election, to 
treat Y  as a purchaser, X  would be entitled to  a  credit under section SS based on 
Its expenditure o f  $5,000 as an investment in new section 33 property, since ouch 
amount represents cost o f reconstruction a fter December 31, 1961.

Example (2 ). Assume the same fcct3 as in example (1 ) except that under para­
graph ( f )  (1 ) (v )  o f this section, X  supplies Y  w ith an estimated useful life  cate­
gory o f C years o r more (rather than an estimated useful life  expressed in years) 
with respect to machine 110. 1 fo r purposes o f determining Y 's  qualified investment. 
Under paragraph (k ) (2 ) (iii) o f this section, Y ’s deduction attributable to  the 
leased property w ill be decreased by $220.50 (credit earned o f $1,764, divided by 8). 
for each o f  its taxable years 1962 and 1903. .

.. Examplo (3 ). Assume the same facts as in example (1 ) except that the lesseo 
disposes o f his interest in the lease on January 1, 1903, and that thero If: an Increase 
hi Y ’s tax  fo r 1963 under section 4 7 (a )(1 ) in tho amount o f $1,764. .Under para­
graph (k ) (2 ) o f this section, Y ’s deductions attributable to the leased property 
are decreased only in 1962, and the amount o f such decrease is $134.75. In  1963 
thero shall be an increase o f $134.75 in the deductions otherwise allowable under 
section 162 fo r  such taxable year w ith respect to the leased property.

Examplo (4 ). Assume the same facts as in examplo (1 ) except that during the 
year 1933 the property was used by Y  predominantly outside tha United States 
within the meaning o f paragraph (g )  o f §1.48-1, and thereafter was used in Y ’s 
trade or business. Under paragraph (k ) (3 ) o f this section, the increase o f $134,75 
described in example (3 ) is taken into account ratably as an increase in rental 
deductions 'otherwise allowable under section 162 in tho amount o f $12.25 ($134.75 
divided by 11 years) fo r 10C3 and each o f the 10 succeeding years.

(m ) Increaso iu rental deductions on account o f section 203(a) (2 ) (S )  o f tho R ev­
enue A c t  c f 1961— (1) In  general. (1) Under section 203(a) (2 ) (B ) of the Revenue 
A c t o f 1964, if, fo r  any taxablo year of a lessee beginning before January 1, 1964, 
the rental deductions otherwise allowable under section 162 to such lessee fo r 
amounts paid or accrued to the lessor under the lease with respect to  leased property 
placed in service before January 1, 1964, wevo decreased under paragraph (k ) (2 )  
o f tills section, such rental deductions shall be increased. ,

( i i )  Tho increaso in rental deductions described in subdivision ( i )  o f this sub­
paragraph shall be in an amount equal, to tho total decreases in the lessee's rental 
deductions previously made under paragraph (k ) (2 ) o f this section less any increases 
in rental deductions made under paragraph (k ) (3 ) o f this section.

(il i ) Except as provided in subdivision (lv ) of this subparagraph, the increaso 
in rental deductions described in subdivision (I )  o f tills subparagraph shall be taken

F - n  F e d .  T a s — L A T E S T  D E V E L O P M E N T S ,  S H  p .  6 1 , 5 0 1  . * R e g ,  §  1 / 1 2 * 4  < 1 5 9 7 2
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Into account ratably over the remaining portion of the useful life o f tho property 
commencing with tho first clay of tao first taxable year beginning after December 
81, 1063. For this purpose, the useful life  of the property shall bo tho useful life  used 
In making the decreases in rental deduction?' w ith rc-spoct to tho property under 
paragraph (3c) (S) o f this section. • . . 1
I ( iv )  I f  the lease is terminated other than by the lessee’s actual purchase o f the 

property during a taxablo year beginning after December 31, 1903, and before tho 
end o f tho remaining useful life  o f the property used in making the decreases in 
rental deductions, the amount o f the Increase in rental deductions described in 
subdivision (1) o f this subparagraph and not previously taker, into account shall 
be allowed as a  deduction fo r  the taxable year in which such termination occurs.
, (v )  The rental deductions w ith respect to any section 36 property are not to l  o 

increased under this paragraph i f  the lessee dies in a taxable year beginning befo re 
January 1,1931. . ' ■' . ' .

' (vi). The increase in rental deductions described in subdivision ( i )  o f this sue-
paragraph shall ordinarily be taken into account by the lessee treated as th8 pur­
chaser, that is, the lessee entitled to the credit. However, i f  the property under tin  
lease Is transferred by the lessee to a successor lessee in a transaction described in 
section 47 (b ) (other than a transfer by reason o f death) under which the successor 
lessee assumes the lessee’s obligations under tho lease, such increaso in rental de­
ductions shull be trdcen into account by the successor lessee in the'manner prescribed 
in this paragraph. - .

(2 ) Examples. The operation of this paragraph m ay be illustrated by the follow­
ing examples:

Exam plo (1 ). (a ) X  Corporation acquired on January 1, 1932, mi item o f new 
section 38 property with a  basis of §24,000 and with a useful life  to tho lessor o f 3.0 ’ 
years. Y  Corporation, which mokes its returns on the basis o f a calendar year, 
leased such property from  X  Corporation and placed it  in service on January 2 ,19C-2. 
Under this section, X  Corporation made a valid election to treat Y  Corporation as 
having purchased such property for purposes o f the credit allowed by section 3S 
and supplied the lessee w ith Information that the property had a useful life o f 10 
years. The amount o f the credit earned with respect to such property was §1,(180 
(7 percent o f §24,000). For each o f the taxable year's 19G2 and 1983, Y  Corporation 
decreased, under paragraph (k ) (2 ) o f this section, its deductions otherwise allowable 
under section 162 with respect to such property by §16S (§1,630 multiplied by 
12/120).

(b ) F o r  each o f the taxable years 1964 through 1971, Y  Corporation increases 
its deductions otherwise allowable under section 162 fo r  amounts paid to X  Coipora­
tion under the lease by §-12 (§336 (that is, §168 multiplied by  2) divided by  the 
remaining useful life  o f 8 years). ■ •

Examplo (2 ). (a ) The facts are the same as In examplo (1 ) except that the 
lease is terminated on January 3, 1935.

(b ) F o r  tire taxable year’ 1964, Y  Corporation increases its deductions otherwise 
allowable under section 162 by §42.

(c )  F o r  the taxable year 1965, Y  Coiporation increases' its deductions othorwiso 
allowable under section 162 fo r the portion of the increase which had not been taken 
into account as o f tho time of the termination o f the lease. Thus, the amount o f such 
Increase fo r  the taxable year 1906 is §294 (§336 minus §42).

O —-p £li 59733 Eeg. §1.43-5 (TD  G731, filed 5-7-64; amended by TD  0931, filed 
10-9-’67.) E lecting small business corporations.

(a )  In  general. (1 ) In  the case of an electing small business corporation (as 
defined in section 1371(b)), tho basis of "new section 38 property ' end the cost of
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“ used section 38 property” plated In service during the taxable year shall bo 
apportioned pro rata among tho persons who are shareholders of. such corporation 
on the last day o f such corporation’s taxable year. Section 33 property shall not 
(by reason o f such apportionment) lose its character as new section 38 property 
or used section 38 property, as the cp-sg. may be. Tho estimated useful lifo  o f such 
property in tho bands o f a  shareholder shall be deemed to be the estimated useful 
lifo  o f Such property in the hands or tho electing small business corporation. The 
bases o f a ll new section 38 properties which have a useful life  falling within a 
particular useful lifo  category shall be aggregated; likewise, the cost o f all u3od 
section 38 properties which have a useful lifo  fa lling within a particular useful life  
category shall be aggregated. Tho total bases o f new section S3 properties within 
each useful life  category and the total cost o f used section 38 properties within 
each useful life  category shall be apportioned separately. Tho useful life  categories 
are: (1) 4 years or mpra but less than 6 yeai’3; ( i l )  C years or more but less than 
8 years; and (i l i )  8 years or more. There shall be apportioned to each person who 
la a shareholder o f the electing small busines corporation on the last day o f tha 

. taxable year o f such corporation, fo r  his taxable year In which or with which the ■ 
taxable year o f such corporation ends, his pro rata share o f the total bases o f new 
section 38 properties within each useful life  category, end his pro rata share o f tho 

.total cost o f used section 3S properties witliin each useful life  category. In  deter­
mining who are shareholders o f an electing small business corporation on the last 
day o f its taxable year, the rules o f paragraph (cl) (1 ) o f § 1.1371-1 and o f para­
graph (a ) (2 ) o f 5 1.1373-1 shall apply.

(2 ) The total cost o f  used section 30 property that may be apportioned by an 
electing small business corporation to its shareholders fo r  any taxable year o f 
such corporation shall not exceed §50,000. I f  the total co3t o f used section 38 prop­
erty placed in service during the taxable year by the electing small business cor­
poration exceeds §50,000, such corporation must select, under paragraph (c ) (4 ) o f 
§ 1.48-3, the used section 38 property the cost o f which 13 to bo apportioned to  Its 
shareholders. • ' •

(8 ) A  shareholder to whom the basis (or cost) o f section 38 property is appor­
tioned shall, fo r purposes of the credit allowed by section 38, be treated as the tax­
payer w ith respect to such property. Thus, the total cost o f used section 38 prop­
erty apportioned to  him by the electing small business corporation must be taken 
into account as cost o f used section 38 property in determining whether the §50,000 
limitation on the cost o f  used section 88 property which m ay be taken into account 
by the shareholder in computing qualified investment fo r any taxable year is 
exceeded, I f  a shareholder takes into account in determining his qualified invest­
ment any portion o f the basis (or cost) o f section 38 property placed in service by an 
electing small business corporation and i f  such property subsequently is disposed 
o f or otherwise ceases to be section 3S property in the hand3 o f tho corporation, 
such shareholder shall be subject to the provisions o f section 47. See § lJft-h.

(b ) Summary statement. A n  electing small business coiporation shall attach 
to its return a statement showing the apportionment to each shareholder o f the 
total bases o f now, and the total cost o f used, section 38 properties within each 
useful life  category.

(c ) Example. T ills section may be illustrated by  the follow ing example:

Example, ( i )  X  Corporation, an electing small business corporation which makes 
Its return on tho basis o f the calendar year, acquires and places in service on 
June 1, 1932, three new assets which qualify as new section 38 property and three

' El’ootnoto ri C07C3 Hatter In added by TD 0931.

[1] # Investment Credit (§ 45-49 —  5939 et seq.) 5987
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used assets which qualify as used section 38 property. The basis o f each new, and 
the cost o f each used, section 33. property and the estimated useful l i fe  o f each 
property arc as follows: ' .

5963 * Credits Against Tax 123
Reg. §J.4S-5(c) E x a m p l e  (1) continued ’

Basis Estimated
■ * ■ * ’ ‘ _ ’ , . (or useful

• cost) life

Asset No. 1 (new ) . . . , 4 year3

Asset No. 2 (new ) . . . 4 years

Asset No. 3 (new ) . .. 8 years
Asset No. 4 (used) . . 6 years
Asset No. 5 (used) .. 6 years
Asset No. 6 (used). .. 8 years

On December 31,1962, X  Corporation has 10 shares of stock outstanding which ore 
owned as follows: A  owns 3 shares, B  owns 2 shares, and C owns 5 shares.

(i i )  Under this section, the total bases o f the new, and the total cost o f the 
used,_ section 38 properties are apportioned to tire shareholders o f X  Coiporation 
as follows:

New — New— 8 Used— Used— 8
4 to o years or 6 to 8 years or

Useful life  category . • years more years more

Total bases or total c o s t ........ $30,000 524,000 $12,000

Shareholder A  (3/10) .............. ........ $18,000 ' $ 9,000 $ 7,200 $ 3,600
Shareholder B (2/10) .............. 0,000 4,800 2,400
Shareholder C (5/10) .............. ........ 30,000 15,000 12,000 6,000

Assume that shareholders A , B, and C did not place in service during their taxable 
years in which falls December 31,1932 (the last day o f X  Corporation's taxable year) 
any section 33 property and that such shareholders did not own any interests in 
other electing small business corporations, partnerships, estates, or trusts. Under 
section 46(c), the qualified investment o f shareholder A  is 323,400, o f shareholder B 
is 315,600, and of shareholder C is 339,000, computed as follows:

Shareholder A

Basis N ew Applicable Qualified
(o r cost) or used percentage investment

$18,000 ' (new) x  33% percent $ 6,000
9,000 (new ) x  100 percent 9,000
7,200 (used) x  GO— percent • 4,800
8,600 (used) x  100 percent 3,600

Total §23,400

Shareholder B

Basis . New Applicable * Qualified
(o r cost) or used percentage investment
$12,000 (new ,). x  331$ percent $ 4,000

6,000 ' (new) x  100 percent 6,000
4,800 (used) x  GSS-i percent 3,200

* 5 )5 9 7 3  R e = .  §  T .4 C -5  x a t j s s t  b e v x & o io u s s tx s ,  s e e  p. 01,501
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2,400 (used) x  100 percent . 2,400

Tota l I' . . ' .  • $16,600

. Shareholder C
Basip N ew  , Applicable Qualified

(o r  cost) or used*' percentage investment

$30,000 (now) x  33^ percent $10,000
16.000 (new ) x  100 percent 15,000

12.000 (used) x  66% percent 8,000
6,000 (used) • x  100 percent • 6,000

Tota l ;  $39,000

O -"’?  O  5974I3 Reg. § 1.48-6 .(TD 6731, filed 5-7-04; amended by TD  6931, filed 
10-9-67; TD  695S, filed 6-20-68.) Estates and trusts. ' •

(a ) In  gcnoral. (1 ) In the case o f an estate or trust, the basis o f "new  section 
38 property” and the cost of "used section 33 property”  placed in service during the 
taxable year shall be apportioned among the estate oV trust and its beneficiaries on 
the basis o f the income o f such estate or trust allocable to each. Section 33 property 
shall not (by reason o f such apportionment) lose its character as new section 33 
property or used section. 38 property,- as tho case may be. The estimated useful life  
o f such property in the hands o f a  beneficiary -shall be deemed to be the estimated 
useful life  of such property in the hands o f the estate or trust. The bases o f all 
new section 38 properties which have a  useful life  fa lling within a particular use­
ful life  category shall be aggregated; likewise, the cost o f all used section 3S prop­
erties which have a useful life falling within a particular useful life  category shall 
be aggregated. The total bases o f new section 3S properties within each useful life, 

.category and the total cost o f used sectiou 38 properties within each useful life 
category shall be apportioned separately. The useful life  categories are: ( i )  4 years 
or more but less than 6 years; ( i i )  6 years or more but less than 8 years; and (Iii) 
8 years or more. There shall be apportioned to the estate or trust fo r its taxable 
year, and to each beneficiary o f such estate or trust fo r  his taxable year in which 
or with which the taxable year o f such estate or trust ends, his share (as deter­
mined under paragraph (b ) o f this section) o f the total bases o f new section SS 
properties within each useful life  category, and his share o f the total cost of 
used section 33 properties within each useful life  category. .

(2 ) The total cost o f used section 38 property that may bo apportioned among 
an estate or trust and its beneficiaries fo r  any taxable year o f such estate or trust 
shall not exceed $50,090. I f  the total cost o f used section S3 property placed in serv­
ice during the taxable year by the estate or trust exceeds $50,000, such estate or 
trust must select, under paragraph (c ) (4 ) of § 1.4S-3, the used section 38 property 
the cost o f which is to be apportioned among such estate or trust and its bene- 
ficinries. . -

(8 ) A  beneficiary to  whom the basis (or cost) o f section 38 property is appor­
tioned shall, fo r  purposes o f the -credit allowed by section 38, be treated as the 
taxpayer with respect to such property. Thus, the total cost o f used section 38 
property apportioned to him by the estate or trust must be taken into account as 
cost o f used section 3S property in determining whether the $50,000 limitation on 
the cost o f used property which m ay be taken- into account by the beneficiary in 
computing qualified investment fo r any taxable year Is exceeded. I f  a beneficiary 
takes inco account in determining hjs qualified investment any portion o f the basis
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. (or cost) o f section 38 property placed in service b y  on estate or trust and i f  such 
property subsequently is disposed o f or otherwise ceases to be. section 38 property 
in the hands o f the estate or trust, such beneficiary shall be subject to tire pro­
visions o f section 47. See § 1.47-5.

(4 ) For purposes o f this section,•tire term  1‘beneficiary”  Includes heir, legatee, 
and devisee.

(5 ) I f  during tho taxable year o f an estate or trust a beneficiary’s interest in 
the income o f such estate or trust terminates, the basis (o r  cost) o f section 38 
property placed in service by such estate or trust a fter such termination shall not 
be apportioned to such beneficiary. .

(b ) Share. A  trust’s, estate’s, or beneficiary’s share o f the total bases o f new 
section 38 properties, and tho total cost o f used section 38 properties, within a  use­
ful life  category shall be—  >

(1 ) The total bases o f new (or the total cos’f  of. U30d) section 38 properties 
wliich have a useful life  fa lling within such useful lifo  category placed in servico 
In the taxable year of the estate or trust, multiplied by

(2 ) The amount o f income allocable to such estate or trust or to such beneficiary 
for such taxable year, divided by •

(S ) Tire sum o f the amounts o f income allocable to such estate o r trust and all 
Its beneficiaries taken into account under subparagraph (2 ) o f this paragraph.

(c ) Limitation based on amount o f fax. rin the case o f an estate or trust, tha 
§25,000 amount specified in section 40(a) (2 )5, relating to limitation based on amount 
o f tax, shall be reduced fo r the taxable year to—

(1 ) §2o,0003 multiplied by *

(3 ) The qualified investment with respect to tire total bases o f new section 33 
properties plus the qualified investment w ith respect to the total cost o f used 
section 38 properties, apportioned to such estate or trust under paragraph' (a ) of 
tills-section, divided by

(8 ) The qualified investment with respect to  the total bases o f all new section 
38 properties plus the qualified investment w ith respect to the total cost o f all 
used section 38 properties, apportioned among such estate or trust and its bene­
ficiaries. For purposes o f subparagraph (3) o f this paragraph, cost o f used section 
38 property shall not be considered as apportioned to any beneficiary to the extent 
that sucii cost is not taken into account by such beneficiary In computing qualified 
investment in used section 38 property.

(d ) Summary slatemoat. An  estate or trust shall attach to its return a state­
ment showing the apportionment to such estate or trust and to each beneQciary of 
the total bases o f new, and the total cost of used, section 38 properties within each 
useful life  category. . •

(0) Example. This section may be Illustrated by the follow ing example:

i 'Example. (.1) X YZ  Trust, which makes its return on the basis o f the calendar 
year, acquires and places in service on June 1, 1962, three new assets which qualify 
as new section 38 property and three used assets which qualify as U3ed section 38 
property. The basis of tho new, and the cost o f the used, section 38 property and 
the estimated useful life o f each property are as follows:

IFootnolo f  60743 Natter in italics added by TD 0333, v/hich struck out:
(1) “ Under section •18(f)(3),''
(?.) " (A )  aud (B)l‘
S3) «’,’4

5970 Credits Against Tax
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Basis Estimated
(or cost) ' useful life

Asset No. 1 (new ) ..................... 4 years
Asset No. 2 (new ) ................... . 4 years
Asset No. 3 (new ) ............. ..... 8 years
Asset No. 4 (used) . . . . . . . . . . . . 6 years
Asset No. 5 (used) ........... 6 years
Asset No. 6 (used) ..................... 8 years

For the taxable year 19G2 Iho income o f X Y Z  Trust is 520,000 which is allocable as 
follows: $10,000 to X Y Z  Trust, $6,000 to beneficiary A , and $-1,000 to beneficiary E. 
Beneficiaries A  and B  make their returns on the basis of a  calendar year.

(2 ) Under tliis section, the total bases o f the new, and the total cost o f the 
used, section S3 properties aro apportioned to X Y Z  Trust and its beneficiaries as 
follows:

• ' . Used—
• Useful New—  New— 8 . Used—  8 years
life category 4 to 6 years years or more 6 to 8 years o r more

•Total bases or total cost  $60,C00 • $30,000 $24,000 $12,000

X YZ  Trust

20,000

Beneficiary A
?$ 6,000 

20,000
Beneficiary B

($ 4,000

$30,000

$18,000

12,000

$15,000

$D,C-00

6,COO

$12,000

$7,200

4,800

$ 6,000

53,600

2,400
\ 20,000 / .

Assume that beneficiary A  placed in service during his taxable year 1962 new section 
38 property with a basis o f 510,000 and an estimated useful life o f S years. Also, 
assume that beneficiary B did not place in service during his taxable year 1962 any 
section 38 property and that beneficiaries A  and B did not own any interests in 
other trusts, estates, partnerships, or electing small business corporations. Under 
section 46(c), the qualified investment o f X Y Z  Trust is 520,000, o f beneficiary A  is 
533,400, ar.d of beneficiary E  is 515,600, computed as follows: .

• . . . X Y Z  Trust .

Basis (or cost) New  or used Applicable percentage
Qualified

investmenl

$30,000 . (new ) X  33% percent 510,000
15,000 (new) X  100 percent 15,000

12,000 (used) X  63% percent 8,000
6,000 (used) X  100 percent 6,000

Total 539,000

Beneficiary A
Qualified

Basis (or cost) N ew  or used Applicable percentage investmenl

518,000 (new) X  33% percent $ 6,000



.

Basi3 (o r cost) 

$12,000 

0,000 

4.800 

2,400

Tota l

(new).

X  100 percent 

X  60% percent 

X . 100 percent

Beneficiary B

N ew  or used 

(new ) 

(new), 

(used)’ 

.(lined)

9.000 

4,800

3.000

§23,400 ' 

10,000

Applicable percentage 

X  83% percent 

X  100 percent 

X  66% percent 

X  100 percent

§33,400

Qualified 
investment 

§ 4,000 

6,000 

3,200 

2,400

?lo,600

;

I  '

W i i  1

(3 ) In  tlic case o f 1%YZ Tnist, tlie §25,000 amount specified In section 46(a) (2 )2 
ia reduced to §12,500, computed as follows: HD §25,000, .multiplied by *(ji) §39,000 
(qualified investment apportioned to the trust), divided by §78,000 (total 
qualified investment apportioned among such trust (§39,000), beneficiary A  (§23,* 
400), and beneficiary B (§15,000)).

O —r* £5 59752 Keg. g 1.48-7 (TD  6731, filed 5-7-04; amended by TD  6338, filed 
7-19*-‘65; TD  6931, filed 10-9-67.) Adjustment to basis.

(a )  Reduction o f basis; general— (1) In  general. Under section 4 8 (g )(1 ), the 
basis o f "section 38 property” placed in service before January 1, 1961, shall be 
reduced by an amoimt equal to 7 percent o f tire "qualified investment” w ith respect 
to such property. The reduclion in basis shall be made as o f the time such property 
is placed in service by the taxpayer. The basis o f such property must be reduced by 
7 percent o f tho qualified investment even though the limitation based on amount ' 
o f tax  under section 46(a) (2 ) reduces the amount o f the credit allowed hy section 
38 fo r  the taxable year In which the property Is placed in service. The reduction 
in basis o f section 38 property placed in service before January 1, 1934, shall be 
taken Into account fo r all puiposes o f subtitle A  o f the. Code, except in computing 
(o r  recomputing in the case o f early dispositions, etc.) the qualified investment w ith 
respect to such property. Thus, such reduction in  basis is taken into account in 
determining a reasonable allowance fo r  depreciation under section 1C7, except 
that the additional amount allowed under section 179- (relating to additional first- 
year depreciation allowance fo r small business) w ith respect to the cost o f certain

IJFootnote 7 E071— coatloucCO 
(4) " (a ) ”
<D> “ (b)"
(0) “ (e )’ ’



Eeg. §1 .4 8 -7 (a )(l) continued . • ' ’
property is determined without regard to such reduction in basis. Section 48 (g ) (1 ) 
and this seotion do not apply to section 3S property placed in service a fter December 
31, 1963. For Increaso in basis o f property to Which this section applies, see para­
graphs (c ),  (d ), and (e )  o f this section. '

(2 ) Special rules. F o r purposes o f applying subparagraph (1 ) o f this para­
graph—  .■ • . ■ . '•

( i )  I f ,  under §1.48-4, the lessor o f new section 38 property makes a valid 
election to treat the lessee as having purchased such property fo r  purposes' of, the 
credit allowed by section 38, tho basis o f such property shall not be reduced.

(i l )  J£ property is used section 38 property and i f  tho cost, or any part thereof, 
o f such property i3 not, because o f the application of the §50,000 limitation on the 
cost o f used Bection 38 property, taken into account in computing qualified invest­
ment (see paragraph (c )  o f § 1.48-3) by the person who placed such property in 
service or by a person to whom the co3t o f such property was apportioned, no reduc­
tion shall bo made to the basis o f such property to tho extent such cost, or any
part thereof, is not so taken into account.

(I ii) In  tho case o f used section 38 property within a particular useful life  
category the cost o f which is apportioned by an electing small business corporation, 
estate, or trust; i f  any part, o f such co3t is not taken into account in computing 
qualified investment (because o f tho §50,000 limitation) by a shareholder or bene­
ficiary, the electing small business corporation, estate, or trust shall choose, to tho 
extent such cost is not so taken into account, the item (or items) o f used section 
38 property, within such useful life  category, with respect to which no reduction 
in basis shall be made. ■* • •

( iv ) The basis o f section 38 property, which is disposed o f or otherwise ceases 
to be section 38 property in the taxable year in which it  i3 placed in service (except 
where 1§lJ/7-3 applies), shall not be reduced. See paragraph (a ) (2) o f §1.46.3.

(8 ) Examples. Tills paragraph may be illustrated by the following examples: 
Example (1 ). (1) X  Corporation, which makes its return on the basis o f the 

calendar year, acquires and places in service on January 2, 1962, an item  o f new 
section 38 property with a basis of §10,000 and a useful life  o f 10 years. The 
amount o f qualified investment w ith respect to such asset i3 §10,000 (§10,000 basis 
multiplied by  100% applicable percentage). For the taxable year 1962, X  Corpora­
tion is allowed under section 38 a  credit o f §700 (7 percent o f §10,000) against its 
liability fo r  tax o f §1,000. *

( i i )  Under section 4 8 (g )(1 ), the basis o f the property Is reduced to §9,300 
(§10,000 minus §700). Tiius, fo r purposes o f determining a reasonable allowance 
for depreciation under section 167 with respect to such property fo r  the taxable 
year 1962, its adjusted basis is §9,300. .

Examplo (2 ). ( i )  The facts are the same as in example (1 ) except that fo r 
the taxable year 1962 X  Corporation’s liability fo r  tax under section 4 6 (a )(3 ) is 
§500. Therefore, the credit allowed by section 38 against X  Corporation’s liability 
fo r  tax fo r  1032 i3 limited to §500 and the excess o f §200 (§700 credit earned 
minus §500 .lim itation) is an investment credit carryover.

( i i )  The result is the same as in example (1 ), that is, under section 48 (g ) (1 ),
the basis o f the property is reduced to §9,300 (§10,000 minus §700).

Examplo (8 ). ( i )  The facts are the same as in example (1 ) except that the 
property is, fo r purposes o f depreciation, placed In a multiple asset account. On 
January 1, 1962, the cost or other ba3ls o f the property in such account amounted 
to §50,000 and.no other additions or retirements were reflected in such account 

• during 1062.

IFootnoto 7 60733 Hotter in italics added by TD 0031, which struck out:
(1) "section 47(b) or 4fl(o)(4)’’ •• . .
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( i i )  Under section 4 3 (g )(1 ), since the basis o f the property is reduced to 
$8,300 ($10,000 minus $700), the cost or other basis o f tho property In the multiple 
asset account is increased to $59,800 ($50,000 plus $0,300) fo r  purposes o f comput­
ing depreciation under section 167. ‘

Example (4 ). ( i )  The fact3 are the same as in example (1 ) except that X  
Corporation makes a valid election under paragraph (a ) o f  §1.179-4 to claim an 
additional first-year depreciation allowance with respect to tho entire cost o f the 
property. •

( i i )  Under section 4 8 (g )(1 ), the basis o f the property is reduced to $9,800 
($10,000 minus $700). In  addition, $2,000 (20 percent o f $10,000) Is showed as an 
additional first-year depreciation allowance. Thus, fo r purposes o f determining a 

. reasonable allowance for depreciation under section 167 (in  addition to the $2,000 
computed under section 179) fo r the taxable year 1962 with respect to  such property, 
Its adjusted basis is $7,800 ($9,300 minus $2,000).

Example (5 ). ( i )  X  Corporation acquires and places in sendee on January 1, 
1962, used assets nos. 1, 2, and 3. Each asset has a cost o f $25,000 and a  useful 
life  o f 10 years. Such used assets qualify as used section 88 property. X  Corporation 
selects the $25,000 cost o f used asset no. 1 and the $25,000 cost o f used asset no. 2 
to be taken into account in computing qualified investment.

( i i )  Under section 43 (g ) (1 ), the basis o f asset no. 1 is reduced to $23,250, that 
Is, basis o f $25,000 minus $1,750 (7 percent o f $25,000 qualified investment). L ike­
wise, the basis o f asset no. 2 is reduced to  $23,250. The basis o f asset no. 3 is 
not reduced. •

Example (6 ). (1) X  Corporation acquires and places in service on January 
1, 1962, used assets nos. 1, .2, and 3 which qualify as used section 38 property. 
Each asset has a cost o f $20,000 and a useful life  of 10 years. X  Corporation selects 
the $20,000 cost o f U3ed asset ? >. 1, the $20,000 cost o f used asset no. 2, and 
$10,000 o f the cost o f used asset no. 3 to be taken into account in computing 
qualified investment. .

( i i )  Under section 4S (g ) (1 ), the basi3 o f asset no. 1 is reduced to  $18,600, that 
is, basis o f $20,000 minus $1,400 (7 percent o f $20,000 qualified investment). L ike­
wise, the basis o f asset ho. 2 is reduced to $18,600. The basis o f asset no. 3 is 
reduced to $19,8p0, that is, basis o f  $20,000 minus $700 (7 percent o f $10,000 
qualified investment).

• Example (7 ). ( i )  X  Corporation, an electing small business corporation which 
makes its return on the' basis o f the calendar year, acquires and places In service 
on January 1, 1962, five used assets v/hich qualify as used section 83 property. The 
cost o f each used section 88 property and the estimated useful life  o f each property 
are as follows:

5974 • Credits Against T a x  Itf
. Reis:. § 1.48-7 (a) (3) E x a m p l o  (8) continued •

Estimated
Cost useful life

Asset No. 1 ................... 8 years

Asset No. 2 ............. 6 yeara

Asset No. 3 ................... 4 years

Asset No. 4 ................... . 4  years

Asset No.' 5 ................... 4 years .

On December 31, 1932, X  Coiporation has 10 shares o f stock outstanding which 
are owned as follows: A  owns 3 shares, B  owns 2 shares, end C owns 5 shares. 
A ll the shareholders make their returns on the basis o f a calendar year. X  Cor-
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poratlon selects the 520,000 cost o f asset n o .'l, the $24,000 cost o f asset no. 2, the 
$3,000 cost o f asset nq, 3, and $3,000 o f the cost uf asset no. 4 to '130 apportioned to 
its shareholders. Under § 1.43-5, the total cost of the used section 38 property

[1] * I n v e s t m e n t  Credit (§46-49 —  If 5 9 3 9  et seq.) 5 9 7 5

Keg. § 1.48-7 (a) (3) E x a m p l e  (7) (1) continued • • , .

selected i3 apportioned to the shareholders o f X  Corporation as follows:

Useful Used—  Used—  U s e d -
life  category 4 to 6 years 6 to 8 years 8 years or more

Total c o s t    . . . . . . .  $0,000 $24,000 $20,000

Shareholder A  (8/10)  ...............  $1,800 $ 7,200 $ 6,000 .
Shareholder B  (2/10)  ................ 1,200 4,800 . 4,000
Shareholder C  (6/10) ........: ............... 3,000 12,000 10,000

Assume that shareholders A, B, and C did not place in service during their taxablo 
years ending December 31, 1962, any section 38 property and that such sharehold­
ers did not own any interests in  other electing small business corporations, partner­
ships, entries, or trusts. Under section 4 6 (c ) (1 ) (B ) each shareholder computes 
his qualififcj investment as follows: • ..

Shareholder A
* Cost Applicable percentage • Qualified investment

$1,800 X  33% p e rc e n t ...............................................  -  $ 600
7,200 X  65% percent  .................................................    4,800
6,000 X  100 percent .........................     . . . . . . . . ................  6,000

$11,400

Shareholder B

Cost Applicable percentage ' Qualified investment

$1,200 X  33% percent  .....................   .    $ 400
4,800 X  66% p e r c e n t .........................................    8,200
4,000 X ' 100 percen t....................................................    4,000

$ 7,600

" ' Shareholder C /

Cost Applicable percentage Qualified investment
$ 3,000 X  83% percent ...........................................................     $ 1,000
12.000 X  66% p e rc e n t .......................................................    8,000
10.000 X  100 percent    ‘ io,000

• • • • • $10,000

(ii) Under section 4 8 (g )(1 ), tho basis o f each asset (except asset no. 5) is re­
duced by 7 percent o f the qualified investment w ith respect to such asset, as follows:

Basis
Basis Qualified a fter

Asset . • before reduction investment reduction

No. i  .................................  $20,000 minus 7%  o f $20,000 =  $18,690
N o -2  .......................  24,000minus7 % o f 16,000 =  22,880
No. 3 .......... ...................  3,000 minus 7% o f 1,000 =  2,930

. N o .4  ..................... . 6,q00minU37% o f 1,000 =  5,230 .
The basis c f  asset no. 5 is not reduced. . ' .

Examplo (0 ). ( i )  The .facts are tho same as in example (7) except that share-

•Prenttee.HalUnc.-rca. T n x  R e g .  ’§ 1 . 4 & 7  < 1 5 9 7 5



holder C acquired and placed in service on June 1, 1962,. in his individual proprietor­
ship, used asset no. 6 w ith a  cost of $27,000 and an estim ated useful life of 10 years. 
In computing his qualified investment, shareholder C selects the $27,000 cost of 
asset no. 6, the $10,000 cost of used section 38 property within the S years or more 
useful life category apportioned to him by X Corporation, the $12,000 cost of used 
section 38 property within the 6 to S years useful life  category apportioned to him  
by X  Corporation, and $1,000 of the cost of used section 3$ property within tho 4 
to 6 yeai’3 useful life category apportioned .to him by X Corporation. Under section 
4 6 (c )(1 )(B ), he computes his qualified investment as follows:

5976 ' . Credits Against Ta:< [1]
Keg. §1.48-7(a) (3) E x a m p l e  (8) (1) continued .

. Applicable Qualified
Proprietorship Cost percentage investm ent

A sset No. 6 . .......................................$27,000 X 100% $27,000
Apportioned by . - ; . ' : . ", '
X  Corporation
8 years or m o r e ............................  10,000 X 100% 10,000
6 to 8 y e a r s . . ..............................  12,000 X 6673%  8,000
4  to 6 y e a r s   ..............................  1,000 X 331$ %  333

$45,333

(ii) Since only $4000 of the $0000 cost of used section 33 property in the 4  to 6 
years useful life category apportioned by X Corporation w as taken into account 
by shareholders A, B, and C in  computing their qualified investment, only $4000 of 
the bases of the assets in such category is subject to reduction. Under subparagraph
(2) (iii) of this paragraph, X m ust choose an item  of property in such category, 
$2000 of the basis of which w ill not be subject to th e  reduction. Therefore, X Cor­
poration chooses to reduce the basis of asset no. 4  by 7 percent of qualified 
investm ent w ith  respect to only $1000 of the cost of such asset (in lieu of the $3000 
previously selected). The bases.of assets nos. 1, 2, rnd 3 are reduced by 7 percent 
of the qualified investm ent w ith respect to each such asset. The basis of each asset 
is  reduced as follows:

B asis
B asis before Qualified a fter re­

A sset reduction investm ent duction

No. 1   $20,000 minus 7%  of $20,000 =  $1-3,000
No. 2   24,000 minus 7% of 1G,000 =  22,880
No. S   3,000 minus 7% of 1,000 =  2,930
No. 4   6,000 minus 7% of 833 =  5,977

H ie basis of asset 110. 5 is not reduced. .

• (iii) The basis of asset no. 6, in the hands of shareholder C, is reduced to $25,110, 
that is, basis of $27,000 minus $1520 (7 percent of $27,000 qualified investm ent).

Examplo (0). (i) AEC Partnership, which m akes its  return on the basis oi 
the calendar year, acquires and places in sendee on January 1, 1862, five used assets 
which qualify as used section 3S property. The cost of each used section 38 property 
and the estim ated useful life of each property are as follows:

Cost Estim ated useful life
A sset No. 8 years
A sset No. 2 ........ . 6 years
A sset No. 3 ............ 4  years

A sset No. 4 ............ . 4 years
A sset No, 5 . . . . . . . 4  yoers
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Partners A , B, and C share the profits and the losses o f partnership AB C  In the 
ratio o f 50 percent, 30 percent, and 20 percent, respectively. ABC  Partnership selects 
the $20,000 cost o f asset no. 1, the $24,000 cost o f asset no. 2, the $3,000 cost o f asset 
no. 3, and $3,000 o f tire cost o f asset no. 4, to be taken Into account by its members 
In computing qualified inYestmonL Under paragraph ( f )  (2 ) o f §1.40-3, each 
partner’s share o f tho cost o f the partnership used section 38 property to be taken 
into account in computing qualified investment Is as follows:

[1] Investment Credit (§46-49 — 5939 et seq.) 5977
Rog. § 1.4S-7(a) (3) E x a m p l e  (0) (1) continued

Asset No. 1 
Asset No. 2 
Asset No. 3 
Asset No. 4

Estimated 
useful life 

. 8 yrs.

. 6 yre. J .

. 4  yrs.

. 4 yrs.

Partner’s share o f  C03t
Cost

$20,000
24,000
3.000
3.000

A (5 0 % )

$10,000
12,000
l,b'00
1,500

B (30% ) 

$6,000 
7,200 
. 900 

900

0 (20% )

$4,000
4,300

600
600

Each partner makes his return on the basis o f  the calendar year. Assume that 
partners A , B, and C did not place in service during their taxable years ending 
December 31, 1962, any section S3 property and that such partners did not own any 
interests in other partnerships, estates, trusts, or- electing small business corpora­
tions. Under section 46(c), each partner computes his qualified investment as fo l­
lows: - t

Partner A

Shave 
o f cost

Asset No. 1 ..................... $10,000
Asset No. 2 ..................... 12,000
Asset No. 3 ..................... 1,500
Asset No. 4 ..................... 1,500

Partner B  

Share
. . .v. !• . o f  cost

Asset No. 1 ............................ $ 6,000
Asset No. 2 ...............  7,200
Asset No. 3 .....................  900
Asset No. 4 . . . . . . . . . . . .  ' ■' 900

• Partner C

• Share
o f cost

Asset No. 1 . . . . . . . . . . . .  $ 4,000
Asset No. 2 .  4,800
Asset No. 3  . . . . i . .  600
Asset No, 4 . . . . . . . . . . . .  600

Applicable Qualified
percentage 

X  100%
X  66%% 
X  83%% 
■X 33%%

Applicable 
percentage 

•X 100%
X  66%% 
X  33% % 
X  33%%

Applicable
percentage

100%
66%%
33%%
S3%%

investment
$10,000

8,000
600
600

$10,000

Qualified 
investment 

$ 6,000 
- 4,800 

300 
300

$11,400

Qualified 
investment 

$ 4,000 
3,200 

200 
200

$7,600

( l i )  Under section 4 8 (g )(1 ), the basis o f each asset selected by the partnership 
is reduced by 7 percent o f the qualified investment with respect to  such asset, as 
follows: .
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Basis • Qualified Basis a fter
Asset before reduction .. Investment reduction

No. 1    $20,000 minus 7% o f $20,000 =  $.18,600 .
No. 2 ........ .   2-4,000 minus 7%  o f 10,000 =  22,8B0
No. 3    8,000 minus 7%  of 1,000 =  2,030

• No. 4 - ............................. 6,000 minus 7% o f 1,000 =  6,930

. Tho "basis -of asset no. 5 is not reduced.’ ‘ " ,

Example (10). ( i )  Tho facts a r e . the same as in example (0 ) except that 
partner A  acquired aud placed in service on "Juno 1, 1862, hr his Individual pro­
prietorship, used asset no. 6 with a  cost o f $26,000 and an estimated useful life  of 
10 years. Partner A  selects the $23,000 cost o f asset no. 6, his $10,000 share o f the 
cost of asset no. 1, his $12,000 share of tho cost o f asset no. 2, his. $1,500 share o f 
the cost o f asset no. 3, and $500 o f hi3 share of the cost o f asset no. 4, to be taken 
into account in computing In a qualified investment. Under section 46 (c), ho com­
putes his qualified investment as follows: ■

5978 C r e d i t s  A g a i n s t  Tax • M
K e g . § 1 .4 8 -7 ( a ) ( 3 )  E x a m p le  (9 ) ( I I ) .  con tinued

Proprietorship . Applicable Qualified
property Cost percentage investment

Asset No. 6 ................; ....................... $20,000 X  100% $23,000
Partner,?Jdp Shazo

propertj' o f  cost
Asset No. 1 .......... ...............................  $10,000 X  100% ' 10,000
Asset N o. 2  ..................................  12,000 X  63%% 8,000
Asset NO. 3 ......................................... .1,500 X  S3%% 600
Asset No. 4  ................. • 500 X  3S%% 167

$44,667

(ii )  Under section 48 (g ) (1 ), the basis o f each assc-t selected by the partnership 
is reduced by 7 percent o f the qualified investment w ith.respect to  such asset as
follows:

Basis Qualified Basis a fter
Asset before reduction Investment reduction
No. 1   $20,000 minus 7% o f $20,000 =  $18,600
No. 2    24,000 mlnu3 7% o f 16,000 =  22,880
No. 3    s,000 minus 7% o f 1,000 =  2,080
No. 4 .......................................    . 6,000 minus 7% o f  657 =  E,S58

The basis o f asset no. 5 is not reduced.

(iii) The basis o f asset no. 6, in tho hands o f partner A , is reduced to $24,180, 
that is, basis o f $26,000 minus $1820 (7  percent o f  $23,000 qualified investment).

(b ) Reduction o f basis; purchase o f leased property by lessee treated as pur- 
cnaser. (3.) I f  a  lessor o f property placed in  service before January 1, 196-1, makes 
a valid election under ’§ 1.48-4 to  treat the lessso as having purchased such property 
for purposes o f tho credit allowed by section SS and i f  such lessee a t a  later dato 
(in  a  taxable year o f  tho lessee beginning before January 1, 1964) actually pur­
chases such property, tho basis o f  such property anall be reduced, as o f the time 
o f the actual purchase, by an amount equal to tha excess o f—

(i )  The credit earned (as defined In paragraph (1:) (2 ) ( i )  o f § 1.48-4) with 
respect to such property, ever .

(i i ) The sum o f the amounts by which tho lessee-purchaser has decreased, under 
paragraph (k ) (2 )  o f §1.43*4, his deductions otherwise allowable under section 1C2 
fo r amount's paid or accrued to the lessor-vondor under the lease w ith respect to 
such property. . • • • '
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Reg. §  1.48-7 (b ) continued , ,

(2 ) The operation o f this paragraph may be illustrated by  the follow ing 
example: •

Example.’  (1) X  Corporation acquires on January 1, 19G2, an item o f now sec­
tion 88 property w ith a basis o f $12,000 and with a useful life  o f 8 years. Y  Cor­
poration, which makes its retflvn on tho basis o f a calendar year, leases such 
property from  X  Corporation and places It in service on February 1, 19G2. Under 
§1.48-4, X  Corporation makes a valid election to treat Y  Corporation os.having 
purchased suoh property fo r  purposes o f the credit allowed by section 38. Under 
paragraph (k ) (2 ) ( i )  o f § 1.48-4, the amount o f the credit earned with respect to 
such property is $840 (7 percent o f’ $12,000). F or the taxable year 1962 Y  Corpo­
ration decreases, under, paragraph (k ) ( 2 ) ( l i )  o f §1.48-4, its deductions otherwise 
allowable under section 102 fo r amounts paid to X  Corporation under the lease 
with respect to such property by $96.25 ($840 multiplied by 11/96). On January 1, 
1963, Y  Corporation actually purchases such property from X  Corporation fo r  $9,000.

( i i )  A s  o f January 1,1963, Y  Corporation must reduce the basis o f the property 
by $743.75 ($340 minus $96.25). Thus/for purposes o f determining a  reasonable 
allowance fo r  depreciation under section 107 with respect to such property fo r the 
taxable year 1SG3, Its adjusted basis Is $3,256.25 ($9,000 minus $743.75). •

( c ) . Increase hi basis ou account o f early disposition, etc.— (1) In  general. If, as 
a result o f an early disposition, etc., in a taxable.year beginning before January 1, 
1984, with respect to section 33 property placed in service before such date, tho tax 
Imposed under chapter 1 of the Code is increased under section 47(a ) (1) or (2 ), or 
an adjustment is an unused credit carryback or carryover is made under section 47
(a ) (3 ) ,  then the basis of such property shall bo increased. Such increase shall be 
in an amount equal to the sum o f tho portion o f such increase in tax and the portion 
o f such.adjustment in carrybacks or carryovers attributable to such property but not 
in excess o f the reduction in basis made under paragraph (a ) o f this section or, in 
the caso o f leased property purchased by a lessee treated a3 the purchaser, the reduc­
tion in basis under paragraph (b ) o f this section plus the decrease in rental deduc­
tions mode under paragraph (k ) (2) o f § 1.48-4. See paragraph (a ) (2 ) of this section 
for rules indicating when basis is not reduced under paragraph (a )  o f this section. 
The increase in basis of such property shall be made immediately before the event 
which causes section 4 7 (a )(1 ), (2 ), or (3 ) to apply, and this increase in basis shall be 
taken into account fo r  all purposes o f subtitle A  o f the Code. I f ,  a fter tho event 
described in the preceding sentence, the taxpayer continues the use o f the property 
in a  trade or business or in the production o f income, the principles described in para­
graph (d ) (1 ) o f this section shall be applied in computing the allowances fo r  depre­
ciation over tiie remaining useful life o f the property.

(2 ) Examples. The operation of this paragraph may he Illustrated hy the follow­
ing examples: • • • .

. Example (1 ). (a ) The facts are the same as those In example (1 ) o f paragraph
(a ) (3 ) of tills section except that on June 15, 1903, corporation X  sold tho property 
causing section 4 7 (a )(1 ) to.apply. • .

(b ) Section 4 8 (g )(2 ) requires that the basis o f said property be increased im­
mediately before the sale by  .the amount o f $700, whtch amount is equal to the 

• Increase in tax fo r the taxable year 1963 arising under section 47 (a ) (1 ) ($700 credit 
allowed less credit allowable o f 0). ■

Example (2 ). (a ) The facts are the same as in example (1 ) o f this subpara­
graph except that fo r  the taxable year 1962 X  Corporation’s liability fo r tax only 
$500, and a  $200 unused credit carryover to 1963 resulted.

(b ) The result is the same :(s in examplo (1 ) o f this subparagraph, that is, the 
basis o f the property is increased under section 4 8 (g )(2 ), by  the amount of $700
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Reg. §1.43-7 (c ) (2 )  L.vamplo (2 )(b ) continued ■ , .
(5500 credit.allowed plus $200 adjustment In carryover to 1SG3 less credit allowable
o f  o ). • .

Example (3 ). (a ) The facts are the s;ime as those in example (1 ) o f paragraph
(a ) (3 ) o f this section except that the propertj' was. physically located outside o f 
tho United States during more than 50 percent o f the taxable year 1983 ,within the 
meaning o f paragraph (g )  o f §1.48-1, and section 4 7 (a )(1 ) therefore became ap­
plicable. . , , . .
; .(b ) The basis o f the property is increased by $700 as o f the first day of the 
taxable year 1963. . . V ;

Example (4 ). (a ) The facts are the seme as example (5 ) o f paragraph (a ) (3 )
o f  tills section. Assume also that on January 1, 1963, there is an early disposition, 
etc., o f the three assets as described under section 47(a) (1 ).

(b ) Section 48 (g ) (2 ) requires that tha basis of- asset No. 1 be increased lmmcdl- 
a te ly  before sucli early disposition, etc., by the amount o f $1,750 ($1,750 credit 
allowed less credit allowable o f 0). Likewise, the basis o f asset No. 2 is increased 
by the amount o f $1,750. There is no increase in the basis o f  asset No. 3 since the 
basis o f such asset was not reduced. •

(d ) Increase in basis o f property placed in service bei'ora January 1, 1984— (1 )
In general. Under section 2 0 3 (a )(2 )(A ) o f the Revenue A c t  of 1964, tho basis o f 
section 38 property placed in service before January 1, 1964, shall be inn-cased by 
an amount equal to 7 percent o f the qualified investment w ith  respect to such prop- 
crty  (determined as o f the date the properly was placed in service) but not in excess 
o f the net reduction in basis under section 48 (g ). F o r this purpose, the net re­
duction in basis under section 48 (g ) is the reduction in basis under section 4 3 (g ) ( ! )  
and paragraph (a ) o f this section less any increase in basis under section 4 8 (g )(2 ) 
and paragraph (c ) o f this section. The increase In basis described in tills paragraph, 
shall he made as o f the first day of the taxpayer’s first taxable year beginning after 
December 31, 19G3. For taxable year3 beginning a fter December 31, 1963, this in­
crease in basis shall be taken into account for- all purposes o f subtitle A  o f the Code. 
Thus, fo r  example, during that part o f the remaining useful life  o f the property 
fa lling within the taxable years beginning a fter December 31, 1963, such increase in 
basis shall be taken into account in determining reasonable allowances fo r deprecia­
tion under section 167. In  determining depreciation allowances with respect to the 
property fo r  periods a fter such increase in basis, appropriate adjustments shall be 
made (except as otherwise provided in this paragraph), whenever necessary, to 
tho rate or other factors previously applied for taxablo years beginning before 
January 1, 1961, so th a t ,the total depreciation allowances. made during the re­

. maining useful life  o f tho property, plus tho .allowances fo r the expired U3eful life, 
w ill equul or approximate the allowances which would have resulted i f  section 48
(g )  (1 ) had not applied! In the case o f section 38 property contained in a  multiple 
asset accoimt, the taxpayer m ay reflect the Increase in basis by  adjusting the basis 
o f the account and by adjusting the rate o f depreciation applied to the entire ac­
count. In  lieu o f that, he may continue to apply to the entire account (reflecting the 
basis increase) the l-atc previously employed. A s  a third alternative, solely fo r  the 
purposes o f determining the depreciation adjustment occasioned by the increaso in 
basis (and not fo r  the purposes o f determining method o f depreciation, effect o f 
retirements, application o f sections 1245 and 1250, or other purposes), he may con­
tinue to  utilize the previous rate for the main account (not reflecting the increase 
in basis) and treat t ’ns increase in basis as a separate account to be depreciated 
over the remaining useful lifo o f the assets to which the increase in basis relates. 
Except as provided in section 167 and the regulations, thereunder, no change may 
be made in the method o f depreciation to he applied'during the remaining life o f the 
property. F or purposes o f  section 167(d), any increase in basis under this paragraph '
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shall constitute a fact not taken into consideration in the adoption o f any agreement 
under that section fining the rate o f depreciation. In  no event shall an adjustment he 
made which would result in recovery o f the increase in basis through depreciation 
allowances prior to expiration o f the remaining useful'life.

. (2 ) Special rnlcs. (1) The increase in basis provided by subparagraph (1 ) o f
this paragraph shall be taken Into account ordinarily by the person in whose hands 
the basis o f tho property was reduced under section 4 8 (g )(1 ).  However, i f  the 
property is transferred in e, transaction described in section 47(b) (other than a 
transfer by reason of death) prior to the first day. o f the first taxable year o f the 
transferor beginning after December 31, 19G3, then, to tha extent that the basis o f 
such property reflects the net reduction in basis described in.subparagraph (1 ) o f 
this paragraph.in the hands of the transferor, the increase in basis provided fo r in 
this paragraph shall be taken into account by  the transferee.

• (i i ) The basis of any section 38 property 13 not to be increased -under subpara­
graph (1 ) o f this paragraph if  the ‘taxpayer dic3 in a "taxable year beginning before 
January 1, 1864. ‘ '• ■ ' ' .

(3) Examples. The application o f this paragraph m ay be illustrated by  tho fo l­
lowing examples: • •

nvnmple (1 ). (a ) A , an individual who makes his return on tho basis o f tire 
calendar year, acquired and placed in.service on January 1, 1S62, asset No. 1 and 
asset No. ?. botli o f which assets qualified as new section 38 property. Each asset • 
had a basis 1 f  $10,000, a salvage value o f $1,000, and an estimated useful life  o f 10 
years. Depreciation for each asset was computed under the straight line method. 
For the taxable year 1962, A  was allowed under section SS a credit o f $1,400 (7 
percent o f $20,'.'00). On January 2, 1983, A  took asset No. 1 out o f his business and • 
on said date commenced to use such property, entirely fo r  personal purposes. Thus, 
fo r  purposes o f section 4 8 (g )(2 ), there was an early disposition, otc., as described 
under section 4 7 (a )(1 ). . ...

(b ) Under nection 4 8 (g )(1 ), tho basis o f each asset iti 1962 was reduced to 
$9,300. Thus, depreciation with respect to each asset fo r  tho taxable year 1962 was 
$830 (adjusted basis of $9,300 minus salvage value o f $1,000 divided b y  estimated 
useful life  o f :.0 years). . ‘ •

(c ) Immediately before'the early disposition, etc., w ith respect to asset N o. 1, 
the basis r t  such asset was increased by $700 to $9,170 (cost o f $10,000 mums reduc­
tion in IJ62 under section 48 (g ) (1 ) of $700, minus depreciation o f $830, and plus the 
adult'jn to basis in 1963 under section 4 S (g )(2 ) o f $700). As o f Decem ber-31, 1963, 
the.adjusted basis o f asset No. 2 was $7,640 (original cost o f $10,000 minus reduction

. ir. 1962 under section 4 8 (g )(1 ) o f $700, minus depreciation o f  $830 in 1962, and 
minus depreciation o f 8830 in 1963).

(d ) Tho basi3 or asset No. 1 is not increased under this section since the basis 
o f such asset had previously been increased under section 48 (g ) (2 ) hi the amount o f 
$700, the full amount o f the reduction previously made under section 4 8 (g )(1 ).  The 
basis o f asset No. 2 is increased under this paragraph as o f January 1, 1964, by 
$700 to $S,840 ($7,G40 plus 7 percent o f $10,000). The rate o f depreciation to  be 
.applied to the adjusted basis o f asset No. 2 fo r  tho remaining useful life  o f 8 years 
is adjusted in order to produce a total depreciation allowance o f $9,000 at the end 
o f the asset's useful life. Depreciation with respect to  such asset fo r  the taxable 
year 1964 and for each o f the succeeding 7 years is $917.50 (adjusted basis of $3,340 
minus salvage value o f $1,000 divided by  estimated remaining useful life  o f 8 years).

Example (2 ). (a ) X  Corporation, which makes its return on the basis -of the 
calendar year, acquired aud placed in service on January 1, 1962, an asset which

'Prentlcn-Hall, Inc.—-TeJ, Sax Reg. § 1.42-7 ' q t m



qualified a3 new section 38 property. The asset had a basis of $165,000, a salvage 
value o f $15,000, and an estimated useful life  o f 5 years. Depreciation was computed 
under the decllning balance method at a rate o f 200 percent o f the straight line rate. 
The. qualified investment w ith respect to such asset was $55,000 (33}$ percent o f 
$165,000). F or tha taxable year 1962, X  Corporation was allowed under section 38 a 
credit o f $3,850 (7 percent o f $55,000).

(b ) Under section 48 (g ) (1 ), the basis o f such property in 1962 was reduced to 
$161,150 ($165,000 minus $3,S50). Thus, depredation w ith respect to such asset fo r 
the taxable year 1932 was $64,460 (adjusted bnsi3 o f $161,150 multiplied by 40 per­
cent). Depredation fo r the taxable year 1963 was $33,676 ($161,150 minus $64,460 
multiplied by 40 percent). • . • ' •

(c ) A s  o f  January 1,' 1934, tfie basis o f such property is increased by $3,850 to 
$61,864 ($161,150 minus $64,400, minus $38,676, and plus $3,850). No adjustment 
in the rate o f the allowance fo r depreciation is necessitated by the increase in basis 
under this section since the rate aud method applied in 1962 and 1963 w ill produce 
a total allowance o f $150,000 over the entire estimated useful life  o f the property. 
Thus, depreciation w ith  respect to such asset for 1834 is $24,746 ($61,864 multipled 
by 40 percent), fo r 1965 is $14,847 ($61,864 minus $24,746 multiplied by 40 percent), 
and fo r  1966 is $7,272, since such property cannot be depredated below its salvage 
value o f $15,000.

Example (8 ). (a )  The facts arc the same as in example (2 ) except that depre­
ciation was computed under the stun of the years-digits method. Thus, depreciation 
with respect to such asset fo r  the taxable year 1962 was $48,717 (adjusted basi3 of 
$161,150 mi mi 3 $15,000 multiplied by 5/15). For the taxable year 1833 depreciation 
was $38,973 ($161,150 minus $15,000 multiplied by 4/15).

(b ) A s  .of January 1, 1964, the basis o f such property is increased iii the amount 
of $3,850. In  order to produce a total allowance o f $150,000 over the entire-useful 
life, i t  is necessary to adjust the annual allowance. Thus, as o f January 1, 1064, 
under the taxpayer’s method o f depreciation, a new rate o f 3/6 is determined fo r 
the taxable year 1961. Commencing w ith such taxable year, this new rate is applied 
against the asset’s adjusted basi3 o f $77,310 minus salvage value o f $15,000. The 
adjusted basis as o f January 1, 1964, is determined as follows: . ■ .

5 0 8 2  Credits Against Tax . [IT
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Original cost to ta x p a y e r  ...................    $165,000

Less: Reduction fo r  investment credit as prescribed by
paragraph (a ) ....................................................... .. $ 3,850

Depreciation fo r  1962 ...................   48,717

• Depreciation fo r 1963  ................. ’    33,973 91.-540

. $ 73,430

Add: increase proscribed by this paragraph   ...........       3,850

Adjusted basis as o f January 1, 1964 ................................   $ 77,310

Depreciation fo r  the taxablo year 1964 is $83,155 (adjusted basis o f $77,310 mimr. 
salvage value o f $15,000 multiplied by 3/6). Likewise, depreciation fo r  tho taxable 
year 1955 shall be $20,770 ($77,310 minus $13,000 multiplied by 2/6).

Examplo (4 ). (a ) The facts are the same as in  example (2 ) except that the 
useful life  was estimated in terms o f units of production and depreciation was 
computed under the unit-of-productlon method. The estimated total production of 
the property was 150,000 units, and 30,00.0 units were produced annually. Thus,
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depreciation fo r the taxable year 1962 was $29,230 (adjusted basis o f $161,150 minus 
$15,000 multiplied by 30,000/150,000). For the taxable year 1063 depreciation was 
again $29,230. . .

(b ) As o f January 1, 1964, the basis of such property is Increased in the amount 
o f $3,850. In  order to permit a total* allowance of $150,000 over tho entire useful life  ' 
o f the property, it  is necessary to adjust the annual allowance for depreciation over 
its remaining life. Thus, as o f January 1, 1964, under the taxpayer’s method of 
depreciation, a new rate o f $30,000/90,000 is determined fo r  the taxable year 1964. 
Commencing w ith such taxable year, this new rate is applied against the adjusted 
basis o f tho property o f $105,540 minus salvage value o f $15,000. The adjusted basis 
a3 o f January 1, 1964, is determined as follows: '

Original cost to taxpayer .............      $165,000
Less: Reduction fo r  investment credit as prescribed by *

paragraph (a )  .......................................    $ 3,850

Depreciation fo r 1932 ...............................- ...............................   29,230

Depreciation fo r  1933 .........................................    29,230 62,310

• . . $102,690

Add: Increaso prescribed by this paragraph .................   8,850

Adjusted basis as o f January 1, 1964 ......................   $106,540

Depreciation fo r  the taxable year 1964 is $30,513 (adjusted basis o f $106,540 minus 
salvage value o f $15,000 multiplied by 30,000/90,000). Likewise, fo r the taxable year 
1985 depreciation shall be $30,513 ($106,540 minus $15,000 multiplied by 30,000/ 
90,000).

Example (o ). (a ) X'"Corporation, a calendar year basis taxpayer, acquired and 
placed in service on January 1, 1962, a number o f  assets v/hich qualified as new 
section 38 property. Such assets had a  total basis o f $180,000, a total salvage value 
o f $18,000 and were accounted fo r  in a multiple asset account containing other 
assets similar in kind, but not qualifying as section 33 property. Depreciation was 
computed under the straight iine method over an average estimated useful life of 
10 years.

F o r tire taxable year 1962, X  Corporation was allowed under section 38 a credit 
o f $12,600 (7°percent of. $180,000). Under section 4 3 (g )(1 ), the basis o f such prop­
erty in 1932 was reduced-to $167,400.

(b ) A s  o f January 1,1864, the basis o f the assets i3 increased in the amount o f 
$12,600. To produce a total allowance equal to the allowance which would have 
resulted i f  section 48 (g )  ( I )  had not applied, an adjustment.in the rate o f deprecia­
tion would be necessary. I f  the taxpayer selects tho third alternative described fo r 
multiple asset accounts in subparagraph (1 ) o f this paragraph, the amount of the 
adjustment w ill be determined with reference to the increase in basis alone. In  that 
case, under the taxpayer’s method o f depreciation, depreciation w ith respect to the 
increase in basis fo r  the taxable year 1864 and fo r  each o f the seven succeeding 
years is $1,575 (increase in basis o f $12,600 divided by estimated remaining useful 
life  o f 8 years). •

(o ) Increase in basis; purchase of leased property by lessee treated as purchaser 
— ( I )  In  geucral. I t  a  lessor o f property placed in sendee before January 1, 1964, 
made a. valid election under § 1.48-4 to treat the lessee as having purchased such 
property fo r  purposes o f the credit allowed by section 38 and i f  the lessee actually 
purchased the property at a later date prior to the expiration o f the useful life  used



in computing the credit, the basis o f the property shall bo increased. I f  the property 
was purchased by the lessee in r  taxable year beginning before January 1,1964, the 
increase shall bo made as o f the first day o f tho lessee's first taxable year.beginning 
a fter December 31, 1963, in an amount equal to 7 percent o f the qualified investment 
in the property (determined as o f the date the property was placed in service), 
but not in excess o f the reduction in basis made under paragraph (b). o f this cection 
plus the decrease in rental deductions made under paragraph (k ) (2 ) o f § 1.48-4. I f  
the property was purchased by the lessee in a  taxablo year beginning after Decem­
ber 31, 1983, the increase shall be made to the basis o f the property as of the date 
of purchase by an amount equal to any decrease in rental deductions actually made 
under paragraph (k ) (2 )  o f § 1.48-4- minus any increase in rental deductions taken 
into account by the lessee under paragraph (m ) o f §1.48-4. Any increase in basis 
under this paragraph shall be reduced to tho extent o f any increese in basis 
previously made under paragraph (c ) o f this section on account o f early disposition, 
etc., o f the property. For taxable years o f a lessee beginning aftor December 31, 
1963, such increase in basis shall be taken into account for all purposes o f subtitle 
A  o f the Code.

(2 ) Special rules, ( i ) The increase in bdsis provided by this paragraph shall 
be taken into account ordinarily by the lessee treated as the purchaser. However, i f  
the property under the lease is transferred before the purchase by the lessee to a 
successor lessee in a  transaction described in section 47(b) (other than a transfer 
by. reason o f death) under which the successor lessee assumes the lessee's obliga­
tions under the lease, or i f  the property is purchased by the lessee in a  taxable year 
beginning before January 1, 1964, .and subsequently transferred in a transaction de­
scribed in section 47(b) (other than a transfer by reason o f death), the increaso in 
basis provided fo r in this paragraph shall be taken into accoimt by the transferee.

(i i )  The basis o f any section SS property is not to bo increased under subpara­
graph (1 ) o f this paragraph i f  the taxpayer dies in a taxable year beginning before 
January 1, 1964.

(8 ) Examples. The application o f this paragraph may be illustrated by the fo l­
lowing examples:

Example (1 ). (a ) X  Coiporation acquired on January 1, 1962, an item o f new 
section 38 property with a basis o f §10,000, an estimated useful life  o f  10 years, 
and a  salvage value o f $1,000. Y  Corporation, which makes its return on the basis 
o f a  calendar year, leased such propertj' from X  Corporation and placed it  in sendee 
on January 2, 1932. Under §1.48-4, X  Corporation made a valid election to t r e a t , 
Y  Corporation os having purchased such property fo r purposes o f the credit allowed 
by section 3S, The amount o f tho credit earned w ith respect to such property was 
$700 (7 percent o f §10,000). For the taxable year 1952, Y  Corporation decreased, 
under paragraph (k ) (2 ) o f § 1.48-4, its deductions otherwise allowable under section 
162 fo r  amounts paid to X  Corporation Under the le: so with respect to such property 
by ?70 ($700 multiplied by 12/120). On January 1, 1963, Y  Corporation purchased 
such propertj' from X  Corporation fo r  §S,830. •

(b ) As o f January 1, 1963, Y  Corporation in accordance w ith paragraph (b ) of 
tills section reduced the basis of the property by the amount of $630 ($700 minus 
S70). The adjusted basts o f the property for the taxable year 1963 fo r  purposes of 
determining a reasonable alloivanco fo r depreciation under section 167 was $8,200 
($8,830 minus $620). Depreciation under the straight line method fo r  such taxable 
j'ear amounted to $800 (adjusted basis o f $3,200 minus salvage value o f $1,000 
and divided by estimated remaining useful life  o f 9 years). As o f December 31, 
1963, the adjusted basts had been reduced to $7,4.00 ($3,200 minus depreciation of 
$S00 fo r the taxable year 3803). .

•(c) As of January 1, 1964, the basis o f such property is increased to $8,100
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(§7,400 plus §700). To  permit a total allowance of §7,900 over tlie entire useful life 
o f tho property (treating,an a part o f the depreciable basLs o f the property tho de­
crease of §70 maclo In 11 k taxpayer's rental deductions fo r the taxable year 10G2), 
it  is necessary to recompute the annual allowance fo r  depreciation, Thus, depreda­
tion. fo r  the taxable year 1904 and fo r  each o f the 7 succeeding years is §8S7.00 
(adjusted basis o f §3,100 minus salvage value of §1,000 and divided by estimated 
remaining useful life  o f 8 yearn). .

' Example (2 ) .  (a ) The facts aro the same as in example (1 ) o f paragraph (in )
(2 ) o f § 1.48-4* except that T  Corporation purchased the property on January 3, 
1905, fo r  §20,000.

(b ) F or the t ex able year 19S4 Y  Corporation increases its deductions otherwise 
allowable under section 102 by §42.

(c ) A s  o f January 3, 1965, Y  Corporation increases the basis o f the property 
(§20,000) by §294 (§336 decrease in rental deductions ms.de in 18G2 nr.il 1963 rninu3 
§12 increased rental deductions taken into account in  1904.

L  '  .
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(a ) General Bulc.— For purposes of (his subpavt, tiro t e m  "section SG prop­
erty," does not include j>roporty—

(1) tho physical construction, reconstruction, or erection of which is begun 
a fter A p r il 13, 1909, or

(2 ) which is acquired by the taxpayer after A pril IS, 1969, other than pre­
termination property.

(b ) Pro-Termination Property.— For purposes o f this section—

(1) Binding contracts.— Any property shall be treated as pre-termination 
property to the extent that such, property is constructed, reconstructed, erected, 
or acquired pursuant to a contract which was, on A pril 18, 1969, and at all 
times thereafter, binding on the taxpayer.

(2 ) Equipped building rule.— I f —
(A )  pursuant to a plan o f the taxpayer in c-xi.stcnee on A pril 18, 1969 

(which plan was riot substantially modified at. any time a fter such dato 
and before the taxpayer placed the equipped building in service), the tax­
payer has constructed, reconstructed, erected, or acquired a building and tho 
machinery and equipment necessary to the planned use o f the building by 
the taxpayer, and

(B ) more than 50 percent o f the aggregate adjusted basis o f all tho 
property o f a character subject to the allowance fo r  depreciation making 
up such building as so equipped is attributable to either property the con­
struction, reconstruction, or erection o f which was begun by Hie taxpayer 
before A pril 19, 1960, or property the acquisition o f which b y  the taxpayer 
occurred-before Such date,

then all property comprising,such building as so equipped (and any incidental 
property adjacent to such building which is necessary to the planned uso o f the 
building) shall be pre-termination property. For purposes o f subparagraph (!3) 
o f tho preceding sentence, the rules o f paragraphs ( i )  and (4 ) shall be applied. 
F o r  purposes o f this paragraph, a special purpose structure shall be treated as 
a  building. . .

(3) P lan t fac ility  rule.—
(A )  General rule.— I f—  •

( i )  pursuant to a plan o f  the taxpayer in existence on A p ril 18, 1S69 
' (which plan was not substantial!;.' modified at any time .after such data 

and before tire taxpayer placed the plant facility  La sar vice), tiro taxpayer 
has constructed, reconstructed, or erected a plant facility, and •cither
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L  (U) the construction, reconstruction, or erection o f such plant facility
a . was commenced hy the taxpayer before April 19, 1869, or
uj ( i i i )  more than 50 percent o f the. aggregate adjusted basis o f all tho

property o f a character subject to the allowance fo r depreciation making 
up such plant facility is attributable to either property the construction,

. reconstruction, or erection o f which was begun by tire taxpayer before
• A pril 19, 1969, or properly the acquisition o f which by the taxpayer oc-
. curred before such date, .

then ell property comprising such plant facility shall bo pre-termination 
property. F or purposes o f clause (il l ) o f tire preceding sentence, the rules 
of paragraphs (1 ) and (4 ) shall be applied.

(B ) P lant facility defined.— For purposes o f this paragraph, the terra 
"plant facility1’ means a facility  which does not include any building (or o f 
which buildings constitute an insignificant portion) and which is—

• ( i )  a self-contained,’ single operating unit or processing operation,
. ( i i )  located on a single site, and

(ii i )  identified, on April IS, 1969, in the purchasing and internal 
financial plans o f tho taxpayer as a, single unitary project.

. (C ) Special rule.—For purposes o f this subsection, i f—
. ( i )  a  certificate o f convenience and necessity has been issued before

April ID, 18G9, by a Federal regulatory agency w ith respect to two or 
more plant facilities which arc included under a  single plan o f the tax­
payer to construct, reconstruct, , or erect such plant facilities, and 

(l i )  more than 50 percent o f the aggregate adjusted basis o f e ll the 
property o f a character subject to tha allowance fo r  depreciation malring 
up such plant facilities is attributable to either property the construction, 
reconstruction, or erection o f which was begun by the taxpayer before 
April 19, 1SS9, or property the acquisition o f which by the taxpayer 
occurred before such date, 

such plant facilities shall be treated as a single plant facility.
(D ) Commencement o f construction.— For purposes o f subparagraph

(A ) (ii ),  the construction, reconstruction, o:* erection o f a  plant fac ility  shall 
not be considered to have commenced until construction, reconstruction, cr. 
erection has commenced at the site o f such plant facility. Ih e  preceding 
sentence shall not apply i f  tho rite o f such plant facility  Is not located on 
land.

(4 ) Machinery or equipment rule.'— A ny piece o f machinery or equipment—
(A )  more than 50 percent o f the ports and components o f which (de- 

. tovmined on the basis o f cost) were held by the taxpayer on A pril IS, 19S9,
or are acquired by the taxpayer pursuant to a binding .contract which was 
in effect on such date, fo r inclusion or uso in such piece o f machinery or 
equipment, and ' .

(B ) the cost of the parts and components o f which is not an insignificant 
portion o f the total cost, . . •

shall be treated as property which is pro-termination prop city.

(5 ) Certain Jcasc-hrek transactions, etc.—
• (A )  W here a person, who is a party to a binding contract described in
paragraph (1 ) transfers rights in such contract (o r in tho property to which 
such contract relates) to another person but a party to auch contract retains 
a right to use the property under a lease w ith  suoh.other person, then to the 
extent o f  the transferred right such other person shall, fo r  purposes o f

* r ' ™ «■ ' »  I — -  I — ■ ■ ■■ -  am .  ........... .. .I., — ,, in        ■■ .,11 m  . . mmmrn

[i'ooinoto s SU7V3 See. 40 added by section 703(a), Tax Reform A c t o f 1059.
33/feotlvo data (Code Sec. 49).—Qoiicral ride.—The investment credit is not available 

as to property, tho physical construction, rccoiw tructioa or erection o f wh ich is bogun 
a fte r A p r il 13, 1969, o r which is acquired by the taxpayer a fte r'th a t data, as provldod in 
Code See. 49(a)(1) aud (2). . .

Exceptions: Tha credit la available as to prooorty covered bv the general rulo to 
extent i t  Is "pre-term ination property”  covered by Code See. 49(b), as provided in  Sec. 
49(a). Excluded from  the above exqspUou is property placed ir. corvico a fte r 1975 (as 
provided in  See. 49(d)). The credit is also not aveile.bio as to oertuh! leased properly as 
provided in  Sec. 49(e).

Relevant de lim iting Catos arc provided in  Code provisions involved.
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paragraph (1 ), succeed to the position o f the transferor with respect to such 
binding contract and such property. In  any case in which the lessor does not 
make an election under section 48 (d )—  ' ■■■"■ '•.

(I ) the preceding sentence shall apply only i f  a party to the contract
retains tho right to use the property under a lease for a term o f at least 

'• 1 year; and. 7 . . ■ . ’
( i i )  i f  such use is retained (other than under a long-tenn lease), the 

lessor shall be deemed fo r the purposes o f section 47 as having made a 
• disposition o f the property at such time as the; lessee loses the right to 

■ use the property. . • . . . .
For purposes.of clause (11), i f  the lessee transfers the lease in a transfer 
described in paragraph (7 ), the lessee shall bo .considered as having the right 
to*use of the property so long as the transferee has such use.

(B ) For purposes o f subparagraph ( A )—
(i )  a person who holds propertj’  (o r  rights in property) wliich is

pre-termination propertj* by reason of the application o f paragraph (4) 
shall, with respect to such property, he treated as a party to a binding 
contract described in paragraph (1 ), and -

(i i )  a corporation which is a member o f the same affiliated group 
(as defined in paragraph (8 ) )  as the transferor described in subparagraph
(A )  and which simultaneously w ith the transfer o f property to another 
person acquires a right to use such property under a lease with such

. other person shall be treated S3 the transferor and as a party to the 
contract.

(6 ) Contain lease and contract obligations.—
' (A )  Where, pursuant to a binding lease or contract to lease in effect on
A pril IS, 1969, a lessor or lessee is obligated to construct, reconstruct, erect, 
or acquire propertj’ specified in such leaso or contract or in a related docu­
ment filed before April 19, 1969, with a Federal regulatory agency, or 
property the specifications o f which are readily ascertainable from  the terms 
o f such lease or contract or from  such related document, any property so 
constructed, reconstructed, erected, or acquired hy the lessor or lessee shall 
be pre-termination property. In  the case o f any project which includes 
property other than the propertj’ to be leased to  such lessee, the preceding 
sentence shall be applied, in the case o f the lessor, to such other property 
only i f  the binding leases end contracts w ith all lessees in e le c t  on A pril 18, 
1969, cover real jn'oportj* constituting 25 percent or more o f the project (de­
termined on the basis of rental value). F or purposes o f the preceding 
sentences o f tills paragraph, in the case o f any project where one or more 
vendor-vendee relationships exist, such vendors and vendees shall be 
treated as lessors and lessees.

(B ) Where, in order to perform a binding contract or contracts in effect 
on A pril 18, 1969, (1) tho taxpayer is required to construct, reconstruct, 
erect, or acquire property specified in any order o f a Federal regulatory 
agency fo r  which application was filed before A pril 19, 1969, (i i ) the prop­
erty is to bo used to transport one or moro products under such contract 
or contracts, aud (ii i )  one or more parties to the contract or contracts are 
required to  take or to provide more than 50 percent o f the products to be 
transported over a substantial portion o f the expected useful life  o f the 
property, then such property shall be pre-termination propertj’.

(C ) Where, in  order to perform  a binding contract in effect on April 18, 
1969, the taxpayer is required to construct, reconstruct, erect, or acquire 
propertj’ specified in the contract to be used to produce one or moro 
products and (unless the other partj’ to tho contract is a  State or a political 
subdivision o f a State which is required bj* the contract to make substan­
tial expenditures which benefit tho taxpayer) tha other party to the contract 
is required to take substantially all o f tho products to bo produced over a 
substantial portion o f ilia expected useful life  o f the property, then such 
property shall be pre-termination property. For purposes o f applying the 
preceding sentence in the case o f a contract fo r tho extraction o f minerals, 
property shall be treated a3 specified in tho contract i f  ( i )  the specifications

• Investment Credit (§46 -49  — ft 5939 et seq .)‘ . 5 9 8 7



Jj fo r  such property are readily ascertainable from  the location and character-
^  iiitlcs o f the mineral properties specified in such contract from  which the
in minerals are to be extracted; (i l ) such property Is necessary fo r and is to be

used solely in the extraction o f minerals under such contract; ( i l i ) : the 
physical Construction, reconstruction, or erection o f such property is begun 

-b y  the taxpayer before A pril 19,1970, such property is acquired by the tax­
payer before April 10, 1970, or such property is constructed, reconstructed,

, erected, or acquired pursuant to a  contract which was, oh A pril 18,1970, and
at all times thereafter, binding on the taxpayer; ( iv )  such property is placed 
in service on or before December 31, 1972; ,(v ) such contract is a to ed  price 
contract (except for- provisions for price changes under which the loss o f the 
credit allowed by section 38 would not result in a price.change); and (v i)  
such property is- not placed in service to replace other property used in 
extracting minerals under such contract

(7) Certain transfers to be disregarded.— . .
(A )  I f  property or rights tinder a  contract are transferred in—  *' .
. ( i )  a transfer by reason of- death,

(ii ) a  transaction as a result o f wh?ch the basis o f the property in the 
. hands o f the transferee i3 determined by reference tc> its baste in the hands

of the transferor hy reason o f the :application of section 332, 851, 331, 
371(a), 374(a), 721, or 731, or , . R

(iii ) a sale o f substantially all o f the assets o f the transferor pursuant 
to the terms o f a contract, which was on A p ril 18, 1989, and at all times 
thereafter, binding on the transferee, .

and such property (or the property acquired under such contract) v/ould be 
treated as pre-termination property in the hands o f the decedent or the 
transferor, such property shall be treated as pve-tenalnation propertj* in tho 
hands o f tho transferee.

(D ) I f—  * .
( i )  property or rights under a  contract are acquired in a transaction 

to which section 334(b )(2 ) applies, •
( i i )  the stock o f the distributing corporation was acquired before 

A p ril 19, 1939, or pursuant to a  -binding contract in effect A p ril 18, 19G9,
. and

(iii ) such property (or the property acquired under .such contract)
: would be -treated as pre-termination property hr the- hands o f the dis­

tributing corporation, ; "  :
such propertj’  shall be treated as pre-termination propertj' in the hands of 
the distributee.

(S) Property acquired from  affiliated corporation.— In  thd case o f property 
acquired by a coiporation which is a member o f cn affiliated group from  
another member o f the same group—  .

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

(B ) such corporation shall be treated as having entered into a blnd- 
. ing contract for the construction, reconstruction, erection, or acquisition

of such propertj’ on the date on wliich such other member entered into a 
contract fo r tha construction, reconstruction, erection, or acquisition c-f such 
propertj’, and

(C ) such corporation shall he treated as having commenced the construc­
tion, reconstruction, or erection o f such property on the date on which such 
other member commenced such construction, reconstruction, or erection.

For puiposes o f this subsection-and subsection (c ), a contract between two 
• corporations which are members o f the SHine affiliated group shall not be 
treated as a binding contract as between such corporations, unless, at all 
time3 a fter June 30, 1969, and prior to the completion o f performance o f such 
contract, such corporations arc not members o f the same affiliated group. For- 
purposes o f the preceding sentences, the term "affiliated group" has the mean­
ing assigned to it by section 1504(a), except that all corporations sliall he 
treated as includible* cornorations -(without anj’  exclusion under section 1504-
(b ) ) .

5 9 8 3  Credits Against Tax I1!
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HB 512

Introduced: 1/14/72
Referred: Finance

BY THE RULES COMMITTEE BY 
IN THE HOUSE REQUEST OF THE GOVERNOR

HOUSE BILL NO. 5 1 2

IN THE LEGISLATURE OF THE STATE OF ALASKA
i 1 . . .  •.

SEVENTH LEGISLATURE - SECOND SESSION

A BILL

For an Act entitled: "An Act relating to computation of taxable income

under the Alaska net income tax; and providing for an 

effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. AS 43.20.010(c) is amended by adding a new paragraph to 

read:

(9) For purposes of calculating the income tax payable under 

this section, the taxpayer may not apply as a credit against his tax 

liability the job development investment credit allowed as to federal 

taxes under Internal Revenue Code sec. 50.

* Sec. 2. This Act is retroactive to January 1, 1972 and takes effect 

on the day after V  s passage and approval or on the day it becomes law 

without approval.
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H O U S E  O F  R E P R E S E N T A T I V E S

1/14/72 

Mr. Speaker

The Committee on

i -7 T.f v  . < v> I ! r ...__________

FINANCE

. Date

1IB 512has had *v. ■.1' ' i

under consideration. A majority of the members of the Committee

0  recommends it do pass

/~~7 recommends it do not pass

/~7 recommends it do pass with attached amendment(s)

/ / recommends it be replaced with CS for ____________

CS for ______________________  do pass

/~~7 (and) recommends it be referred to the __________

.. c o m m i t t e e - , - u X - '  W G m  ’ '

/ / reports it back-.withoutf recommendation
• v . • - ‘ 1 ■*' v r _» '

/~7 (other) ____________________________________________

and that

MEMBERS SIGNING THE MAJORITY REPORT:

~>

■ * / ( K v

y n  s  .a  f i  r v J v

f/9 /)  1
\(Y / 1 , ' - v

7 ^ 2 ' " *

X

MEMBERS NOT CONCURRING IN THE MAJORITY REPORT: 

_______ • -_________  recommends.:
. t

  recommends: .

recommends: .

recommends:

. r e c o m m e n d s : /
m  t

C H A I R M A N  r —
/
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IN THE HOUSE

Introduced: l / l b / 7 2
Referred: Finance

BY THE RULES COMMITTEE BY 
REQUEST OF THE GOVERNOR

HOUSE BILL NO. 5 1 2  '

IN THE LEGISLATURE OF THE STATE OF ALASKA 

SEVENTH LEGISLATURE - SECOND SESSION 

A BILL

For an Act entitled: "An Act relating to computation of taxable income

under the Alaska net income tax; and providing for an 

effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. AS 43.20.010(c) is amended by adding a new paragraph to 

read:

(9) For purposes of calculating the income tax payable under 

this section, the taxpayer may not apply as a credit against his tax 

liability the Job development investment credit allowed as to federal 

taxes under Internal Revenue Code sec. 50.

* Sec. 2. This Act is retroactive to January 1, 1972 and takes effect 

on the day after its passage and approval or on the day it becomes law 

without approval.





The Legislature of the
FISCAL

e. State of Alaska . .. :
N O T E •; '• ' ' '■■■'. ■. • ’

Second Session - Seventh State Legislature

I. REQUEST '
Bill I d e n t i f i c a t i o n ^  
Title:

House Bill No. 512

_______ Relating to computation of taxable income under the Alaska Net Income

Requested by: Legislative Finance  Date: 1-17-72__________ Tax

Return Date Requested:_________• 1-31-72
A g e n c y : • Revenue_ P r o g r a m : .Fiscal. Services__

• II. FISCAL DETAIL .
Budget Request Unit(s) Affected:______ .
A. EXPENDITURES: (Thousands of dollars)

• OBJECT FY 72 FY 73 FY 74 FY 75 FY 76 FY 77
100 PERSONAL SERVICES •
200 TRAVEL
300 CONTRACTUAL
400 COMMODITIES
500 EQUIPMENT
600 LAND'& STRUCTURES

1

700 GRANTS, CLAIMS, ETC. -

TOTAL NONE NONE NONE NONE NONE NONE

B. FUNDING: (Thousands of dollars)

GENERAL FUND
FEDERAL FUNDS
OTHER

c .  positions:

PERMANENT/TEMPORARY -0-/ /  ' / /... /
MAN MONTHS (P./T.) -0-/ / /  ...... 7_____ / /

III. ANALYSIS (See Fiscal Note Preparation Instructions, Section III)

See attached memorandum from A. L. Bue, Supervisor, Corporate Income Tax Unit, 

Audit Division, Department of Revenue concerning additional revenues to be 

gained under the provisions of House Bill 512 which does not allow the taxpayer to 

apply as a credit against his tax liability the job development investment credit 

allowed as to Federal taxes under Internal Revenue Code Sec. 50.

IV. ATTACHMENTS

V. DATE: January 27. 1972 PREPARED BY:

Original: Legislative Finance 
cc: Budget and Management

• Prime Sponsor (First Legislator Named)

R. D. Stevenson 

Deputy Commissioner 

Department of Revenue



X * '  '

• • • • d a t e :  January 26, 1972-

V -'

; T O : '  R. D. Stevenson

Deputy Commissioner 

Through: T. L. File, Chief . . ’ ‘ .

. . Iiicome Tax Section ' • . F,LE N9:

4) ' . - ■ •
  f r o m : ®ue/> Supervisor'1 . . SUBject: Fiscal Note Request-

Corporate Income Tax Unit HB 512

Following are revised Corporate Income Tax Unit revenue projections (which take 

into consideration HB 512) compared with current projections:

HB 512 projection 

Current projection 

Net gain in revenues

(Thousands of. dollars)

FY 73 FY 74 FY 75

$7,072.6 

6,906.9 

$ 165.7

$8,454.0 

8,288.3 

$ 165.7

$8,893.3 

8,726.6 

$ 166.7

FY 76

$8,930.7 

8,708.7 

$ 2 2 2 .0

FY 77

$8,776.3 

8,563.1 

$ 213.2

BASIS FOR PROJECTIONS: (Percentages)

FY 73 FY 74 FY 75 FY 76 FY 77

HB 512 growth rate 

Projected growth rate 

Growth rate increase

8.4 

6 .0

2.4

22.4

2 0 .0

2.4

23.2

2 0 .0
3.2

16.2

13.0

3.2

7.2 

4.0

3.2

These growth rates take into consideration the new accelerated deprecia- 

tion,.*# the North Slope Pipeline, the advent of increased activity centered around 

oil feeder and gathering system construction in 1977, and the provisions of HB 512 

which does not allow the taxpayer to apply as a credit against his tax liability 

the job development investment credit allowed as to Federal taxes under Internal 

Revenue Code Sec. 50. ■

ALB:mbc . • . ' • .

02-001



Sec. 207. Waiver of penalty for underpay­
ment of 1971 estimated income 
tax. ■

Sec. 208. Adjustment of withholding.
Sec. 209. Changes in requirements of 

declaration of estimated in­
come tax by individuals.

Sec. 210. Expenses to enable individuals to 
be gainfully employed.

Sec. 211. Levies on salaries and wages.
T IT L E  I I I— STRU CTU RAL 

IM PROVEM ENTS

Sec. 301. Unearned .income of taxpayers 
who arc dependents of other 
taxpayers. ,

. Sec. 302. Limitation on carryovers of un­
used credits and capital losses.

Sec. 303. Amortization of certain expend!- 
turcs for on-the-job training 
and for child care centers.

Sec. 304. Excess investment interest.
Sec. 305. Farm losses of electing small 

business corporations.
Sec. 306. Capital gain distributions of cer­

tain trusts.
Sec. 307. Application of Western Hemis­

phere Trade Corporation pro­
vision under the Virgin Islands 
tax laws.

Sec. 308. Capital gains and stock options.
Sec. 309. Certain treaty cases.
Sec. 310. Bribes, kickbacks, medical re­

ferral payments, etc.
Sec. 311. Activities not engaged in for 

profit.
Sec. 312. Certain distributions to foreign 

corporations.
Sec. 313. Original issue discount.
Sec. 314. Income from certain aircraft and 

vessels.
Sec. 315. Industrial development bonds.
Sec. 316. Disclosure or use of information 

by preparers of income tax 
returns.

T IT L E  IV — EXCISE TA X

Sec. 401. Repeal or suspension of manu­
facturers excise tax on pas­
senger automobiles, light-duty 
trucks, etc.

See. 402. Credit against tax on coin-oper­
ated gaming devices.

T IT L E  V — DOM ESTIC IN TE R N A­
T IO N A L  SALES CORPORATIONS

Sec. 501. Domestic international sales 
corporations.

Sec. 502. Deductions, credits, etc.
Sec. 503. Source of income.
Sec. 504. Procedure and administration. 
Sec. 505. Export trade corporations.
Sec. 506. Submission of annual reports to 

Congress.
Sec. 507. General effective date of title.

T IT L E  V I— JOB DEVELOPM ENT RE­
LATED  T O  W ORK INCENTIVE 
PROGRAM

Sec. 601. Tax credit for certain expenses 
incurred in work incentive 
program. .

T IT L E  V I I— T A X  INCENTIVES FOR 
CO NTRIBU TIO NS TO  CANDIDATES 
FOR PUBLIC OFFICE

Sec. 701. Allowance of credit.
Sec. 702. Deduction in lieu of credit.
Sec. 703. Effective date.'

T IT LE  V I I I— FINANCING OF PRESI­
D ENTIAL ELECTION CAMPAIGNS

Sec. 801. Presidential Election .Campaign 
Fund Act. .

Sec. 802. Miscellaneous amendments.

(c )  A m e n d m e n t  of 195 4 code.—  
Except as otherwise expressly pro­
vided, whenever in this A ct an 
amendment is expressed in terms o f 
an amendment to a section or other 
provision, the reference is to a section 
o r other provision o f the Internal R ev ­
enue Code o f 1954.

T I T L E  I — JOB D E V E L O P M E N T  
IN V E S T M E N T  C R E D IT ; D E ­
P R E C IA T IO N  R E V IS IO N

Sec. 101. R es to r a tio n  of I n v e s t ­
m e n t  C redit.

(a )  Subpart B o f part I V  o f sub­
chapter A  o f  chapter 1 (relating to 
rules for computing credit fo r  invest­
ment in certain depreciable property) 
is amended by adding at the end 
thereof the follow ing new section: 
“ Sec. 50. R e s to ra t io n  o f  C red it.

“ (a )  G e n e r a l  r u l e .— Section 49
(a ) (relating to termination o f credit) 
shall not apply to property—  •

“ (1 ) T h e  construction, recon­
struction, o r  erection o f which—  

“ (A )  is completed by the tax­
payer after August 15, 1971, or 

“ (B ) is begun by the taxpayer 
after M arch 31, 1971, o r  
“ (2 )  which is acquired by the 

taxpayer—
" ( A )  A fte r  August 15, 1971,

or
“ (B ) after M arch 31, 1971, 

and before August 16, 1971, pur­
suant to an order which the tax­
payer establishes was placed after 
March 31, 1971. '

“ (b )  T r a n s it io n a l  r u l e .— I n ap­
plying section 46 (c ) (1 ) ( A )  in the case 
o f  property described in subsection 
( a ) ( 1 ) ( A )  die construction, recon­
struction, or erection o f  which is begun 
before April 1, 1971, there shall be 
taken into account only that portion o f 
the basis which is properly attributable 
to construction, reconstruction, or erec­
tion after August 15, 1971. This sub­
section shall not apply to pre-termina­
tion property (w ithin the meaning o f 
section 4 9 (b ) ) . ”

(b )  C o n fo rm in g  a m e n d m e n t s .—
(1 ) Section 4 9 (a ) (relating to  ter­

mination o f credit) is amended by add­

ing at the end thereof the follow ing 
new sentence: "T h is  subsection shall 
not apply to  property described in 
section 50.”

(2 ) Section 4 9 (b ) (defin ing pre­
termination property) is amended by 
striking out “ For purposes o f this sec­
tion”  and inserting in lieu thereof 
“ For purposes o f this subpart” .

(3 )  Section 4 9 (d ) (relating to 
property placed in service after 1975) 
is hereby repealed.

(4 ) T h e  heading fo r section 49 is 
amended to read as follows:
“ Sec . 49. T e r m in a t io n  for  P eriod 

Be g in n in o  A pr il  19, 1969, and  
E n d ing  D u r in g  1971.”

(5 ) T h e  table o f sections fo r sub­
part B o f part I V  o f subchapter A  of 
chapter 1 is amended by striking out 
the item relating to section 49 and in­
serting in lieu thereof the follow ing:

“See. 49. Termination for period be­
ginning April 19, 1969, 
and ending during 1971. 

“Sec. 50. Restoration of credit.”

(c )  A c c o u n t in g  fo r  in v e s t m e n t  
credit in  c e r ta in  f in a n c ia l  reports  
a n d  repo rts  to  federal ag en c ie s .—  

(1 )  I n  G e n e r a l .— I t was the in­
tent o f the Congress in enacting, in 
the Revenue A c t o f 1962, the invest­
ment credit allowed by section 38 o f 
the Internal Revenue Code o f 1954, 
and it is the intent o f the Congress in 
restoring that credit in this Act, to 
provide an incentive fo r  moderni­
zation and grow th  o f private indus­
try. Accordingly, notwithstanding 
any other provision o f  law, on and 
after the date o f  the enactment of 
this A ct—

(A )  no taxpayer shall be re­
quired to use, fo r purposes o f fi­
nancial reports subject to the

. jurisdiction o f any Federal agency 
or reports made to any Federal 
agency, any particular method o f 
accounting for the credit allowed 
by such section 38,

(B ) a taxpayer shall disclose, in 
any such report, the method o f ac­
counting fo r  such credit used by 
him fo r purposes o f such report, 
and

(C )  a taxpayer shall use the 
same method o f accounting for 
such credit in all such reports 
made by him, unless the Secretary



o f the Trcasury o r his delegate 
consents to a  change to another 
method.
(2 ) Ex c e p t io n s . —  Paragraph 

not apply to taxpayers who 
to the provisions o f scc- 

e ) o f the Internal Revenue 
Code o f  195-1- (as added by section 
105(c) o f  this A c t )  or to section 203
(c )  o f  the Revenue A ct o f 1964 (as ’ 
m odified by section 105(e) o f this 
A c t ) .  . •

Sec. 102. D e t e r m in a t io n  o f  Q u a l i­
fied I n v e s t m e n t .

(a )  C h a n g e  in  u s e fu l  l ife

BRACKETS.---
(1 ) S ection 46 (c ) (2 ) (relating to 

applicable percentage for purposes 
o f determining qualified investment) 
is amended—

(A )  by striking out “ 4 years”
■ and inserting in lieu thereof “ 3 

^^ears” ,
n  (B ) by striking out “ 6 years”  

each place it appears and insert­
ing in lieu thereof “ 5 years” , and

(C )  by striking out “ 8 years”  
each place it appears and insert­
ing in  lieu thereof "7  years” .
(2 ) T h e  second sentence o f sec­

tion 4 8 (a ) (1 )  (defin ing section 38 
property) is amended by striking out

~  “ 4 years" and inserting in lieu there­
o f “ 3 years” .
(b )  U s e f u l  l if e  for  in v e s t m e n t  

credit pu r p o s e s .— T he second sen­
tence o f section 4 6 (c ) (2 ) is amended 
to read as follows:

“ For purposes o f  this subpart, the 
useful life  o f any property shall be 
the useful life used in computing the 
allowance fo r depreciation under 
section 167 fo r the taxable year in 
which the property is placed in 
service.”
(c )  T e c h n ic a l  a m e n d m e n t .—  

Section 4 7 (a ) (6 ) (A )  (relating to air­
craft used outside the U n ited States 
after A p ril 18, 1969) is amended by 
striking out “ 4 years”  and inserting in 
lieu thereof “ 3J/2 years” .

(d )  E ffec tive  d ates .—

(1 ) T h e  amendments made by 
subsections (a )  and (b ) shall apply 
to property described in section 50 o f 
the Internal Revenue Code o f 1954.

(2 ) In  redetermining qualified in­
vestment for purposes o f section 47 
(a )  o f the Internal Revefiue Code of

1954 in the case o f any properly 
which ceases to be section 38 prop­
erty with respect to the taxpayer after 
August 15, 1971, or which becomes 
public utility property after such 
date, section 4 6 (c ) (2 ) o f such Code 
shall be applied as amended by sub­
section (a ) .

• (3 ) Th e  amendment made by
subsection (c )  shall apply to leases 
executed after April 18, 1969.

Sec . 103. L im it a t io n  of  C redit to  
D o m e stic  Products .

Section 4 8 (a ) (relating to definition 
o f section 38 property) is amended by 
adding after paragraph (6 ) the fo llow ­
ing new paragraph:

“ (7 ) P r o per ty  co m pleted  
abroad  or pr e d o m in a n t l y  of  for­
eign  ORIGIN.—

“ (A )  I n  g ene ral .— Property 
(other than pre-termination prop­
erty) shall not be treated as sec­
tion 38 property if—

“ ( i )  such property was com­
pleted outside the United States, 
or .

“ ( i i )  less than 50 percent o f 
the basis o f such property is at­
tributable to value added w ith­
in the United States.

“ For purposes o f  this subpara­
graph, the term ‘United States’ 
includes the Commonwealth o f 
Puerto R ico and the possessions o f 
the United States. -

“ (B ) Period of  a p p l ic a t io n  
of  pa r a g r a ph .— Except as pro­
vided in subparagraph (D ) ,  sub­
paragraph (A )  shall apply only 
with respect to property described 
in section 50—

“ ( i )  the construction, recon­
struction, or erection o f which 
by the taxpayer is begun after 
August 15, 1971, and on or be­
fore the date o f termination o f 
Proclamation 4074, or 

“ ( i i )  which is acquired pur- 
• suant to an order placed on or 

before the date o f termination 
o f Proclamation 4074, unless 
acquired pursuant to an order 
which the taxpayer establishes 
was placed before August 16, 
1971.

“ (C )  P re sid en t  m a y  e x e m p t , 
a r tic le s .—-If  the President o f the 
United States shall at any time ’

determine that the application 
o f subparagraph (A )  to any ar­
ticle o r class o f articles is not in 
the public interest, he m ay by 
Executive order specify that sub­
paragraph (A )  shall not apply to 
such article or class o f articles.

. Subparagraph (A )  shall not apply 
to an article 6r class o f articles for 
the period specified in such Execu­
tive order. Any period specified 
under the preceding sentence shall 
not apply to property ordered be­
fore (o r  to property the construc­
tion, reconstruction, or erection o f 
which began before) the date o f 
the Executive order specifying 
such period, except that, i f  the 
President determines it to be in 
the public interest, such’ period 
shall apply to property ordered 
(o r  property the construction, re­
construction, or erection o f which 
began) after a date (before the 

• date o f the Executive order) speci­
fied in the Executive order.

“ (D )  C o u n t r ie s  m a in t a in in g

TRADE RESTRICTIONS OR ENGAGING 
IN DISCRIMINATORY ACTS.— If ,  on 
or after the dale o f the termina­
tion o f Proclamation 4074, the 
President determines that a fo r­
eign country—  .

“ ( i )  maintains nontariff
trade restrictions, including 
variable im port fees, which 

' substantially burden United 
States commerce in a manner 
inconsistent w ith provisions o f 
trade agreements, or . .

“ ( i i )  engages in discrimina­
tory o r other acts (including 
tolerance o f international car­
tels) o r policies unjustifiably 
restricting U nited • States 
commerce, 

he may provide by Executive or- 
■ der fo r the application o f  sub­

paragraph (A )  to any article o r 
class o f articles manufactured or 
produced in such foreign country 
fo r  such period as may be provided 
by Executive order.”

Sec. 104. D e f in it io n  o f  S ec tio n  38 
Pr o p e r ty .

(a )  Storace  f a c il it ie s .—  '
(1) In g e n e ra l.— Section 4 8 (a )

( 1 ) (B )  (relating to other tangible 
property constituting section 38



property) is amended by striking out 
clause ( i i )  and inserting in lieu 
thereof the fo llow ing:. .

“ ( i i )  constitutes a  research fa­
cility used in connection w ith  any 
o f  the activities referred to in 
clause ( i ) , o r

“ ( i i i )  constitutes a facility used 
in connection w ith any o f the ac­
tivities referred to in clause ( i )  for 
the bulk storage o f fungible com­
modities (including commodities 
in  a liquid or gaseous state), or” .
(2 )  CoNFOPMING AMENDMENT.—

Section 1245(a) (3 ) (B ) (relating to 
other property constituting section 
1245 property) is amended by strik­
ing out “ or”  at the end o f clause ( i ) ,  
and by striking out clause ( i i )  and 
inserting in lieu thereof the 
fo llow ing:

“ ( i i )  constituted a research fa- . 
cility used in connection w ith any 
o f the activities referred to in 
clause ( i ) ,  or •

. “ ( i i i )  constituted a facility used 
in connection w ith any o f the ac­
tivities referred to in clause ( i )  fo r 
the bulk storage o f fungible com­
modities (including commodities 
in a liquid or gaseous sta te ),” .

(b )  C o in -operated  m a c h in e s  in  
APARTMENT BUILDINGS.— Section 48 
(a )  (3 ) (relating to property used for 
lodging) is amended—  . .

(1 )  by striking out “ and”  at the 
end o f subparagraph ( A ) ,

. (2 )  by striking out the period at
the end o f subparagraph (B ) ando 
inserting in lieu thereof “ , and” , and

(3 ) by adding after subparagraph 
' (B ) the fo llow ing new subpara­
graph:

“ (C )  coin-operated vending 
machines.and coin-operated wash­
ing machines and dryers.”

(c )  C e r ta in  pr o pe r ty  used  in

FURNISHING COMMUNICATION SERV­
ICES.—

(1 ) Section 4 8 (a ) (5 )  (re lating to 
property used, by governmental 
units) is’ amended by inserting after

• “ international organisation”  the fo l­
low ing: “ (o ther than the Interna­
tional Telecommunications Satellite 
Consortium or any successor orga­
n ization )” .

(2 ) Section 4 8 (a ) (2 )  (B ) (re la t­
ing to exceptions from  rule for p rop ­

erty used outside the U n ited  States) 
is amended by striking out “ and”  at 
the end o f clause ( v i ) ,  by striking’ 

. out the period at the end o f clause
(v i i )  and inserting in lieu thereof a 
semicolon, and by adding at the end 
thereof the follow ing new clause:

“ (v ii i )  any communications 
satellite (as defined in section 103
(3 ) o f the Communications Satel­
lite Act o f 1962, 47 U.S.C., sec. 
7 0 2 (3 )) ,  or any interest therein,

. o f a United States person;” .

(3 )  Section 4 8 (a ) (2 ) (B ) (relat­
ing to exceptions from rule fo r prop­
erty used outside the U n ited  States) 
is amended by inserting after clause
(v i i i )  (as added by paragraph ( 2 ) )  
the follow ing new clause:

“ ( ix )  any cable, o r any interest 
therein, o f a domestic corporation 
engaged in furnishing telephone 
service to which section 4 6 (c ) (3 )
(B ) ( i i i )  applies (o r  o f a  wholly 

_ owned domestic subsidiary o f  such 
a corporation ), i f  such cable is 
part o f a submarine cable system 
which constitutes part o f a  com­
munication link exclusively be­
tween the United States and one 
or more foreign countries; and ” .

(d )  C er ta in  pr o pe r ty  used  to

EXPLORE FOR, DEVELOP, REMOVE, AND 
TRANSPORT RESOURCES FROM OCEAN 
WATERS AND SUBMARINE DEPOSITS.—
Section 4 8 (a ) (2 ) (B ) (relating to ex­
ceptions from rule for property used 
outside the United States) is amended 
by inserting after clause ( ix )  (as added 
by subsection ( c ) ( 3 ) )  the follow ing 
new clause:

“ (x )  any property (other than a 
vessel o r an aircraft) o f a United 
States person which is used in inter­
national or territorial waters fo r the 
purpose o f exploring for, developing, 
removing, or transporting resources 
from  ocean waters or deposits under 
such waters.”

(e )  L iv e s t o c k .— Section 4 8 (a ) (6 ) 

(relating to livestock) is amended to 

read as follows: .

“ (6 ) L iv e s t o c k . —  Livestock 
(other than horses) acquired by the 

taxpayer shall be treated as section 

38 property, except that if substan­

tially identical livestock is sold or 

otherwise disposed o f  by the taxpayer

during the one-year period begin­
ning 6 months before die date of 
such acquisition and if  section 47 (a ) 
(relating to certain dispositions, etc., 
o f section 38 property) does not ap­
ply to such sale or other disposition, 
then, unless such sale or other dispo­
sition constitutes an involuntary con­
version (w ith in  the meaning o f sec­
tion 1033), the cost o f the livestock 
acquired shall, for purposes o f this 
subpart, be reduced by an amount 
equal to the amount realized on such 
sale o r other disposition. Horses shall 
not be treated as section 38 p rop­
erty.”
( f )  A mortized  pr o pe r ty .—

(1 )  I n g e n e ra l.— Section 4 8 (a ) 
(relating to definition o f section 38 
property) is amended by adding 
after paragraph (7 ) (as added by 
section 103 o f this A c t ) the fo llow ­
ing new paragraph: ’

“ (8 ) A m o rtized  pr o pe r ty .—  
Any properly with respect to which 
an election under section 167(k ) ,  
169, 184, 187, or 188 applies shall 
not be treated as section 38 property. 
In  the case o f any property to which 
section 169 applies, the preceding 
sentence shall apply only to so much 
o f the adjusted basis o f die property 
as (a fter the application o f section 
169 (f) constitutes the amortizable 
basis for purposes o f section 169.”

(2 ) C o n f o r m in g  a m e n d m e n t .—  
Section 169 (relating to amortiza­
tion o f  pollution control facilities) is 
amended by striking out subsec­
tion (h ) .
(g )  R a ilr o ad  t r a c k .— Section 48 

(a )  (relating to definition o f section 38 
property) is amended by inserting after 
paragraph (8 ) (as added by subsection

( f ) ) the fo llow ing new paragraph:
“ (9 )  R a ilr o a d  t r a c k .— In  the 

case o f a railroad (including a rail­
road switching or terminal com­
pany) which uses the rctirement-re- 
placement method o f accounting for 
depreciation o f its railroad track, the 

■ term ‘section 38 property’ includes 
replacement track material, if—

“ (A )  the replacement is made 
pursuant to a scheduled program 
for replacement,

“ (B )  the replacement is made 
pursuant to observations by main- 
tcnance-of-way personnel o f spc-



. • cific • track material needing 
. ' replacement,

“ (C )  the replacement is made 
pursuant to the detection by a rail- 
test car o f specific track material

•  needing replacement, o f 
I “ (D )  the replacement is made 

■ as a result o f a  casualty. ’
“ Replacements made as a result o f 
a casualty shall be section 38 prop­
erty only to the extent that, in the 

. case o f each casualty, the qualified 
investment w ith  respect to the re­
placement track material exceeds 
$50,000. For purposes o f this para­
graph, the term ‘ track material’ in­
cludes ties, rail, other track material, 
and ballast.”
■(h) E f f e c t i v e  dates .— T he 

amendments .made by this section 
(other than by subsections ( c ) ( 1 ) ,  (c )
(2 ) ,  and ( g ) )  shall apply to property 
described in section 50 o f  the Internal 
I ^ c n u c  Code o f 1954. Th e  am end-. 2̂ ^  made by subsections ( c ) ( 1 ) ,  (c )
(2 ) ,  and (g )  shall apply to taxable 
years ending after December 31, 1961. 
Sec. 105. R e g u la te d  Com panies. .

(a )  I n crease  in  q u alif ied  i n ­
v e s t m e n t  FOR PUBLIC UTILITY PROP­
ERTY.— Section . 4 6 ( c ) ( 3 ) ( A )  (relat­
ing to qualified investment in case o f 
public utility property) is amended by 
striking out “ 3/7”  and inserting in lieu 
thereof “ 4/7” .

(b )  D e f in it io n  of  p u b lic  u t il it y  
pr o pe r ty , . e t c .— Section 4 6 (c ) (3 ) 
(le la tin g  to public utility property) is 
amended—

(1 ) by inserting “ or”  at the end 
o f c lause.(ii) o f  subparagraph (B ) , .  
and by striking out clauses ( i i i )  and .
( i v )  o f such subparagraph and in­
serting in lieu thereof the follow ing:

“ ( i i i )  telephone service, tele­
graph sendee by means o f domes­
tic telegraph operations (as de­
fined in section 2 2 2 (a )(5 ) o f the 
Communications A ct o f 1934, as 
amended; 47 U.S.C., sec. 222(a)
( 5 ) ) ,  or other communication 
services (o ther than international 

. telegraph service),” ;
(2 ) by adding at the end o f sub­

paragraph (B )  the follow ing new 
sentence: “ Such term also means 
communication property o f  the type 
used by persons engaged in provid­
ing telephone or m icroyave com-

' inunication sendees to which clause
( i i i )  applies, i f  such property is used 
predominantly fo r communication 
purposes.” ; and 

• (3 ) by adding after subparagraph
(B ) tiie fo llow ing new subpara­
graph: »

“ (C )  In  the case o f any inter­
est in a submarine cable circuit 
ured to furnish . telegraph serv­
ice between the United States 
and a point outside the United 
States o f a  taxpayer engaged in 
furnishing international telegraph 

, seivice ( i f  the rates for such fur­
nishing liave been established or 
approved by a governmental unit, 
agency, instrumentality, commis­
sion, or similar body described'in 
subparagraph ( B ) ) ,  the qualified 
investment shall not exceed the 
qualified investment attributable 
to so much o f the interest o f the 
taxpayer in the circuit as does not 
exceed 50 percent o f all interests 
in the circuit.”

(c )  C redit n o t  a v a ila b le  in  cer­
t a in  c ases .— Section 46 (relating to 
amount o f credit) is amended by add­
ing at the end thereof the follow ing 
new subsection:

“ (c )  L im it a t io n  in  case  of

CERTAIN REGULATED COM­
PANIES.—

“ (1 ) G e n e r a l  r u l e .— Except 
as otherwise provided in this sub­
section, no credit shall be allowed 
by section 38 w ith respect to any 
property described in section 50 
which is public utility property (as 
defined in paragraph ( 5 ) )  o f the 
taxpayer—  .

“ (A )  C o st  o f  service  re­
d u c t io n .— I f  the taxpayer’s 
cost o f service fb r ratemaking 
purposes is reduced by reason o f 
any portion o f the credit allow ­
able by section 38 (determined 
without regard to this subsec­
tion) ; o r  . •

“ (B ) R ate  base reduc­
t io n .— I f  the base to which the 
taxpayer’s rate o f return for 
ratemaking purposes is applied 
is reduced by reason o f any por­
tion o f the credit allowable by 
section 38 (determ ined without 
regard to this subsection). 

Subparagraph (B ) shall not apply *

if the reduction in the rate base is 
restored not less rapidly than 
ratably. I f  the taxpayer makes an 
election under this sentence w ith­
in 90 days after the date o f  the 
enactment o f this paragraph in 
the manner proscribed, by the 
Secretary or his delegate, the im ­
mediately preceding sentence shall 
not apply to property described in 
paragraph (5 ) (B ) i f  any agency 
or instrumentality o f the United 
States having jurisdiction for rate- 
making purposes with respect to 
such taxpayer’s trade or business 
referred to in  paragraph (5 ) (B ) 
determines that the natural 
domestic supply o f the product 
furnished by the taxpayer in the 
course o f such trade or business is 
insufficient to meet the present and 
future requirements o f the 
domestic economy.

“ (2 ) Spe c ia l  r u le  for r a t ­
a ble  f l o w -t h r o u g h .— I f  the 
taxpayer makes an election under 
this paragraph within 90 days 
after the date o f theenactm ent o f 
this paragraph in the manner pre­
scribed by the Secretary or his 
delegate, paragraph (1 ) shall not 
apply, but no credit shall be 
allowed by section 38 with respect 
to any properly described in sec­
tion 50 which is public utility 
property (as defined in paragraph
( 5 ) )  o f  the taxpayer—

“ (A )  C o s t  o f  service  re ­
d u c t io n .— I f  the taxpayer’s 
cost o f  seivice for ratemaking 
purposes or in its regulated 
liooks o f account is reduced by 
more than a ratable portion o f 
the credit allowable by section 
38 (determ ined without regard 
to this subsection); or

“ (B ) R a t e  base  reduc­
t io n .— I f  the base to which the 
taxpayer’s rate o f return for 
ratemaking purposes is applied 
is reduced by reason o f any por­

tion o f the credit allowable by 

section 38 (determ ined without 
regard to this subsection).

“ (3 )  Spe c ia l  r u l e  for  im ­

m ediate  f l o w -th r o u g h  in  cer­

t a in  cases .— I n the case o f 

property to which sectipn-167(1) •



(2 ) (C )  applies, i f  the taxpayer 
makes an ejection under this para­
graph within 90 days after the 
date of. the enactment o f this 
paragraph in the m anner pre­
scribed by the Secretary or his 
delegate, paragraphs (1 ) and (2 ) 
shall not apply to such property. 

“ (4 )  L im it a t io n .—
• “ (A )  I n  g e n e r a l .— T he re- •. 

quirements o f paragraphs (1 ) 
and (2 ) regarding cost o f serv­
ice and rate base adjustments 
shall not be applied to public ' 
utility property o f the taxpayer 
to disallow the credit with re­
spect to such property before 
the first final determination 
which is inconsistent with para­
graph (1 ) or (2 )  (as the case 
may be) is put into effect w ith 
respect to public utility property 
(to  which this subsection ap­
plies) o f  the taxpayer. There­
upon, paragraph (1 ) or (2 ) 
shall apply to disallow the 
credit w ith respect to public 

. utility property (to  which this 
subsection applies) placed in 
service by the taxpayer—

“ ( i )  before the date that 
the first final determination, 
or a  subsequent determina­
tion, which is inconsistent 
w ith  paragraph (1 ) o r (2 )
(as the case may be) is put 
into effect, and

“ ( i i )  on or after the date 
that a determination referred 
to in clause ( i )  is put into ef­
fect and before the date that 
a subsequent determination 
thereafter which is consistent 
w ith  paragraph (1 ) or . (2 )
(as- the case may be) is put 
into effect.

“ (B )  D e t e r m in a t io n s .—
For purposes o f this paragraph, 
a  determination is a determi­
nation made w ith respect to 
public utility property ( to which 
this subsection applies) by a 
governmental unit, agency, in­
strumentality, o r commission or 
similar body, described in sub­
section (c )  (3 )  ( l i )  which- de­
termines the effect o f the credit 
allowed by section 38 (d e ­

termined Without regard to this 
subsection)—

“ ( i )  on the taxpayer's' 
. cost o f service or rate base for 

ratemaking purposes, or 
“ ( i i )  in the case o f a tax­

payer which made an election 
under paragraph (2 ) ,  on the 
taxpayer’s cost o f service for 
ratemaking purposes or in its 
regulated books o f account or 
rate base for ratemaking 
purposes. '
“ (C )  Spe c ial  r u le s .— For 

purposes, o f this paragraph—  
“ ( i )  a determination is 

final i f  all rights to appeal or 
to request a review, a rehear­
ing, or a redctermini; 'm , 
have been exhausted or have 
lapsed,

“ ( i i )  the first final deter­
mination is the first final de- 

• termination made after the 
date o f the enactment o f this 
subsection, and'

“ ( i i i )  a subsequent deter­
mination is a determination 
subsequent a final deter­

mination.
“ (5 )  P u blic  u t il it y  pr o p­

e r t y .— For purposes o f this sub­
section, the term ‘public utility 
property’ means—  .

“ (A )  property which is pub­
lic utility property within the 
meaning o f subsection (c )  (3 ) 
(B), and 
“(B) property used predom­

inantly in the trade or business 
o f the furnishing or sale o f ( i )  
steam through a local distribu­
tion system or ( i i )  the trans­
portation o f gas or steam by 
pipeline, i f  the rates for such 
furnishing or sale are estab­
lished or approved by a 
governmental unit, agency, in­
strumentality, or commission 
described in subsection ( c ) ( 3 )  
(B). '
“ (6 )  R a table  p o r t io n .— For 

purposes o f determining ratable 
restorations to base under para­
graph (1 ) and for purposes o f de­
termining ratable portions under 
paragraph (2 )  ( A ) ,  the period o f 
time used in computing deprecia­

tion expense for purposes o f 
reflecting operating results in the 
taxpayer’s regulated books o f ac­
count shall be used.

" ( 7 )  R e o r g an izat io ns , a s ­
sets  ACQUISITIONS, ETC.— I f  b>’ 
reason o f a corporate reorganiza­
tion, by reason o f any other acqui­
sition o f  the assets o f one taxpayer 
by another taxpayer, by reason o f 
the fact that any trade or business 
o f  the taxpayer is subject to rate- 
making by more-than one body, or 
by reason o f other circumstances, 
the application o f any provisions 
o f this subsection to any public 
utility property does not carry out 
the purposes o f this subsection, tire 
Secretary or his delegate shall pro­
vide by regulations for the appli­
cation o f such provisions in a 
manner consistent with the pur­
poses o f this subsection.”  ■

(d )  E ffective  d ate .— T he amend­
ments made by this section shall apply 
to property described in section 50 o f 
the Internal Revenue Code o f 1954.

(e )  A p p lic a t io n  o f  s e c t io n  203
(e) of r e ven u e  ac t  of  I9C4.— Sec­
tion 203 (e ) o f  the Revenue A ct o f 
1964 shall not apply to public utility 
property to which section 4 5 (e ) o f the 
Internal Revenue Code o f 1954 (as 
added by subsection ( c ) )  applies.'
Sec . 106. I n v e s t m e n t  C redit C arry ­

overs a n d  C a r r y b a c k s .
(a )  Pr io r it y  of  a p p l ic a t io n .—  

Section 4 6 (b ) relating to carryback 
and carryover o f unused credits) is 
amended by inserting after paragraph
(2 ) the follow ing new  paragraph:

“ (3 ) S pe c ia l  r u le s  for  c arry­
overs FROM PRE-19 71 UNUSED 

' credit ye a r s .— T he extent to which 
an investment credit carryover from 
an unused credit year ending before 
January 1, 1971, may be added 
under paragraph (1 ) for a taxable 
year beginning after December 31, 
1970, shall be determined without 
regard to paragraph (2 ) ( A ) .  In  de­
termining the excess under para­
graph (1 ) fo r any taxable year 
beginning a fter December 31, 1970, 
the limitation provided by subsection 
( a ) ( 2 )  for such taxable year shall 
be reduced by the investment credit 

carryovers from  such unused credit
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years (to . the extent such unused 
credit m ay not be added for a prior 
taxable, year)'.”
(b )  E x t e n s io n  o f  carryover  pe ­

riod .— Section 4 6 (b ) (1 )  (relating to 
allowwncc o f  carryback and carryover 
o f B D e d  credits) is amended by add- 
in g^n  the end thereof the follow ing- 
new sentence: ‘ ‘In  the case o f an un­
used credit , fo r  an unused credit year 
ending before January 1, 1971, which 
is an investment credit carryover to a 
taxable year beginning after Decem ­
ber 31, 1970 (determ ined without re­
gard to this sentence), this paragraph 
sha 'lbe applied by substituting ‘ 10 tax­
able years’ fo r  ‘7 taxable years’ in sub- 
parigraph (B ) and by substituting ‘ 13 
taxable years’ fo r ‘ 10 taxable years’ and 
‘ 12 taxable years’ fo r ‘9 taxable years’ 
in the preceding sentpnee.”

(c )  R em o va l o f  20-p e rc en t lim i­
ta t io n  ON USE OF CARRYOVERS AND 

iAtoMACKS.—  . . • .
R e m o v a l  of  l im it a t io n .—  

Section 4 6 (b ) (5 ) (relating to carry­
back and carryover o f unused credits 
to taxable years beginning a fter D e­
cember 31, 1968, and ending after 
A pril 18, 1969) is amended—

(A )  by striking out the heading 
and inserting:
“ (5 ) C e r ta in  ta x a b le  s-ears 
ENDING IN 19 69, 19 70, OR

1 1971.— ” , and
(B ) by striking out “ ending 

after A p ril 18, 1969,”  and insert­
ing in lieu thereof “ ending after 
April 18, 1969, and before Jan­
uary 1, 1972,” , and

(C )  .by adding at the end 
thereof the fo llow ing new sen­
tence: •

“ In  the case o f a taxable year ending 
after August 15, 1971, and before' 
January 1, 1972, the percentage 
contained in the preceding sentence 
shall be increased by 6 percentage 
points for each month (o r  portion 
thereof) in the taxable year after 
August 15, 1971.”  _

(2 ) C o n fo rm in g  am endm ent to 

■ADDITIONAL 3-YEAR c a r ry o v e r  p ro ­
v is ion .— Section 4 6 (b ) (6 )-  (relat­
ing to additional 3-year carryover pe­
riod in certain cases) is amended—

(A )  by striking out “ ending 
after A p ril 18, 1969,”  and insert-

• ing in lieu thereof “ ending after 
April 18, 1969, and before Jan­
uary 1,1971,” , and

(B ) by striking out "fo llow ing 
. the last taxable year for which 

such portion may be added under 
paragraph ( 1 ) ”  and inserting in 
lieu thereof “ follow ing the ,7th 
taxable year after the unused 
credit year” .

(d )  E ffective dates.— The amend­
ments made by subsections (a ) ,  (b ) ,  
and (c )  (2 )  shall apply to taxable years 
beginning after Decem ber 31, 1970. 
T h e  amendments made by subsection
( c ) ( 1 )  shall apply to taxable years 
ending after August 15, 1971.
S eo. 107. T reatment of Casualties 

and C ertain R eplacements. •

(a )  C asualties treated as dis­

position s.—
(1 ) Sections 4 6 (c ) (4 )  (relating 

to certain replacements o f section 38
. property) and 4 7 (a ) (4 ) (relating to 

property destroyed by casualty, etc.), 
arc hereby repealed.

(2 ) T h e  repeals made by para­
. graph (1 )  shall apply to casualties

and thefts occurring after August. 15, 
1971.
(b ) C ertain replacements during 

ter;,iination .period.—
(1 ) Section 4 7 (a ) (5 )  (relating to 

certain property replaced after 
A pril 18, 1969) is hereby repealed.
• (2 ) T h e  repeal made by para­
graph ( 1) shall not apply if  replace­
ment property described in subpara­
graph (B ) o f .such section 4 7 (a )
(5 ) is not property described in sec­
tion 50 o f the Internal Revenue 
Code o f 1954. . •

Sec. 108. Availability of Credit 

to C ertain L esso r s. ,

(a )  I n general.— Section 4 6 (d ) 
(relating to limitations w ith respect to 
certain persons) is amended by adding 
at the end thereof the fo llow ing new 
paragraph:

“ (3 ) NoNCpUPORATE LESSORS.—  

A  credit shall be allowed by section 

38 to a  person which is not a cor­

poration w ith respect to property o f 

which such person is the lessor only 

if—  ‘ . . .

" ( A )  the property subject to

the lease has been manufactured 
or produced by the lessor, or 

“ (B ) the term o f the lease (tak­
ing into account options to renew) 
is less than 50 percent o f  the useful 
life o f the property, and for the 
period consisting o f the first 12 

• months after the date on wliich the 
. property is transferred to the lessee 

the sum' o f the deductions with 
respect to such property which are 
allowable to the lessor solely by 
reason o f section 162 (other than 
rents and reimbursed amounts 
with respect to such property) ex­
ceeds 15 percent o f the rental in­
come produced by such property. 

•In  the case o f property o f which a 
partnership’ is the lessor, the credit 
otherwise allowable under section 
38 with respect to such property to 
any partner which is a  corporation 
shall be allowed notwithstanding the 
first sentence o f this paragraph. For 
purposes o f this paragraph, an elect­
ing small business coiporation (as 
defined in section 1371) shall be 
treated as a person which is not a 
corporation.”
(b ) Credit may be used by 

l e sse e .— Section 4 8 (d ) (relating to 
certain leased property) is amended by 
striking out “ section 4 6 (d )”  and in- 
serting 'in  lieu thereof “ section 4 6 (d )

( I ) ” - -

(c )  C ertain property leased for 

sh ort  term.— Section 4 8 (d ) (relat­
ing to investment credit for- certain 
leased property) is amended to read as 
follows: *

“ (d )  C ertain leased property.—  
“ (1 ) General rule.— A person 

(o ilie r  than a person referred to in 
section 4 6 (d ) ( 1 ) )  who is a lessor o f 

• property may (a t such time, in such 
manner, and subject to $uch condi­
tions as arc provided by regulations 
prescribed by the Secretary or his 
delegate) elect with respect to any 
new section 38 property (other than 
.property described in paragraph

( 4 ) )  to treat the lessee as having 

acquired such, property fo r an. 

. amount equal to—

“ (A )  except as provided in 

subparagraph (B ) ,  the fa ir market 

value o f such property, or
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. “ (B ) i f  the property is leased
by a corporation which is a com­
ponent member o f a controlled 
group (w it l i in . the meaning o f 
section 4 6 (a ) ( 5 ) )  to another cor­
poration which is a component 
m em ber o f the same controlled 

‘ group, the basis o f such property* 
to the lessor.; .
“ (2 ) Spe c ia l  r u le  for  c er ta in

SHORT TERM /.EASES.—

“ (A )  I n  g e n e r a l .— A  person 
(other than a person referred to in 
section 4 6 (d ) ( 1 ) )  who is a lessor 
o f property described in paragraph
(4 ) may (a t such time, in such 

. manner, and:subject to such con­
ditions as are provided by regula­
tions prescribed by the Secretary 
o r his delegate) elect w ith respect 
to such property to treat the lessee 
as having acquired a portion of 
such property fo r  the amount de­
termined under subparagraph
(B ) .  •
* (B ) D e t e r m in a t io n  o f  l e s ­
see ’s in v e s t m e n t .— T he amount 
fo r which a lessee o f property de­
scribed in paragraph (4 ) shall be 
treated as having acquired a por­
tion o f such property is an amount 
equal to a fraction, the numerator 
o f which is the term o f the lease 
and the denominator o f which is 
the class life o f  the property leased 
(determ ined under section 167 
( m ) ) ,  o f  the amount for which 
the lessee would be treated as hav­
ing acquired the property under 
paragraph (1 ) .

“ (C )  D e t e r m in a t io n  of l e s - '  
sor ’s q u a lif ie d  in v e s t m e n t .—  
T h e  qualified investment o f a les­
sor o f properly described in para­
graph (4 ) in any such property 
with respect to which he has made 
an election under this paragraph 
is an amount equal to his qualified 
investment in such property (as 
determined under section 4 6 (c ) )  
m ultiplied by a fraction equal to 
the excess o f one over the fraction 
used under subparagraph (B ) to 
determine the lessee's investment 
in such property.

‘•“ (3 )  L im it a t io n s .— T he elec­
tions provided by paragraphs (1 ) . 
and- (2 ) may be m ade with respect

to property which would be new 
section 38 property if  acquired by 

' the lessee. For purposes o f the pre­
ceding sentence and section 4 6 (c ),  
the useful life o f property in the 
hands o f the lessee is tlie useful life 
o f such property in the hands o f the 
lessor. I f  a lessor makes the' election 

' provided by paragraph (1 ) with re­
spect to any property, the lessee shall 
be treated, for all purposes o f this 
subpart as having acquired such 
property. I f  a lessor makes the elec­
tion provided by paragraph (2 ) 
with respect to any property, the 
lessee shall be treated fo r all purposes 
o f this subpart as having acquired a 
fractional portion 'of such property 
equal to the fraction determined 
under paragraph (2 ) (B ) w ith re­
spect to such property.

“ (4 ) P ro p e r ty  t o  w h ic i i  para­
graph  (2) app lies.— Paragraph (2 ) 

shall apply only to property which—  
“ (A )  is new  section 38 

property, .
“ (B ) has a class life (deter­

mined under section 167 (m ) in 
excess o f 14 years,

“ (C )  is leased fo r  a period 
which is less than 80 percent o f  its 
class life, and 

“ (D )  is not leased subject to a 
net lease (w ithin the meaning o f 
section 5 7 (c ) ( 2 ) ) . ”

(d )  Effective  d ates . — The  
amendments made by subsections (a )  
and (b ) shall apply to leases entered 
into after September 22, 1971. Th e  
amendment made 'by subsection (c )  
shall apply to leases, entered into after 
Novem ber 8, 1971.

Sec . 109. R easonable  A ll o w a n c e  
for  D e p r e c ia t io n s ; R epair  A l ­
lo w a n c e

(a )  Section 167 (relating to depre­
ciation) is amended by redesignating 
subsection (m ) as‘subsection (n ) and 
by inserting after subsection (1)' the 
follow ing new  subsection:

“ (m ) C la ss  l iv e s .—
“ (1 ) I n general.— In  the case o f 

a taxpayer who h;is made an elec­
tion under this subsection for the 
taxable year, the term ‘reasonable 
allowance’ as used in subsection (a )  
means (w ith  respect to property

wliich is placed in service during the 
taxable year and which is included 
in any class fo r which a class life 
has been prescribed) only an allow­
ance based on the class life pre­
scribed by the Secretary or his dele­
gate which reasonably reflects the 
anticipated useful life  o f that class 
o f property to the industry dr other 
group. T h e  allowance so prescribed 
may (under regulations prescribed 
by the Secreta y  or his delegate) 
pennit a variance from  any class life 
by not more than 20 . percent 
(rounded to the nearest half year) o f 
such life.

“ (2 ) C e r ta in  f ir s t -y e a r  co n ­
v e n t io n s  n o t  pe r m it te d .— N o con­
vention with respect to the time at 
which assets are deemed placed in 
service shall be permitted under this 
section which generally would pro­
vide greater depreciation allowances 
during the taxable year in which the 
assets are placed in service than 
would be permitted if all assets were 
placed in seivice ratably throughout 
the year and i f  depreciation allow­
ances were computed without regard 
to any convention.

“ (3 )  M a k in g  of e le c t io n .— A n 
election under this subsection for 
any taxable year shall be made at 
such time, in such manner, and sub­
ject to such conditions as may be 
prescribed by the Secretary or his 
delegate by regulations.”

(b ) R e a so n a ble  r e pa ir  a l l o w ­
a n c e .— Section 263 (relating to capi­
tal expenditures) is amended by add­
ing at the end thereof the follow ing 
new subsection: •

“ ( f )  R ea so n a b le  r e pa ir  a l l o w ­
a n c e .— T he Secretary or his delegate 
may by regulations provide that the 
taxpayer may make an election under 
which amounts representing either re­
pair expenses or specified repair, re­
habilitation, or improvement expendi­
tures fo r any class o f depreciable 
property—

“ (1 ) are allowable as a deduction 
under section 162(a) or 212 (which­
ever is appropriate) to extent of 
the repair allowance fo r that class, 
and

“ (2 ) to the extent such amounts 
exceed fo r  the taxable year such re­
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pair allowance, are chargeable to 
capital account.

Any allowance prescribed under this 
subsection shall reasonably reflect the 
anticipated repair experience o f the 
class o f property in the industry or 
other group.”

Railroad rollno stock .— Sec- 
t i^ r 2 6 3 (e )  (relating to expenditures 
in connection with certain railroad 
rolling stock) is amended—

(1 ) by striking out “ shall be 
treated”  and inserting in lieu thereof 
“ shall, at the election o f the tax­
payer, be treated” , and

(2 ) by adding at the end thereof 
the fo llow ing new sentences: “ An  
election under this subsection shall 
be m ade fo r any taxable year at such 
time and in such manner as the Sec­
retary or his delegate prescribes by 
regulations. A n  election may not be 
made under this subsection for any 
taxable year to which an election un-

^ k r  subsection ( f )  applies to railroad 
f i l i n g  stock (other than loco­

motives) .”
(d )  E ffective dates.—

(1 ) T h e  amendments made by 
subsection (a )  shall apply to prop­
erty placed in service after Decem ­
ber 31, 1970. ' ■

(2 ) T h e  amendment made by 
subsection (b ) shall apply to taxable 
years ending after December 31,
1970.

(3 )  T h e  amendments made by 
subsection (c )  shall apply to taxable 
years beginning after December 31, 
1969.

(e )  T ransitional r ules.—
(1 ) Real property.— In  the case

o f buildings and other items o f sec­
tion 1250 property for which a sepa­
rate guideline life  is prescribed in 
Revenue Procedure 62-21 (as 
amended and supplemented), the 
class lives first prescribed by the 
Secretary o f .  die Treasury or his 
delegate under section 167 (m ) o f 
the Internal Revenue Code o f 1954 
shall be the same as the guideline 
lives fo r such property in effect on 
Decem ber 31, 1970. Any such prop­
erty which is placed in service by 
the taxpayer during the period be­
ginning on January 1, 1971, and 
ending on December 31, 1973 (o r

such earlier date on wliich a class 
life subsequently prescribed by the 
Secretary o f the Treasury or his dele­
gate under such section becomes ef­
fective for such property) may, in 
accordance w ith regulations pre­
scribed by the Secretary o f the 
Treasury or his delegate, be excluded 
by the taxpayer from  an election un­
der such section if a life fo r such 
property shorter than the class life 
prescribed in accordance with the 
preceding sentence is justified under 
Revenue Procedure 62-21 (as 
amended and supplemented).

(2 ) S ubsidiary a sse t s .— I f  a 
significant portion o f a class o f prop­
erty first prescribed by the Secretary 
o f the Treasury or his delegate un­
der section 167(m ) o f the Internal 
Revenue Code of 1954 consists o f 
subsidiary assets, all such subsidiary 
assets in such class placed hi service 
by the taxpayer during the period 
beginning on January 1, 1971, and 
ending on December 31, 1973 (o r 
such earlier date on which a class 
which includes such subsidiaty assets 
subsequently prescribed by the Sec­
retary o f the Treasury or his dele­
gate under such section becomes ef­
fe c tiv e ), may, in accordance with 
regulations prescribed by the Secre­
tary o f  the Treasury or his delegate, 
be excluded by the taxpayer from  an 
election under such section.

T I T L E  I I — C H A N G E S  IN  P E R ­
S O N A L  E X E M P T IO N S , M I N I ­
M U M  S T A N D A R D  D E D U C ­
T IO N ,  W IT H H O L D IN G , E T C .

Sec. 201. I ncrease in Personal 

E xemption.

• (a) I ncrease in personal exem p­

tion  to $6 75 for 1971.— Effective 
w ith  respect to taxable years beginning 
after Decem ber 31, 1970, and before 
January 1, 1972—

(1 ) section 151 (relating to allow ­
ance o f deductions for personal ex­
emptions) is amended by striking 
out “ $650”  each place it appears and 
inserting in lieu thereof "$675” ; and

(2 ) section 6 0 1 3 (b ) (3 ) (A )  (re ­
lating to assessment and collection in 
case o f certain returns o f husband 
and w ife ) is amended by striking out 
“ $650”  each place it appears and

inserting in lieu thereof “$675” ; and 
by striking out “ $1,300”  each place- 
it appears and inserting in lieu 
thereof “ $1,3.50” . '

(b) I ncrease in personal exem p­
tion TO $750 FOR 1972 AND SUBSE­

QUENT years.— Effective w ith respect 
to taxable years beginning a fter D e­

cem ber 31, 1971—  •
(1 ) section 151 (relating to allow ­

ance o f deductions fo r  personal ex­
emptions) is amended by striking 
out “ $675”  each place it appears and 
inserting in lieu thereof “ $750"; and

(2 ) section 6013 (b ) (3 ) (A )  (re ­
lating to  assessment and collection in 
the case o f certain returns o f hus­
band and w ife ) is amended by strik­
ing out “ $675”  each place it appears 
and inserting in lieu thereof “ $750” ; 
and by striking out “ $1,350”  each 
place it appears and inserting in lieu

‘ thereof “ $1,500” . *
(c )  T echnical amendment.— Sub­

sections (c )  and (d ) o f section 801 o f  
the T a x  Reform  A ct o f 1969 are hereby 
repealed.

S ec, 202. I ncrease in Percentage 
Standard D eduction.

Effective w ith  respect to taxable 
years beginning after Decem ber 31, 
1971, the last two lines in the table in 
section 141 (b ) (relating to percentage 
standard deduction) are amended to 
read as follows:

Sec. 203. L o w  I ncome Allowance.

(a ) E limination of ph a seo u t  for

1971.— Effective w ith respect to tax­
able years beginning after Decem ­
ber 31, 1970, and before January 1,
1972, section 141(c) (relating to low  
income allowance) is amended to read 
as follows:

“ (c ) L o w  income allowance.—  
T h e  low  income allowance is $1,050 
($525 in the case o f a married individ­
ual filing a separate re tu rn ).”

(b ) I ncrease of l o w  income al­

lowance FOR 19.7 2 AND THERE­

AFTER.— Effective w ith respect to 
taxable years beginning after Decem ­
ber 31, 1971, section 141 (c ) (relating 
to low income allowance) is amended 
to read as follows: . ••

“ (c )  L o w  INCOME ALLOWANCE.—  
T h e  low  income allowance is $1,300



: Iff 58973 ' C om m u n ity  incom e,— A  spouse in  a  com m u n ity  p rop erty  state 
shou ld trea t his share o f  in com e earned b y  the o th e r spouse as earned in ­
com e rece ived  b y  him. S oc ia l secu rity  benefits, as w e ll  as taxab le  pensions, 
a ttr ibu tab le  to  earn ings w h ich  constitu te com m u n ity  incom e, are s im ila rly  
handled. . .' • ' . • : .

F o r  add ition  to  m axim um  lim ita tion  fo r  m arried  taxpayers  b o th  65 or 
•over, see ff 5 8 9 5 -A .. .. , V ,  /■. -r  V  ‘ - "• . *

• Example.—-A husband and w ife  each qualify fo r  tho credit, as explained at
. fi 6802(e). Both are over 65, but under 72. ' . ■

In  the calendar year, the husband received earned income o f §800, social s >
. curlty benefits o f §600, and a fu lly  taxable employee’s pension o f §1,000.

In  the same year, the w ife  received earned incomo o f §200, social security
• benefits o f §300, and a fu lly  taxablo employee’s pension o f §600. ' • •

The retirement Income o f  each is §1,100 or % o f (§1,600 +  §600).

The limitation on the retirement Income o f each is §1,074, and each Is entitled to 
a  credit o f §161.10 (15% o f §1,074). The lim itation is computed as follows:

5846 Credits Against Tax M

; 1.  ...........      §1,524

2. Amount (under Sec. 37(d) (2 ) (B ) ) by v/hich earned income
(§550) * exceeds §1,200      §  0

3. Social security benefits— % o f (§300 +  §800) .........* . . . .  450'.... . 450

. 4. Retirement income m ay net exceed  ................  §1,07-4

• %  of (§600+ §209) '• . • ' . *

(6) Community chore in  spouse's tirement annuity was community .prop- 
earned income. — Retirement incomo erty In proportion that domicile o f com- 
credit o f w ife reduced by her community munity In community property etato 
share in hueband'3 earned income. Re- bears to his entire period o f  employment, 
tirement incomo and earned Incomo com- Character o f retirement Incomo isn’t de- 
munity property; both must bo equally turmined by marital status and domicile 
divided between spouses." Warren ATil- at time retirement Income Is received. 
Ter, Sr., 51TC 755. . Taxpayer acquired righto In • fund

.1 . .  • • •. ‘ •' throughout employment period not after
(10) Retirement annuity as comma- i t  pp. j,\ -Williams, 51 TC  3-10. 

niiy property.—Federal employee's ro-

CtT 5898j  R e tirem en t in com e— add itiona l re ferences .—  .
Credit fo r retirement Income does not affect requirement fo r  withholding

on such Incomo ....................... ;      7 34,588
* * 1 *

I N V E S T M E N T  I N  C E R T A I N  D E P R E C I A B L E  P R O P E R T Y

CU 59013 B as ic  rules.— F o r  taxab le  yea rs  en d in g  a fte r  1961, Sec. 38, 
If 5902, a llow ed  a cred it aga in st ta x  fo r  in ves tm en t in certa in  depreciab le  
p rop erty . T h is  in vestm en t cred it w as  term in a ted , w ith  certa in  exceptions, 
b y  th e  '69 T a x  R e fo rm  A c t .  G enera lly , th e  c red it  is n o t a va ilab le  as to  

, p ro p e r ty  constructed  or acqu ired  a fte r  4-18-69. F o r  ex ten ded  discussion, 
see If 5921. •. * . « . -v,.. •>

r  Cf 59023 CODE SEC. S3. IN V E S TM E N T  IN  C E R T A IN  D E PR E C IA B LE  PRO P- 
^  E R T Y . .... * . • .
yj (a )  General Rule.—There shall bo allowed, as a  credit against the tax lm-
I posed by this chapter, the. amount determined under subpart B  o f th l3 part.

(b ) Regulations.— The Secrotary or Ills delegate shall prescribe such rcgula- 
I tions as may be necessary to  carry out the purposes o f tills section and subpart B.

[Footnote 7 59023 Added by section 2(a) F.ovonue Act o f 1062, which redesignated
former Codo Sec. 3S 03 Sec. 30. '•

Effective Onto (Sec. 2(h), F.ovcuuo Act of 1962).—Applies to taxable years ending after
December 31,1061. ■ • '

Off 5 2 9 7  S e c, 3 7  l a t e s t  d e v e l o p m e n t s , s e e  p . ci.coi



[?] . Investment in Depreciable Property (§  38) S 8 4 7

O— [IF 5903] Reg. § 1.38-1 (T D  C931, filed 10-9-07.) Invcstinont In certain depre­
ciable property. v '

Sections 1.40-1 through 1.48-7, Inclusive, are prescribed under the authority 
granted the Secretary or his delegate by  section 38 (b ) o f the Code to prescribe 
such regulations'as may be necessary to carry out the purposes o f section 38 and 
subpart B, part IV , subchapter A , chapter 1 o f the Code. , . ■ •

G A S O L IN E ,  S P E C I A L  F U E L S ,  A N D  L U B R I C A T I N G  O I L  

. , . T A X  C R E D IT S  ■

• ' 0 5 9 0 5 3  Basic rules.— T h e  A irp o r t  and A ir w a y  R even u e A c t  o f  1970 
( P .L .  91-258, 5-21-70) changed  the m ethod  o f  c la im in g  re funds o r  cred its  
o f  taxes fo r  certa in  uses o f  gaso lin e , specia l fuel, and lu b rica tin g  oil. F o r  
taxab le  years en d in g  a fte r  6-30-70, cla im s fo r  refunds under Secs. 6420, 
6421, 6424, and 6427, o r  cred its  under Sec. 39 fo r  am ounts payab le  under 
such p rovis ions, m ust be filed  not la te r  than the t im e  p rescribed  b y  la w  
fo r  fi l in g  a cla im  fo r  cred it o r re fund  fo r  the taxab le  y ea r  in vo lved . If 36,571. 
T h e  refund is o rd in a r ily  taken  as a d irec t cred it on the in com e ta x  return. 
T h is  is a 3 -year extension  o f  the ru le under p r io r  la w :  ind iv idua l taxpayers  
n ow  have 39% m onths, ra ther than 3%  m onths (co rp ora tion s  3 8 ^  m onths, 
fa th e r  than  2%) a fte r  the c lose  o f  the taxab le  y e a r  o f o verp aym en t in 
w h ich  to  file  a cla im  fo r  refund  o r  cred it. H o w e v e r , refund  cla im s o f  
$1,000 o r  m ore per quarter w i l l  con tinue to  be filed  w ith in  3 m onths o f  th e  
close o f  the quarter fo r  w h ich  the re fund  is sought. R e fu n d  cla im s b y  
govern m en ta l bod ies and organ iza tion s  ex em p t under Sec. 5 01 (a ) w h ich  
don ’ t file  incom e ta x  returns m ay  a lso be filed  w ith in  the t im e  fo r  c la im in g  
incom e ta x  refund claim s. * ' '

A  cla im  fo r  re fund  o r  cred it o f th e  tax  on gaso lin e  im posed  b y  Sec. 
4081 m ay be filed  fo r :  gaso lin e  used du ring  the taxab le  y ea r  fo r  fa rm in g  
purposes (S ec . 6420) and gaso lin e  used o th erw ise  than as a fu e l in  a h ig h ­
w a y  veh ic le , o r in  veh ic les  w h ile  en ga ged  in  fu rn ish in g  certa in  p u b lic  pas­
sen ger land transporta tion  serv ice  (S ec . 6421). R e fu n d  o r  cred it o f  th e  
ta x  on lu b rica tin g  o il im posed  b y  Sec. 4091 m ay  be c la im ed  fo r  lu b rica tin g  
o il not used du rin g  the taxab le  y e a r  in a h ig h w a y  m o to r  veh ic le  (S ec . 
6 4 2 4 ).-T h e  tax on specia l fu els  im posed  b y  Sec. 4041 (a ) and (b ) ,  and the 
ta x  on fu e l and gaso lin e  used in noncom m erc ia l a v ia tion  im posed  b y  Sec. 
4041 (c ) are refunded o r  cred ited  if  the fuels aren ’ t  used fo r  taxab le  pur­
poses, o r  are reso ld  d u rin g  a taxab le  y ea r  en d in g  a fte r  6-30-70 (S ec . 6427).

T h e  to ta l Sec. 39 cred it is th e  sum o f th e  am ounts payab le  as refunds 
to  the taxpayer in the above  s ituations. E xem p t o rgan iza tion s  and g o v e rn ­
m ents (U .S ., S ta te  and lo ca l) can’ t use the cred it as th e y  rece ive  d irec t 
paym en t o f  the refund  from  IR S .  Sec. 3 9 (c ).  . . ■

F o r  transitiona l ru les in v o lv in g  certa in  cred its  fo r  taxab le  yea rs  b e g in ­
n in g  a fte r  6-30-65, see Sec. 3 9 (b ).  ' ’ . .

A n y  ind iv idua l, estate, trust, o r  corpora tion , in c lu d in g  a  sm all business 
corpora tion , c la im in g  the cred it m ust file  and attach F o rm  4136 to  th e in ­
com e ta x  return. See |f 5911 (10 ). . . : '  ->■•• '.

Ii P  590G] CODE SEO. 39. C E R TA IN  USES O F GASOLINE, SPECIAL FUELS, 
A a n d  l u b r i c a t i n g  o i l .

W (a ) General Rule.—There shall he allowed as a credit against tho tax  Imposed 
I by this subtitle fo r  the taxable year an amount equal to  the sum o f the amounts 
| payable to tho taxpayer—  - ' • ..

P - H  F e d .  T a x — L A T E S T  D E V E L O P M E N T S ,  t e e  p .  6 1 , 5 0 1 Sec; 3 9  « I5 9 0 S



on gasoline used after 8-30-65, for cor- examplo, aviation fuels used In aircraft 
tain nonhlghway purposes. Rev. Birt.67- in other than noncommercial aviation).
SB, 1987-1CB 359, supplementing. Bey. RuJ. TIR-10’,7, fl 55,414 P -H  Fed. 1970,
6C-i8, above, and Rev. Rid 84-07B, above. Credit under Sec. 6421(a) for tax paid

Interest Is payable on an overpayment on gasoline by non-resident must be made
o f incomo tax resulting from a credit on incomo tax return (with Form  4136)
allowed on certain uses o f gatollne and even though return not otherwise re-
lubrlcatlng oil. Bey. Bui. 67-3 1907-2 qulred. Rev. Rul. 69-ltOG, 1969-2 CB 201.
CB 410.  ̂ Small business corporations. —

, . Procedures are provided fo r  small busl-
i i Bevised Form 4130 Is used to neSH corp4 to file claim fo r  credit of

claim credit on Incomo tax return for ex- Federal excise tax on gasoline used for

wise than in a highway motor vehicle;
and (3) on special fuels used after June (20) Timely flUng.—Both return and
30, 1970, on a farm for farm ing purposes, request fo r extension untimely; credit not
by certain local transit systems, and fo r allowed. Robert E. Kennedy, II 70,053 P-H  
cortain other nontaxable purposes (fo r  Memo TC (pending before 3 Clr.).

T E R M I N A T I O N  O F  I N V E S T M E N T  C R E D IT

Elf 59213 B asic  ru les.— T h e  in ves tm en t cred it, estab lished  b y  th e  *62 
R even u e  A c t, w as repea led  b y  Sec. 49, ff 5977, added  b y  th e  ’69 T a x  R e fo rm  
A c t . H o w e v e r , a ta xp ayer m ay s t ill use th e  c red it p ro v id ed  th e  fo l lo w in g  
cond itions are m e t : •.

(1 )  p rop erty  w h ich  w ou ld  q u a lify  fo r  the in ves tm en t cred it is  acqu ired  
on  or b e fo re  A p r i l  IS , 1969, o r  • ’

(2 )  the physica l construction , reconstruction , o r  erec tion  o f  such p rop ­
e rty  is begun on or b e fo re  A p r i l  18, 1969, o r  •

(3 ) such p rop e rty  is constructed , reconstructed , erected , o r  acqu ired  
a fte r  A p r i l  18, 1969 pursuant to  a con tract w h ich  was, on  A p r i l  18, 1969, 
and at a ll tim es th e rea fte r  b in d in g  on  th e  taxp ayer, o r

(4 ) the p rop e rty  is “ p re-term ination ”  p ro p e r ty  (d e fin ed  b e lo w ),  and

(5 )  in each case, th e  p rop e r ly  is p laced  in se rv ice  on  o r  b e fo re  D ecem ­
ber 31, 1975. Sec. 4 9 (a ) ,  (d ) .  . - '

F o r  p rop erty  q u a lify in g  fo r  the in ves tm en t cred it, see If 5925 and ff 5926.

B in d in g  con tract ru le. T h e  in vestm en t cred it rem ains ava ilab le  fo r  p rop ­
e r ty  w h ich  is constructed , reconstructed , erected , o r  acqu ired  pursuant to  
a con tract that w as b in d in g  on the ta xp a ye r  on A p r i l  .18, 1969 and th ere ­
after. T h e  con tract m ust be be tw een  ta xp aye r  and the bu ild er o r  suppliev 
o f  the p roperty , and th e construction  o r  acqu is ition  o f  th e  p rop e rty  m ust 
be the subject o f  the con tract. T h e  d eterm ination  o f w h e th er an a rran ge­
m ent betw een ' ta xp aye r  and a bu ild er is a “ con tract”  is le ft  to  lo ca l law . 
A n  ora l con tract m ay  be enough to  p reserve  the in ves tm en t cred it, i f  ta x ­
payer can p rove, b y  m em orandum s o r o th er evidence,- th a t th e  con tract 
w as actua lly  en tered  in to  b y  A p r il 18. Sec. 4 9 (b ) (1 ) .  , .

A  con tract m ay  be considered  b in d in g  even  th ou gh  (a )  the price  is to  be 
determ ined  la ter, (b )  i t  is subject t o  cond itions under th e  con tro l o f  a th ird  
party , o r  ( c )  it is sub ject to  m inor m od ifica tions. Bu t, eyen  thou gh  a con ­
trac t is b in d in g  on a ta xp ayer  on A p r i l  18, 1969, it  is not considered  b in d in g  
i f  it is substan tia lly  m od ified  later. A n  option  is trea ted  as a b in d in g  con ­
tra c t on ly  i f  the am ount paid fo r  th e  op tion  (a )  w il l  'b e  fo r fe ited  b y  the 
op tion  ho lder upon fa ilu re  to  exerc ise  it, (b )  is m ore  than  nom ina l in 
re la tion  to  the to ta l purchase price o f  the p rop erty , and ( c )  is to  be  app lied  
aga in st' the purchase price  i f  the op tion  is exerc ised , .or w as taken  in to  
account in se tt in g  the price. . .. ■ . • .
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tU  I n v e s tm e n t C redit (§ 4 6 -4 9 — tf 5939 e t  seq .) 5851
Example.— On April 1, I960, X  Corp. got an option to buy a generator which 

• the seller-manufacturer generally sells fo r $200,000. X  paid $30,000 for the option 
and agreed to pay $170,000 for the generator I f  It exercises the option. I f  X  
doesn’t exercise the option, no part o f the $30,000 w ill be returned to It. As 
X, upon failure to exercise the option, would forfe it an amount which Is more 
than nominal, and since the amount paid fo r  the option was taken into account 
in fixing the purchase price, X  has a building contract and the entire cost o f the 
generator qualifies fo r the credit . ■ . •

I f  ta xp aye r  is bound under a con tract to  b u y  tw o  o r  m ore specified  item s, 
th e  cred it is ava ilab le  o n ly  fo r  the least co s tly  o f  the ifem s w h ich  he cou ld 
purchase. ' v  v . ■ • •.. ’

Example.— Smith’s contract requires him to buy either machine A  fo r  $25,000 
. . or machine B for $20,000. The contract is binding only as to  machine B.

P re -te rm in a tion  p rop erty . Sec. 4 9 (b ) defines p re-term ination  p ro p e r ty  
to  w h ich  th e  repeal o f  the investm en t c red it doesn ’t  app ly, i f  th e p ro p e r ty  
is p laced  in serv ice  b e fo re  1976. T h e  fo l lo w in g  ru les m ake up th e  defin i­
t io n :  ■ . . ’ ' V ■ . ‘ • ■ .

(1 )  Equipped building rule.— 'The ta xp a ye r  m ay  use th e  in vestm en t 
cred it if, ( a )  pursuant to  a  plan ex is t in g  on A p r i l  18, 1969, and n o t sub­
s tan tia lly  m od ified  th erea fter, he constructs (recon stru cts  o r  e re c ts ) o r  
acqu ires a b u ild in g  and th e  m ach inery  and equ ipm en t n ecessary  to  th e
p lanned use o f  tbe  bu ild ing, and (b )  m ore  than 50% o f  th e  cost o f  the
en tire  p ro jec t (b u ild in g  and equ ipm en t) is a ttribu tab le  to  p rop erty  on w h ich  
construction  w as begun  b y  taxp ayer b e fo re  A p r i lJ 9 ,  1969, o r  w h ich  w as 
acqu ired  b y  ta xp a ye r  o r  w as  under b in d in g  o rd e r b e fo re  th a t date. T h e  
cred it is then  ava ilab le  fo r  the bu ild ing, and necessary  equ ipm ent and fo r  
a n y  inciden ta l ad jacen t p rop ertj' w h ich  is necessary t o  th e  p lanned  use o f  
the b u ild in g  (th e  so-ca lled  “ appurtenances” ) .  H o w e v e r , th ese  appurten ­
ances are n o t to  b e  included in the com pu ta tion  o f  th e  en tire  cost o f  the
p ro je c t  w h ich  determ ines w hether the equ ipped  b u ild in g  ru le  w ill  app ly .
N o r  does th e  equ ipped b u ild in g  ru le a p p ly  t o  an y  bu ild in g , m ach inery , 
equ ipm ent, o r  appurtenances w h ich  don ’ t o th erw ise  q u a lify  fo r  th e  cred it. 
Sec. 4 9 (b ) (2 ) .  • . . .

Example.— A  taxpayer’s expansion plans Included the building o f a  new 
factory costing $400,000 and equipping i t  w ith new machinery costing $300,000. 
construction of the building began on A p r il 1, 1969, but there were no binding 
con tacts  on April 18, 1969 fo r any o f the equipment. Result: The entire $300,000 
cost o f the equipment qualifies for the investment credit. The reason: Starting 
construction on the building ($400,000) is a binding, commitment which covers, 
more than 50% o f tho total cost ($700,000) o f the entire project. (O f course, 
the reverse situation would also be true, where you had contracts on equipment 
fo r  more than 60% o f the ontire cost o f the project but construction had not 
commenced a3 o f the cutoff date.)

I f  th e  equ ipped  b u ild in g  rule doesn ’ t app ly , ta xp a ye r  shou ld  consider 
w h eth er each p iece  o f  m ach inery  o r  equ ipm en t sepa ra te ly  qua lifies  fo r  th e  
cred it. In  d e te rm in in g  the cost o f  the m ach in ery  o r equ ipm en t, w h e th er  o r 
not th e  equ ipped b u ild in g  ru le applies, th e  m ach in ery  and equ ipm en t ru le 
(s e e  (3 )  b e lo w ) m ay  p ro ve  helpfu l, •

' (2 )  Plant jacilily rule.— T h e  in vestm en t cred it is ava ilab le  to  a ta xp a ye r  
w ho, pursuant to  a defin ite plan ex is t in g  on  A p r i l  18, 1969, w h ich  rem ains 
su bstan tia lly  unchanged, constructs, reconstructs o r  erects a  p lan t fa c ility . 
T h e  term  p lan t fa c il ity  m eans a fa c ility  w h ich  doesn ’ t include a n y  b u ild in g  
( o r  in  w h ich  bu ild ings are an insign ifican t p o r t io n ) and w h ich  is ( i )  a  se lf-
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conta ined , s in g le  opera tin g  un it o r p rocess in g  operation , ( i i )  lo ca ted  on a 
s in g le  site , and ( i i i )  iden tified  on A p r i l  IS , 1969, in- the purchasing and 
in terna l financial plans o f  the ta xp a ye r  as a s in g le  u n itary  p ro jec t. Sec. 49
( b ) ( 3 ) ( B ) . -  I f  ta xp aye r  had begun  construction  o f  such  a fa c il it y  a t its  s ite 
b e fo re  A p r i l  19, 1969, th e  cred it w ill  app ly  to  all p rop erty  m ak in g  up the 
fa c il ity  ( i f  o th erw ise  e l ig ib le ).  I f  construction  w asn ’t begun  b e fo re  the 
cu t-o ff date, the cred it s till applies to  the p lan t fa c ility  i f  m ore than ' 50%  
o f  th e  cost o f  the depreciab le  p ro p e r ty  m ak ing up the fa c il ity  is a ttribu tab le  
e ith er to  p rop erty , the construction  o f  w h ich  was begun  befo.re A p r i l  19, 
1969, o r to  p rop e rty  acqu ired  b e fo re  that date. A ga in , p rop erty  sub ject to  a 
b in d in g  contract, and p rop erty  q u a lify in g  under the m ach inery  and equ ip ­
m en t ru le  (in  ‘(3 )  b e lo w ) is included  in d eterm in in g  w h eth er the fa c ility  
m eets the 50%  requ irem en t. - . • ■ '

F o r  ru les w h ere  a F ed era l re gu la to ry  a gen cy  has issued a ce rtifica te -o f 
conven ien ce  and necess ity  fo r  tw o  i>r m ore p lrn t fac ilities , see Sec, 4 9 (b )
(3 ) (0 ,1 1 5 9 7 7 .  . • • . . . .  '

(3 )  Machinery and equipment rule.— A n  en tire  p iece o f  m ach in ery  o r 
equ ipm en t qualifies fo r  the in vestm en t cred it i f  m ore than 50%  o f  its  parts 
w e re  held  b y  ta xp a ye r  on  A p r il 18, 1969, o r w ere  acqu ired  la te r  pursuant 
to  a b in d in g  con tract in  e ffec t on th a t date. T h e  50%  ru le is d eterm ined  
on th e  basis o f cost, and the parts and com ponents m ust n o t be an “ in s ig ­
n ifican t p o rtion ”  o f  to ta l cost. T h is  ru le applies bo th  to  separate p ieces o f 
m ach in ery  and to  m ach inery  and equ ipm ent used in an equ ipped  bu ild in g  
o r  p lan t fa c il ity  (s e e  a b o v e ),  as w e ll as to  certa in  leaseback transactions. 
Sec. 4 9 (b ) (4 ) .

(4 ) ' Certain lease-back transactions.— W h e n  a p a rty  to  a con tract fo r  th e 
bu ild ing- o r  b u y in g  o f  p rop erty  w h ich  w as b in d in g  on A p r i l  IS , 1969, trans­
fers  his r igh ts  in the con tract ( o r  p ro p e r ty ) to  another person, bu t retains, 
under a lease-back situation, the r igh t to  use the p roperty , th e  tran sferee  
o f  th e  con tract o r p ro p e r ty  r igh ts  succeeds to  th e  position  o f  the tran s feror 
(th e  o r ig in a l part}- to  the con tra c t). Sec. 4 9 ( b ) ( 5 ) ( A ) .  A s  a lessor, the 
tran sferee  m ay  e lect, under Sec. 4 S (d ),  If 5965, to  have the lessee take the 
in vestm en t cred it. I f  the lessor decides to  take th e  cred it h im self, th e  lease-

•back m ust run a t least one year, and the term ination  o f  the lease (e x c e p t  i f  
i t  is fo r  a term  o f  8 yea rs  or m o re ) w i l l  be deem ed a d isposition  b y  the 
lessor sub ject to  recaptu re under Sec. 4 7 (a ),  5953.

T h is  p rov is ion  app lies not o n ly  to  parties to  b in d in g  con tracts bu t also 
to  p e rso n s 'h o ld in g  p rop erty  entitled , to  the in vestm en t cred it th rough  the ' 
app lica tion  o f  specia l m ach inery  and equ ipm ent ru le  (d iscussed a t (3 ) 
a b o v e ),  i f  th e  ab ove  lease-back ru les are fo llow ed . T h e re  are also special 
ru les fo r  co rpora tion s  w h ich  are m em bers o f  the sam e a ffilia ted  group . . 
Sec. 4 9 ( b ) ( 5 ) (B ) ,  ft 5577.

. ( 5 )  Certain lease and contract obligations.— T h e  in vestm en t c red it is 
a va ilab le  Id  parties to. leases and -contracts w h ich  w e re  b in d in g  on  A p r i l  
18, 1969 i f :  .

( i )  th e  ta xp a ye r  was requ ired  to  construct (recon stru ct o r  e re c t ) or 
acqu ire  p rop e rty  specified  in  such lease o r  contract, o r  specified  in re la ted  
docum ents filed  w ith  a F ed era l regu la to ry  a gen cy  b e fo re  A p r i l  19, or 
p ro p e r ty  the specifications o f w h ich  are eas ily  ascertainable from  such 
con tract, lease, o r docum ent. Such o th erw ise  e lig ib le  p rop erty  qua lifies  fo r  
the in vestm en t cred it. I f  a p ro jec t includes p rop erty  not covered  b y  a 
specific  agreem en t, th e  cred it applies to  th is  o th er p rop erty  o n ly  i f  b in d in g  
leases and con tracts in  e ffec t on A p r i l  IS, covered  real p rop erty  constitu tin g  
a t least 23%  o f  the p ro je c t ;  . . ■
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• . •  .

• ( i i )  the ta xp ayer w as requ ired  to  construct (recon stru ct o r  e re c t) or 
acqu ire p rop erty  specified  in an o rd e r o f  a  F edera l regu la to ry  a gen cy  fo r  

. w h ich  app lication  w as filed  b e fo re  A p r il 19, 1969, w h ere  tlic  p rop erty  w as 
to  be used to  transport one o r  m drc products under b in d in g  contracts. 
T h is  ru le app lies w h ere  a com pan y  had a b in d in g  con tract to  b u y  o r  sell 
fuel and w as requ ired  to  construct a p ipeline to  tran sport it. T h e  in vest­
m ent cred it app lies to  the p ro p e r ty  constructed  (e.g.-, th e  p ip e lin e ) o n ly  if 
one o r  m ore parties to  the con tract o r con tracts w ere  requ ired , as o f A p r i l  
18, to  take o r  p rov id e  m ore than 50%  o f th e  products (e .g ., the fu e l) to  be 
transported  o v e r  a substantia l portion  o f th e  usefu l life  o f  the p ro p e r ty ;.

( i i i )  the ta xp aye r  w as requ ired  to  construct o r  acqu ire p rop erty  spec i­
fied in the con tract to  be- used to  produce one or m ore products, and the 
o ther p a rty  to  the con tract w as requ ired  to  take su bstan tia lly  a ll o f  the 
products to  b e  proclttccd o v e r  a substan tia l portion  o f the expected  useful 
li fe  o f  the p roperty . In  such a  case, the in ves tm en t cred it is ava ilab le  fo r  
the p roperty . F o r  specia l ru les in  the case o f  a con tract w ith  a S tate or 
lo ca l govern m en t, and in the case o f  a con tract fo r  the ex traction  o f  m in ­
erals, see Sec. 4 9 (b ) ( 6 ) (C ) .  . .

• (6 )  Certain transfers to be disregarded.— I f  p ro p e r ty  or r igh ts  under
a con tract w ou ld  be treated  as p re-term ination  p rop erty  in  the hands o f  a 
tran s fero r or.deceden t, the fa c t  that any o f  the fo llo w in g  transfers occurred  
is d isregarded  in d e te rm in in g  the e lig ib i l i ty  o f  p rop erty  fo r  th e  c red it :

.. ( i )  a transfer b y  reason o f  death, . . 4 . •

( i i )  a  transfer w h ere  the transferee ’ s basis is determ ined  b y  th e  basis 
o f  the p rop erty  in the hands o f  th e  tran s fero r because o f  the app lication  
o f  sections 332,351, 361 ,3 7 1 (a ), 3 7 4 (a ), 721, o r  731, o r  ,

( i i i )  a Sec. 3 3 4 (b ) (2 )  d is tribu tion  to  a purchasing corporation , i f .  the 
liqu idated  corpora tion  w as ab le to  use the in ves tm en t cred it, or

( i v )  a sale o f  su bstan tia lly  a ll o f  th e  assets o f  the tran s feror under 
a p re -A p ril 19 b in d in g  contract. Sec. 4 9 (b ) (7 ) .  .

(7 )  Properly acquired from affiliated corporation.— W h e n  a corpora ­
tion  w h ich  is a m em ber o f  an a ffilia ted  g rou p  as defined  in  Sec. 1504(a ) 
acqu ires p rop erty  from  another m em ber o f  the sam e group , th e  acqu irer

■ g en e ra lly  steps in to the shoes o f  the corpora tion  fro m  w h ich  the p rop erty  
w as acqu ired. A  con tract b e tw een  m em bers o f  an a ffilia ted  grou p  is 
n o t treated  as a  b in d in g  contract, unless the corpora tions h ave d isa ffili­
a ted  b y  June 30, 1969, and p r io r  to  the com p letion  o f  the perform ance 
o f  the contract. Sec. 4 9 (b ) (8 ) .  . . • ‘

(8 )  Barges for ocean-going vessels.— B a rges  sp ec ifica lly  constructed  
.o r  acqu ired  fo r  use w ith  ocean -go in g  vesse ls  w h ich  are designed  to  ca rry  
barges  are en titled  to  the in ves tm en t cred it, a lo n g  w ith  the necessary 
m ach inery  and equ ipm en t in sta lled  on such barges , i f  the ocean -go in g  
vessels  are e l ig ib le - fo r  the cred it, and i f  th e  cond itions o f  Sec. 4 9 (b ) (9 ) ,  
are m et. ' * , ' • .

(9 ) Certain neiu-design products.— A  ta xp a yer  can s till use the in ­
vestm en t cred it if, on  A p r i l  18, 1969: . ' « ■ ’ . .. •. • •

. ( i )  he had a  b in d in g  fixed -p rice  con tract to  produce a p roduct o f  a
n ew  design  w h ich  cove red  m ore than  50%  o f  the en tire  p roduction  o f  such 
design  to  be d e live red  b y  the ta x p a ye r  b e fo re  January 1,1973, and . '

• ( i i )  more' than 50%  o f a ll deprec iab le  p rop erty  requ ired  to  be con ­
structed  (recon stru cted  o r  e rec ted ) o r  acqu ired  to- ca rry  ou t the b in d in g  
contracts w as e ith er constructed  b y  the taxpayer, acqu ired  b y  h im , 'o r w as 
under a  b in d in g  con tract fo r  such construction  .or acqu is ition -

[1] Investment Credit (§4f>-49—TT 5939 et seq.) 5 3 5 3
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H o w eve r , the cred it w ill rem ain  unavailable, unless the tan g ib le  per­
sonal p rop erty  requ ired  to  ca rry  ou t the b in d in g  contracts is p laced  in 
serv ice  b e fo re  January 1, 1972. F o r  specia l rules re la t in g  to  j ig s , d ies, 
tem plates, and other s im ila r item s, see Sec. 4 9 (b )  (1 0 ).

P roh ib it ion  o f certa in  lease transactions. A  taxp ayer m ay  n o t  obta in  
an investm en t cred it b y  changing his o rd inary  course o f  business from  
sales to  lease transactions. Sec. 4 9 (c ),.  I f  p ro p e r ty  w h ich  is e lig ib le  fo r  
th e  cred it w h ile  in the hands o f  the lessor, but in e lig ib le  fo r  th e  cred it 
Jf so ld  to  the lessee, is leased a fte r  A p r il 18, 1969 (o th e r  than pursuant 
t o  a  b in d in g  con tract to  lea se ), the cred it is n o t.a va ila b le  e ith e r  to  the 
lessor o r to  the lessee, i f  the p ro p e r ty  is o f the k ind w h ich  th e  lesso r b e fo re  
A p r i l  19, so ld  to  custom ers. L ik ew ise , the cred it rem ains unavailab le to  
e ith er party , w h ere  it  w as th e  lessor’s custom , b e fo re  A p r i l  19, to  
lease the p rop erty  and a llo w  the lessee to  use the in vestm en t c red it  under 

.S e c . 4 8 (d ).

' O th er rules. In  situations w here the in ves tm en t cred it rem ains a va il­
able, the '69 T a x  R e fo rm  A c t  m ade certain changes in its  operation  fo r  
taxab le  years b eg in n in g  a fte r  D ecem ber 31, 196S, and en d in g  a fte r  A p r i l  
18, -1969. F u rth er lim ita tions "on the use o f  ca rryo  vers and carrybacks are 
discussed a t |f 5924. Changes as to  in vestm en t cred it recap tu re  are a t 
ft 5927. • • • •

T h e  fo llo w in g  m ateria l a t {[ 5921.5 et seq. covers  ru les app licab le  to  
taxpayers  to  w h om  the in vestm en t cred it rem ains ava ilab le  under th e  
ab ove  discussion. *

PRB-TBIiV.SifASJOIT R U I3 S

£[[ 5921.5]] B as ic  ru les.— T h e  investm en t c red it  w as  repealed , w ith  cer­
tain exceptions, b y  the ’69 T a x  R e fo rm  A c t . T h e  discussion in  th is and 
th e  fo llo w in g  paragraphs presents applicab le rules w h ere  the c red it m ay 
s t ill be used as discussed a t j[ 5921. .

T h e  in vestm en t cred it is a cred it aga inst tax equal to  a percen tage 
o f  the investm ent. B road ly  speaking, 7%  o f ‘ ‘qu a lified  in ves tm en t" in  new , 
and to  a lim ited  ex ten t in  used, depreciable p ro p e r ty  (bu t n o t b u ild in gs ) 
m ay  be subtracted from  tax liability. Th u s i f  ta x  b e fo re  c red it is $10,000 
and the cred it figu red  as b e low  is $2,000, the ta x  payab le  is $S,0G0. Secs. 
38 ; 4 6 ,jf5902 ; 5939.

T h e  cred it o ffse ts  tax  lia b ility  d o lla r-fo r-do lla r up to  the firs t $25,000 o f  
tax . F o r  the am ount o f  tax  above  $25,000, the cred it is a  50%  o ffs e t 
(2 5 %  fo r taxab le  years  end ing on or before 3-9-67— see {[5 9 2 3 ), bu t the 
amount not usable because o f this limitation in the current year may be carried 
back  to  the 3 p reced in g  years (b u t not b e fo re  1962) and  carried  o v e r  to  the 
succeed ing 5 years (7  years  if  fifth  taxab le yea r fo llo w in g  the unused 
cred it y ea r ends a fte r  12-31-66). .

S ince the R even u e A c t  o f 1964 repealed Sec. 4 8 (g ) ,  c red it does n o t re ­
duce basis and thus doesn ’t  lim it tota l depreciation  a llow ance. T h is  applies 
g en era lly  to  p rop erty  pu t in serv ice  after D ecem ber 31, 1963, even  though 
the taxab le  yea r began  earlier.

A s  to  p rop erty  put in serv ice  b e fo re  1954, reduction  m ust s till b e  made. 
R eg . §1 .4 8 -7 (a ), ( b ) ,  {[5975. B u t it  can be w ritten  back as o f th e  first 
taxab le  y ea r beginning a fte r  1963. R eg . §1 .4 8 -7 (d ). T h is  m eans fu ture 
deprecia tion  deductions w i l l  be increased. T a x p a y e r  cannot, h ow eve r , ob­
tain a refund  fo r  p r io r  reductions in depreciation  becausq o f  the basis 
w rite -d ow n . .

P r io r  to  this change, reduction  o f basis had to  b e  m ade even  though
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the lim ita tion  based on tax  p reven ted  fu ll cu rren t use o f  th e  cred it. I f  the 
c a rry o ve r  period  exp ired  w ith ou t absorb in g  the w h o le  cred it, a deduction  
equal to  the unused cred it was a llow ed  to com pensate fo r  the Over-reduction 
in basis, I f  the cred it was adjusted under the recapture rule an upw ard  
ad justm en t o f basis w as made. S ince no reduction  in basis is requ ired  fo r  
ta x  years b eg in n in g  a fte r  12-31-63, the deduction  fo r  the unused cred it is 
no lon ge r  ava ilab le  and Sec. 181 w as repealed .

R ecap tu re  o f c red it is discussed a t [[ 5927. F o r  specia l classes o f  tax ­
p ayers  and partnerships, see {[ 5930. ' ’

•The cred it app lies to  a ll taxab le  yea rs  ending a fte r  D ecem b er 31, 1961, 
bu t on ly  as to qua lified  in vestm en t acqu ired , constructed , o r  reconstructed  
a fte r  that date.. T h e  use o f  the cred it w as tem p o ra r ily  suspended fo r  th e .  
period  b eg in n in g  on 10-10-66 and en d in g  on 3-9-67. G en era lly , th ere  w as 
no investm en t cred it fo r  ne-w o r  used m ach inery  o r  equ ipm ent ( in  excess 
o f $20,000 o f in ves tm en t) acquired b y  ta xp aye r  d u rin g  the. suspension 
period  o r  acqu ired , pursuant to  an o rd e r p laced  d u rin g  such period , b e fo re  
5-24-67, unless certa in  exceptions applied. D e ta iled  discussion o f  suspen­
sion r i les is at {[ 599S.

P ro p e r ty  qualifies fo r  th e cred it in the y e a r  it  is .put into service b y  the 
taxpayer even  though  under his dep rec ia tion  m ethod  d ep rec ia tion  does 
not start until the fo llo w in g  year. R e g . § 1 .4 6 -3 (d ) ( l ) ,  {[5945. B u t an 
exception  is p rov ided  in  R eg . § 1 .4 6 -3 (d ) (4 ) ( i i )  w h ere  th e  basis o f  the 
p rop erty  does n o t re flect its  fu ll cost. P ro p e r ty  held  fo r  ren t is p laced  in 
serv ice  in the y ea r  possession is transferred  to  the lessee. R eg . § 1.46-3
( d ) ( 3 ) .  T h e  investm en t is not p rora ted  acco rd in g  to  the period  o f  use 
in the in itia l y e a r ;  in short, a ll o f  the in vestm en t is taken  in to account, 
i f  a t all, th a t y ea r  even  though the p ro p e r ty  is n o t pu t in to  serv ice  until 
the last day- o f  th e  taxah le year. • • , . ,

A d d it io n a l re fe ren ces : •

[2] Investment Credit (§46 -4 9 ) . 5 0  5 5

T e m p o r a r y  s u s p e n s io n  o f in v e s tm e n t  c r e d i t ................................... {[ 5 9 9 8

D e c i s io n s  a n d  r u l i n g s ......................................................... ' . ..........................  f S 9 S 7— 5 9 S 9
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P e r io d  o f  l im i t a t io n  w i t h  r e sp e c t  to  in v e s tm e n t  c r e d it

c a r r y b a c k s     [ [ 3 6 , 4 9 1 ;  3 6 ,5 9 7 .
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D e p r e c ia t io n  g u id e l in e s  a n d  r u le s  ......................... ................................. [ [ 1 5 ,1 9 6

A d d it io n a l f i r s t  y e a r  d e p re c ia t io n  ............................................ ... i . . .  [[  1 6 .2 3 S
. • • • • •
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£ jf 59222 U se fu l- life  tes t and percen tage ■ taken in to  account.— O n ly  
p ro p e r ty  h a v in g  a  usefu l life  o f  a t least 4 yea rs  t-- the ta xp aye r  a t the tim e 
o f  a cqu is ition  qualifies. I f  useful l i fe  is a t  least 4  years, the ten ta tiv e  cred it 
is 7 %  tim es the basis o r  cos t— to  the ex ten t taken  in to  account— o f qua lified  
p ro p e r ty  acqu ired  du rin g  the year. .T h e -p a r t  o f  the basis o r  cost taken 
in to  accoun t va r ie s  w ith  the usefu l life  o f  the p ro p e r ty  as fo l lo w s :

' (1 )  I f  u sefu l life  is S yea rs  o r  m o fe , 100% — th a t is 7 %  o f  basis or 
cos t is a llow ed .

•/: . (2 )  I f  useful, l ife  is 6  o r  7 years, 6 6 % % — th at is .4 % %  o f  basis o r  cost 
is  a llow ed . •

(3 )  I f  usefu l life  is  4 o r  5 years, 3 3 % % — that is  2 % %  o f  basis or 
cost is a llow ed . Sec. 4 6 (c ) (2 ) ,  ]f 5939.

. . (4 )  I f  usefu l l i fe  is less than  4 years , no  cred it.
' . ■ •

Example: •
Asset . Usef ul life Cost ' Qualified investment

T r u c k    4- §1 2 ,COO 5  4 ,0C 0 (% )

Office m a c h in e   7  1G.OOO 32 ,0C 9 (va )

P la n t  e q u ip m e n t  1 0  2 0 ,00 0  .  20 ,000

' . . i i s j o o
. . .07

C r e d i t  . . . . . ; ....................... .’ ....................... $ 2 , 5 2 0

To put i t  another w ay:
Asset Cost ancl Percent Credit

T ru c k  ............................................. §1 2 ,0 3 0  X  2 % %  =  * 5  £ - 9
Office m a c h in e .................... §1 8 ,0 0 0  X =  2-1.0 .

P la n t  e q u ip m e n t ......................  § 2 0 ,COD X 1 %  =  1,1.00

. C r e d i t .................... ............................ ........................ ?2,C'20

F o r  p ro p e r ty  used m a in ly  in  the u t ility  business o f  m ost regu la ted  
pu b lic  u tilit ies , th e  am oun t taken in to  accoun t is %  o f  th e  ab ove  per­
cen tages. In  o th er w ord s , 3%  fo r  S -year p ro p e r ty ; 2 %  fo r  6- o r  7-year 
p ro p e r ty ; and 1%  fo r  4- o r  5-year p roperty . Sec. 4 6 (c ) (3 ) .

N o te  that an es tim ated  usefu l life  m ust b e  assigned  to  each separate 
asset. T h is  is true even  i f  the ta xp a ye r  is u s ing  a  m u ltip lc-asset account or 
is g ro u p in g  assets in to  the n ew  G u ide lin e  classes o f  the d ep rec ia tion  re ­
fo rm  program , ft 15,196, e t  seq. T h e  usefu l l i fe  to  be  used is e ith er the 

• gu id e lin e  class l i fe  under Sec. 4, P a r t  I I  o f  R e v . P roc . 62-21 a t 15.20S.4 
o r  th e  estim ated  actual usefu l life . R eg . § 1.46-3( e )  (1 ) ,  \\ 5945. See Triangle 
Publications, Inc., at |f 5989(55 ). •
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T A X  S A V IN G .  W h e n e v e r  you ’re  in  d ou b t as to  the estim ation  
o f  the usefu l l i fe  o f  a  business asset, you  shou ld  c la im  the lon gest 
poss ib le  l i fe  to  g e t  the m axim um  in vestm en t cred it.

EU 5923 j L im it  on  c red it  based  on  am ount o f  tax .— T h e  cred it m a y  not 
exceed  the ta x  lia b ility . F o r  taxab le  years en d in g  a fte r  3-9-67 i f  the ta x  is 
m ore than $25,000, the c red it  is $25,000 plus 50%  o f  tax  l ia b ility  o ve r  
$25,000. F o r  ta xab le  y ea rs  en d in g  on o r  b e fo re  3-9-67, the cred it w as 
lim ited  to  $25,000 plus 25%  o f  the ta x  lia b ility  o v e r  $25,CC0. T h e  lim ita tion  
is  p rora ted , on  a  d a ily  basis fo r  ta x  y ea rs  spann ing 3-9-67. T h e  lim ita tion



m ust a lso  be reduced ..(but not b e lo w  z e ro ) b y  an am ount equal to  the 
cred it that w ou ld  h ave been earned on suspension p er iod  p ro p e r ty ; the 
redu ction  is m ade o n ly  fo r  taxab le y ea r- in  w h ich  such p rop erty  is. p laced  
in  serv ice. Sec. 4 6 ( a ) ( 2 ) ;  R e g . § 1.46-1 ( b ) ,  5943. ' •

A n y  unused cred it m ay be carried  back and o v e r  sub ject to  the ru les 
b e low . “ T a x ”  fo r  this purpose is the tax  a fte r  cred its  o th e r than w ith h o ld ­
in g  and the in vestm en t cred it, but <’ 'cs not include the ta x  on unreasonably 
accum ulated  earn ings, on p e rson a l'h o ld in g  com panies o r the ta x  resu ltin g  
from  th e reco ve ry  o f fo re ign . exp rop ria tion  losses. F o r  ta x  years  en d in g  
a fte r -1969, the minimum tax oh tax preferences o f Sec. 56; also isn’t included.

T h e  $25;000 figures applies on a jo in t  re tu rn ; on the separate return  o f  a 
m arried  person the figu re  is reduced to  $12,500, unless his spouse has no  
cred it. T h e  $25,000 is apportioned  am on g  m em bers o f  an a ffilia ted  grou p  
(s p e c ia lly  de fin ed ) w h eth er o r  not th ey  file  a con so lida ted  return. (F o r  
taxab le  years  en d ifig  on o r  a fte r  12-31-70, the am ount is apportioned  
am on g  com ponen t m em bers o f  a con tro lled  g ro u p .) T h e  $25,000 m ay 

. b e  apportion ed  am on g  the m em bers in a n y  m anner the com m on  paren t 
m a y  se lect, i f  such paren t and each m em b er o f the g ro u p  consent. R e g . . 
§ 1.46-1 ( f ) .  E ach  partn er takes the $25,000 figu re  in to  account sep ­

a r a t e ly .  S o  do  benefic ia ries  o f  estates and  trusts and stockholders in 
Subchapter S corporations, jf 5930.' ■ '■ '

E f fe c t  o f  p r io r  ta x  surcharge on  lim ita tion  on cred it. j[ 6101.

O ' 5924]J C arryb ack  or ca rry o ve r  o f  unused cred its.— G enera lly , un­
used cred its  m ay  be carried  back fo r  3 years  and ca rried  fo rw a rd  fo r  7 
years. H o w e v e r , fo r  taxab le  years b eg in n in g  a fte r  D ecem b er  31, 196S, 
and  en d in g  a fte r  A p r il ' IS , 1969, the ’69 T a x  R e fo rm  A c t  added a fu rther 
20%  lim ita tion  to  the use o f th e  ca rryo ve r  as w e ll as an excep tion  to  th is 
lim ita tion . See fu rth er discussion b e low . .

' A n  o th erw ise  a llow ab le  cred it that m ay  n o t be used because o f  the l im ­
ita tion  based  on  tax is a carryback  io r  3 yea rs  and ca rry o v e r  fo r  7 years  
i f  fifth  taxab le  y ea r  fo llo w in g  the unused cred it y ea r  ends a fte r  12-31-66 
( f o r  5 y ea rs  i f  such fifth  taxab le  y ea r  ends b e fo re  1-1-67). Sec. 4 6 ( b ) ( 1 ) ; 
R e g . § 1 .46-2(a) ( l ) - ( 3 ) ,  ff 5944. (T h e r e  is no carryback  to  a yea r ended b e ­
fo r e  January 1, 1962; a ca rryback  to  a  y ea r  b eg in n in g  in  1961 and end ing in 
1962 is p ro ra te d .).  I t  m ay  be used in the y ea r  to  w h ich  carried  to  the 
ex ten t th a t the lim it  based  on ta x  in th a t  y ea r  exceeds the cred it based 
on  in ves tm en t th a t year. I f  there is m ore  than one ca rry  to  a particu lar 
yea r, the ea rlies t is app lied  first. ' .

F o r  ca rryback  to  a n y  taxab le  y ea r  en d in g  on o r  b e fo re  12-31-65 w ith  
rega rd  to  p ro p e r ty  used p redom in an tly  in  a  U .S . possession, see R eg .
§ 1 .46-2 (a ) (4 ) .  . -

A  ta xp a yer  w h o  has an unured cred it fo r  a y e a r  v/hich resu lted  from  a 
n et o p era tin g  loss ca rryback  to  that y e a r  is p erm itted  to  ca rry  th e  unused 
c red it to  th e  th ree  p reced in g  taxab le  years . T h is  ru le  app lies to  in vestm en t 
cred it carrybacks a ttribu tab le  to  carryback  o f  n et o p e ra tin g  losses sus­
tained in  taxab le  years  en d in g  a fte r  7-31-67. T h e  unused c red it m a y  also 
be carried  fo rw a rd  as is  p erm itted  w ith  respect to  unused cred its  gen era lly . 
P .L .  90-225, 12-27-67. F o r  p rio r years , th e  unused cred it th a t resu lted  from  
a n e t op era tin g  loss ca rryback  cou ld b e  carried  fo rw a rd  on ly , n o t back. 
S ee R eg . §1 .4 6 -2 (c ). •

F o r  qu ick  refunds o r  -credits resu ltin g  from  carrybacks, see jf-36,191 e t 
seq. ”  . •

[2] Investment Credit (§46 -49 ) . 5 S 5 7
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'■ C arrybacks and ca rryovers  o f unused cred it m ust a lso b e  ^reduced by  
a n y  cred it recaptured under Sec. 47. R e g . § 1.47-1 (b ) ,  ff 5955. See also 
li 5927. * ■ '

F o r  taxab le  years b eg in n in g  a fte r  D ecem b er 31, 1968 and end ing a fter 
A p r i l  18, 1969, the ab ove  ru les still app ly , su b ject to  the fo llo w in g  changes. 
.The to ta l am ount o f  in vestm en t cred it ca rryovers  and carrybacks w h ich  
m a y  b e  added to  am ount a llow ab le  as a cred it fo r  an y  su.ch taxab le  year 
can’t  exceed 20%  o f  the h igh er o f (a )  th e  a g g rega te  o f in vestm en t cred it 
ca rryovers  and carrybacks to  the. taxab le  year, o r  (b )  th e  a gg rega te  cred it 
c a rry o v e rs -and carrybacks to  any p reced in g  taxab le  y ea r  that began a fter 
12-31-68, and en d ed .a fte r  4-18-69. Sec. 4 6 (b ) (5 ) ,  f  5939; R eg . §1 .4 6 -2 (b ) 
(2 ) ,  If 5944. H o w e v e r , i f  a taxpayer has unused in vestm en t credits, w h ich  
he cou ldn ’ t ca rry  o v e r  solely because o f th e  n ew  20%  lim ita tion , then he 
msty ca rry  o v e r  these unused cred its fo r  an add itiona l 3 years. • W h e n  
th ese  cred its are carried  •over fo r  3 yea rs  because o f th is  n ew  rule, the 
20%  lim ita tion  (as w e ll  as the gen era l 50%  o f  tax  l ia b ility  ru le ) w ill 
app ly. Sec. 4 6 (b ) ( 6 ) ;  R eg . § 1.46-2(a )  (5 ) .  E xam p les  (3 )  and (4 )  in R eg . 
§ 1 .46 -2 (g ) illu stra te  these rules. ' . . ' .

£ jf 5925J Q u a lified  in vestm en t in  n ew  and used p roperty .— Q ualified  
in vestm en t m a y  be in n ew  o r used p roperty . Sec. 4 8 (b ) and  (c ) ,  ff 5965. N e w  
p rop e rty  is tha t the firs t use o f  w h ich  com m ences w ith  the taxpayer, or 
p ro p e r ty  constructed o r  reconstructed  b y  h im . U sed  p roperty , o f  course, is 
o th er p roperty . In  both  cases, on ly  p rop erty  acqu ired  a fte r  1961 qualifies. 
T h e  d istinction  b etw een  n ew  and used p ro p e r ty  is the sam e as the now - 
fa m ilia r  d istinction  app lied  in  d eterm in in g  w h e th er  p rop erty  qualifies fo r 
acce lera ted  deprec ia tion  under the 1954 C ode  ru les. ■

A s  to  new- p rop ert3r, the app licab le  percen tage  is app lied  to  ta xp ayer ’s 
basis fo r  the p rop erty  determ ined  a cco rd in g  to  th e  gen era l ta x  rules on 
basis, f( 31,141 e t seq. In s ta lla tion  and fre ig h t  costs are added to  basis fo r  
purpose o f  cred it. R eg . .§ 1 .46-3 (c), ff 5945 S ay  ta xp ayer sw aps an o ld  
m ach ine w ith  an ad justed  basis  o f  $8,000 for. a new, s im ila r m achine and 
pays $1,000 cash to  boo t. T h e  trade-in  is ta x -fre e  and the basis o f  the n ew  
m ach ine is $9,000 (basis  o f  o ld  plus b o o t ) ; and th a t is th e  am ount taken 
in to  account in  ap p ly in g  the percen tages. (T a x p a y e r , as exp la ined  b e low , 
m a y  h ave  ' d just p r io r  cred its  because o f  h is d isposition  o f  the traded-in 
m ach ine.) 's c ia l ru le, described  b e low , app lies to  p rop e rty  rep lac ing  
p r o p e r ty1 ,  casualty  o r  th e ft. ’ • . .. '

U sed  p rop erty  qualifies o n ly  i f  acqu ired  b y  purchase. “ Pu rchase”  does- 
not include acqu is ition s : (a )  from  a re la ted  person (d e fin ed  in IR C  Sec­
tions 267 and 7 0 7 (b ), as m od ified ), (b )  b y  a  corpora tion  from  an affilia ted  
corpora tion ’ (sp ec ia lly  d en n ed ), ( c )  fro m  a decedent, and (d )  o f  p roperty  
w hose basis is carried  o v e r  from  the person  from  w h om  acqu ired  (g ifts , 
fo r  exam p le ). N o r  does used p rop erty  qu a lif}- if, a fte r  acqu is ition  b y  ta x ­
payer, it  is used b y  the person  w h o  used such p rop erty  b e fo re  such acqui-
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[1 ] In ves tm en t C red it ( §  4o-49— j[ 5939 e t seq .) .. 5 8 5 3

sition , o r b y  a person re la ted  to  the person  w h o  used the p rop e rty  b e fo re  
such acqu isition  under Sec. 179 (d ) (2 )  ( A )  and (B ) .  Th u s  p rop e rty  pur­
chased in  a  sale-leaseback o r  p rop erty  purchased b y  a  tenant (w h o  used the 
p ro p e r ty ) from  his land lord  does n o t qu a lify . P ro p e r ty  is n o t considered  
used b y  the acqu irer b e fo re  acqu is ition  i f  pre-acqu is ition  use w as ' only 
casual. R eg . § 1.48-3( a ) (2 ) ,  (3 ) ,  5971. See also decisions a t |f 5988 (8 ).

A s  to  used property, th e  applicab le percen tage is app lied  to  ta xp ayer ’s 
cost. Irf a tax -free  trade-in , ccst is lim ited  to  b oo t g iven . W h e re  th e  p rop­
e r ty  rep laces s im ila r p rop erty  and the transaction  is not tax -free , cost is 
reduced b y  the adjusted  basis o f  th e  p rop erty  replaced. T h es e  ru les do 
n o t app ly , that is, the fu ll "c o s t”  o f  th e  rep lacem ent p rop erty  is  taken  in to 
account, (1 )  i f  th e  d isposition  o f  the o ld  p rop erty  resu lted  in a recapture o f 
p r io r  cred its, o r  (2 )  unless you  b u y  o r  con tract to  b u y  th e  rep lacem ent 
p rop e rty  w ith in  60 days b e fo re  o r  a fte r  s e llin g  th e  -old p roperty . R eg . 
§ 1.43-3 (b ) .  . ,  .

Example (1 ) : Taxpayer swaps a machine w ith an adjusted basis and value o f 
$8,000 fo r  a -used similar machine, paying $1,000 cash to boot. Eecause the swap 
Is tax-free, the amount taken into account in applying the percentages is $1,000. 
But i f  taxpayer has to adjust the credit taken on the acquisition o f the traded-in 
machine, the amount taken into account i3 $9,000.

Assume the swap was not tax-free, and that value o f  the old machine was 
$10,000. The amount taken into account in applying the percentages is $8,000 
($11,000 "cost”  less $8,000).

Examplo (2 ): Taxpayer sells truck 1 on Sept. 18, which he bought in Jan. 
o f the previous year, end which has an adjusted basis o f $1,200. On Dec. 1, ho 
buys truck 2 as a replacement for $2,000. The full cost o f truck 2, $2,000 may be 
taken into account in computing qualified investment, since the replacement prop­
erty v/as bought more than 60 days a fter the old property was sold. I f  truck 2 
had been bought on Oct. 15, the cost which m ay be taken into account is $800 
($2,000 less $1,200).

_ C ircum stances under w h ich  S ection  38 p rop erty  is d isposed o f  o r  o ther­
w is e  ceases to  qua lify , th ereb y  g iv in g  rise to  recapture o f  cred it, are in  
R e g . § 1.47-2, |f 5956. See a lso ff 5927. . .

Dollar limit on used property.— T h e  to ta l cost o f  acqu is itions o f  used p rop ­
e r ty  in  a n y  one yea r taken  in to  account in a p p ly in g  th e  percen tages m ay  not 
exceed  $o0,000. Sec. 4 8 ( c ) ( 2 ) ;  R eg . § 1 .4 S -3 (c ) ( l ) .  I f  to ta l acqu isitions 
a re  m ore, ta xp ayer m a y  select th e  item s to  h e  taken in to  accou n t; presum a­
b ly  lie  w i l l  se lect the lon ger-lived . R e g . § 1.43-3( c ) ( 4 ) .  T h e  $50,000 lim it 
app lies on  a  jo in t  re tu rn ; on th e  separate return  o f  a m arried  person the 
l im it  is $25,000, unless his spouse acqu ired  no  q u a lify in g  used p rop erty  
th a t year. A ffilia ted  corporations (com p on en t m em bers o f  a  con tro lled  
grou p , fo r  tax years  end ing  on o r  a fte r  12-31-70) are lim ited  to  one $50,000 
am ount. A s ’ to  partnerships, the $50,000 l im it  app iics at b o th  the partner­
sh ip and partner le v e ls ; so too , as to  estates and trusts and th e ir  bene­
fic iaries, and Subchap'ter S .corporations and th e ir  stockholders. .

Example: Partnership A B  pays $60,000 fo r  used equipment. The partnership 
m ay take only $50,000 into account, o f which A ’s share is $25,000. In  addition, 
A  as e. sols proprietor pays $40,000 fo r  used equipment. W hile hi3 “ Investment” 
is $65,000, the amount he may take into account is limited to $50,GOD. Ho xav:j 
select e ll o f the $25,000 derived through tho &nn ar.d $25,009 o f his individual 

.investment, or all o f his individual investment*end $10,000 o f the derived invest­
ment. ' • _ _

Effect of casualty or theft.— T o  figu re  th e  qualified  in vestm en t in  prop-
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e r ty  rep la c in g  p ro p e r ty  lo s t b j ' casu a lty  o r  theft,. s ta rt w ith  the basis o r 
cos t o f  the n ew  p rop erty . T h en  reduce b y  w h ich ev e r  o f  these am ounts is 
th e  sm a lle r : (1 )  any insurance o r  o th e r  recove ry , (2 )  the ad justed  basis 
o f  the lo s t p roperty . See Sec. 4 6 (c )  (4 )  ; R eg . § 1.46-3(h ) ,  |f 5945.

. j Examplo: Property lo completely destroyed by fir a. Its adjusted basis was 
.,$26,000; the insurance recovery is $25,000. Replacement property is acquired 
■ a t a  cost of $28,000. The qualified investment is $3,000, unless taxpayer elects 
recognition o f gain under Sec. 1033(a )(3 ), hi which case the qualified investment 
w ill be $8,000. I f  the insurance recovery had been $19,000, the qualified invest­
ment would have been $9,000. ' •

. • B e fo re  m ak in g  the ab ove  reduction , taxpayer m ust figu re  w h e th er the 
recap tu re  ru le (s e e  |f 5927) d isa llow s  m ore  in  qu a lified  in ves tm en t than 

. the casu a lty  ru le  d isa llow s in  basis o r  cost. I f  i t  does, th e  ru les f o r  recap­
tu re , as am ended  b y  th e  ’69 T a x  R e fo rm  A c t  a p p ly . ’

Eff 59263 W h a t  p ro p e r ty  qualifies.— E lig ib le  p rop erty  is  ca lled  "S ec tion  
38 p rop erty ,”  and  the d e fin ition  o f  th is  term  is the nub" o r  th e  c red it  p ro v i­
sion . Sec. 4 8 (a ),  |[ 5965. W ith  excep tions sta ted  b e lo w , S ection  38 p rop erty  
m ea n s : • .

(1 )  D ep rec iab le  tan g ib le  personaI p roperty . T h is  qualifies w h e th er  o r 
n o t used in m anu factu ring, p roduction , ex traction ' o r th e fu rn ish in g  o f  
u tility - lik e  serv ices. R e g . § 1.4S-1 ( c ) ,  If 5969. L o c a l la w  defin itions are 
n o t c o n tro llin g ; item s th a t lo ca l la w  m a y  c la ss ify  as- fix tu res  m a y  qua lify . 
E xa m p les  are ou tside gaso lin e  pum ps, g ro c e ry  counters, p r in tin g  presses, 
and  d isp lay  racks. ■ •

(2 )  ' O th e r  ta n g ib le  p rop erty , that is real p rop e rty - lik e  assets (b u t  never 
a b u ild in g  and its  structural com pon en ts ). R e g . § 1 .4 S - l (e ) .  T o  qu a lify  
u n der th is h ead in g  the p rop e rty  m ust (a )  h e  used in  m anu factu ring, p ro ­
duction , ex tra c tion  o r  tn e  fu rn ish in g  o f  u tility - lik e  serv ices, o r  ( b )  con ­
s titu te  a research  o r  s to rage  fa c il ity  o f  an a c t iv ity  under ( a ) .  E xam p les  are 
b la s t furnaces, o i l  and ga s  p ipelines, ra ilroad  tracks, fences fo r  ca ttle , silos, 
and te lephone po les . B an k  va u lt  doors, reco rd  vau lt doors, n igh t d ep os ito ry  
fa c ilit ies , and w a lk -u p  and  drive-up  te lle r ’s w in d o w s  qu a lify , but n o t d rive - 
up te lle r ’s booths. A m o n g  fa rm  im provem en ts  q u a lify in g  a re  storage 
fa c ilit ie s  p ro v id in g  o n ly  s to rage  space, n o t w o rk in g  space. Sea a lso  ru lings 
a t |f 59S7 e t  seq. •

E xc lu d ed  in  a ll cases as a b u ild in g  and its  structu ra l com ponents are 
th e  basic structu re and such parts as centra l a ir  con d ition in g  and heating 
system s, and p lu m bing , w ir in g , and lig h t in g  fix tu res. B u t th e  terrn "s tru c­
tu ra l com ponen ts”  does not in c lu de m ach in ery  (su ch  as an a ir  con d ition in g  
and h u m id ifica iion  sys tem ) s o le ly  required^ to  m ee t tem pera tu re  or hu­
m id ity  requ irem en ts  essen tia l fo r  the. op era tion  o f  o th e r  m ach in ery  or the 
p rocess in g  o f  m ateria ls  o r  foodstu ffs . T h ese  q u a lify  even  th ou gh  th ey  m ay  
in c id en ta lly  p ro v id e  fo r  the c o m fo r t o f  the w o rk e rs  o r  serve , t o  a  m inor 
d egree , areas w h ere  tem pera tu re  con tro l is  n o t essen tia l. R e g . §1.43-1
( e ) ( 2 ) .  ■

E le va to rs  and esca la tors q u a lify :  (1 )  i f  con stru ction  o r  reconstruction  is 
com p le ted  a fte r  Tune 30, 1963, o r  (2 )  acqu is ition  occu rred  a fte r  June 20, 
1963. Sec. 4 8 ( a ) ( 1 ) ( C ) ; R e g . §  1 .4 2 - l(m ).

N o  in tan g ib le  p ro p e r ty  qualifies. T h u s  a p a ten t o r  c o p y r ig h t  is exc lu d ed ; 
so  to o  the cost o f  a leasehold . B u t im provem en ts  m ade b y  a  tenan t (e x c lu d ­
in g  the b u ild in g  and its  com ponen ts ) m ay q u a lify . .

L iv e s to c k  does n o t qu a lify .
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T o  qu a lify , the p rop erty  must be  sub ject to  deprecia tion  (i.e . have a basis 
to taxpayer, see If 59S 9 (28 )) or am ortiza tion  and m ust have a usefu l l i fe  o f  a t 
least 4 years. I f  a p rop erty  is o n ly  p a rtly  depreciab le (part-business, pavt- 
p leasure c a r ), on ly  the depreciab le part qualifies. • . ­

E ven  though  w ith in  the above defin ition , th e  fo l lo w in g  d o  not q u a lify :

(1 )  P ro p e r ty  used m ain ly (m o re  than 5 0 % ) ou tside th e  U .S . But, 
g en era lly  speaking, th is exception  does not app ly  to  the ro llin g  stock  o '  
ra ilroads, a ircra ft, vessels, and m otor veh ic les  used in  in ternationa l op ­
erations, conta iners used, in .in tern a tion a l transportation , o ff-shore  d r ill in g  
equ ipm ent. Fu rther, th is excep tion  does not app ly, fo r  taxab le years end­
in g  a fte r  M arch  9, '67, to  a ircra ft reg is tered  b y  the A d m in is tra to r  o f  th e  
F ed era l A v ia t io n  A g e n c y  w h ich  are opera ted  ou tside the U .S . under a 
con tract w ith  the U.S.- Sec. 4 S ( a ) ( 2 ) ( B ) ( i ) ; R eg . § 1.4S-1 ( g ) ( 2 ) .  F o r  
special ru les on recapture o f c red it fo r  a ircra ft leased fo r  use ou tside the 
U .S . a fte r  A p r il 18, 1969, see. |f 5927. ■. • • • ' .

A ls o , fo r  taxab le  years  en d in g  a fte r  12-31-65, p ropcrij- p laced  in serv ice  
a fte r  this date w h ich  is used in a U .S . possession b y  a U .S . person o r  b y . 
a Corporation  o rgan ized  in a possession qualifies, w ith  certa in  exceptions 
as p rov id ed  in Sec. 4 8 (a ) (2 ) (B )  ( v i i ) ; R eg . § 1.48-1 ( g )  ( 2 ) ( v i i ) .  '•

(2 )  P r o p e r ty  used b y  a  ta x -exem p t o rgan iza tion  o th er than a coop ­
era tive . B u t i f  th e  o rgan iza tion  is sub ject to  the ta x  on u nrela ted  business 
incom e, p rop erty  used in that a c t iv ity  can qu a lify . F o r  ta x  years  be­
g in n in g  a fte r  1969, i f  the q u a lify in g  p rop erty  is "d eb t-fin an ced ”  (d e fin ed  
in Sec. 5 1 4 (c ), ff 21,237), the cost o r  basis used fo r  th e  Sec. 4 6 (c )  com puta­
tion  is lim ited  to  the percen tage o f  cos t o r  basis used under Sec. 514 to  f ix  
the o rgan iza tion ’s gross  incom e from  the p rop erty  in  the j-ear p laced  in  
serv ice. • •. • ,

_ (3 )  P ro p e r ty  used b y  the U n ited  S tates, a state o r  its  p o lit ica l sub­
d iv is ions, an in ternationa l o rgan iza tion , o r  an y  a gen cy  o r  in stru m en ta lity  
o f  the fo rego in g .

(4 )  P r o p e r ty  used m ain ly  to  fu rn ish  lod g in g . T h e re  a re  tw o  excep ­
tions to  th is  excep tion , that is, the fo l lo w in g  are e l ig ib le :  ( a )  N o n -lo d g in g  
com m erc ia l fa c ilit ies  ava ilab le  to  persons n o t u s in g  the lo d g in g  on  the 
sam e basis as to  persons w ho do. (E x a m p le :  R estau ran t equ ipm ent in an 
apartm en t h o te l.) (b )  P ro p e r ty  used b y  a  transient m o te l o r  h o te l in 
fu rn ish in g  lod g in g . R eg . § 1.48-1 (h ) .  . .

N o te  th a t the above rules are sta ted  in  term s o f  use o f  th e  p roperty . T h is  
m eans th a t n e ith er th e  ow n er n o r  th e  person w h o  ren ts ou t p rop erty  fo r  
th e  p roscribed  use can count it  f o r  cred it. '

S ee  a lso  ru lin gs  and cases at |f 5987 e t  seq. • ’

j| j 59273 R ecap tu re  o f  cred it.— T h e  ’69 T a x  R e fo rm  A c t  continued the 
recaptu re rules discussed b e low  w ith  2 ex cep tion s : there is no recapture 
fo r  any Sec. 38 p ropertj- w h ich  is sto len  or destroyed  b j- casu a lty  a fte r  
A p r i l  IS , 1969. and recapture is lim ited  in the case o f  p r o p e r ty  rep laced  
a fte r  A p r i l  18, 1969, i f  certa in  s ta tu to ry  conditions a re  m et. F o r  discussion, 
see (2 ) ,  b e low .

A  ta x  ad justm ent m a y  be necessary i f  p rop erty  is  d isposed o f  b e fo re  
the end o f  its estim ated  useful l i fe  o r  ceases to  b e  section  38 p roperty . 
Sec. 47, 5953; R eg . § 1.47-1, |f 5955. D ispos ition  includes a n y  k ind  o f d is­
pos ition  {e.g., sale, tax-free  o r  taxable- exchange, g i f t ,  in vo lu n ta ry  con ver­
s io n ),  w ith  the excep tions lis ted  b e low . I t  a lso includes a sale b y  a partner 
o f  his in terest in thfc firm , o r b y 'a  s tockh o ld er o f his s tock  in  a S iibchapter 
S corporation . P ro p e r ty  m ay cease to  be Section  38 p rop erty  because, fo r
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exam ple , it  is sw itch ed  to  fo re ign  use. S ee  b e lo w  fo r  fu rth er deta ils  as to  
d ispos ition  o r  cessation.

T h e  tax  fo r  the current year is increased  b y  the am ount th a t the c red it 
o r  c a r ry o v e r  w ou ld  have  been decreased had the o rig in a l c red it been  com ­
pu ted  on  the p eriod  o f  actual use instead o f  estim ated  use.

/ • Jfixainple: You buy maclibicry fo r  $30,000; useful life  Is 10 years. Your credit,
I $2,100. You  sell the machinery In the fifth  year. That means you would have 

' actually been entitled to a credit fo r  only Ys o f the cost based on r, E-year useful 
life. 13csi;lf: Your credit is $700 rather than $2,100; thus your tax fo r  the year o j  

solo Is Increased by  $1,400. •

N o t e  that, in e ffe c t, recapture den ies c red it as to  $20,000 o f  the cost. F o r  
• the im portan ce  o f  th is  concept, see ' ‘E ffe c t  o f  casu a lty  o r  th e ft” , 5925. 

I f  th c  p rop e rty  w e re  d isposed o f  a fte r  8 years , no ad ju stm en t w o u ld  be 
requ ired . H o w e v e r ,  since th e  p rop erty  m ust be used a t lea s t 4  years  to  bs 
en tit led  to  a n y  cred it, th e  en tire  cred it is  su b jec t to  recap tu re  i f  actual 
usefu l l i fe  to  ta x p a y e r  is less than 4  years.

A  som ew h a t s im ila r ad justm en t is m ade i f  nonpub lic  u t ility  p roperty  
becom es pu b lic  u t i l i t y  p roperty . B u t no ad ju stm en t in  th e  reverse  situation .

A s  stated , th e  ad ju stm en t is m ade in th e  y ea r  o f  d ispos ition  o r  cessation . 
T h u s  p r io r  retu rns are not reopened  and no  in te res t is, charged .

In  gen era l, ta xp a ye r  m ust m aintain  records fro m  w h ich  b e  can establish , 
w ith  respect to  each item  o f  section  33 p rop erty ,-th e  fo l lo w in g :  ( a )  D a te  
the p ro p e r ty  is d isposed o f  o r  o th erw ise  ceases to  be sec tion  3S p roperty , 
( b )  es tim ated  usefu l l i fe  w h ich  w as  assigned  to  tha p rop e rty , ( c l  m on th  
and ta xa b le  y ea r  in  w h ich  p rop erty  w as p laced  in  serv ice , and  (d )  basis 
o r  cost, ac tu a lly  o r  reasonab ly  determ ined, o f  p rop erty . R e g .  § 1 .4 7 (e ). 
F a ilu re  to  m ain ta in  such records w i l l  resu lt in  recap tu re  in  th e  m anner 
in d ica ted  in  th e  exam ples in  R eg . §1.47-1 ( e ) ( 1 )  ( i i i ) .  F o r  trea tm en t o f  
"m a ss  assets,”  see R e g . § 1.47-1 ( c ) ( 2 ) ,  (4 )  an a  standard  m o r ta lity  d isper­
sion  tab le , U 5939 (75 ), usable in lieu  o f  tab les  based  on  ta x p a ye r ’s actua l 
experien ce  fo r  com p u tin g  qua lified  in vestm en t. •

Disposition: F o r  recaptu re o f  c red it purposes, a  “ d ispos ition ”  o f  section  
35 p ro p e r ty  covers  m an y com m on situations in  add ition  to  sales. F o r  
exam p le , it  m a y  include g ifts , trade-ins, co rp o ra te  d is tribu tions in liqu id a ­
tions o r  as in -k ind  p rop erty  d ividends, con tribu tions o f  p ro p e r ty  to  a co r­
pora tion  (in c lu d in g  Subchapter S corpora tion s ) o r  to  certa in  partnersh ips, 
sale b y  a  corpora tion  in a “ tax -free”  Sec. 337 liqu ida tion , certa in  in vo lu n ­
ta ry  convers ions, sales o f s tock  b y  a Subchapter S shareholder, sale b y  
a  p a rtn er o f an in te res t in  a  partnership, o r  sa le  b y  a  b en e fic ia ry  o f  an 
in te res t in  an estate o r  trust. “ D isposh ion ”  a lso  includes a sa le in  a salc- 
and-leaseback  transaction , excep t as lim ited  b y  R eg . § 1 .47 -3 (g ), and  ?. 
tra n s fe r  upon th e  fo rec losu re  o f a  secu rity  in terest, bu t th e  te rm  doesn ’ t 
in clude a m ere  tran s fe r  o f t it le  to  a  c red ito r upon crea tion  o f  a  secu rity  
in terest. R e tirem en t o f  p rop erty  is  a lso a  d ispos ition . R e g . § 1 .4 7 -2 (a ) ( l ) ,  
( d ) ,  ft 5955.

I f  ta xp a ye r  d isposes o f  section  38 p rop erty  in sam e y e a r  he p u t i t  in to  
serv ice , he g en e ra lly  doesn ’ t claim  an y  cred it fo r  y ea r  o f  purchase. H o w ­
ever, th is  is n o t a lw ays  the rule. See fo r  exam ple, death  tran s fe rs  and tax - 
fre e  transfers , b e low .

Cessation: R ecap tu re  o f  cred it a lso  applies w hen  equ ipm en t ceases to  b e  
section  38 p roperty . R eg . § 1.47-2(a )  (2 ). E xam p les  are w h ere  a business 
asset is sw itch ed  to  personal use in w hole o r  in part o r  to  fo re ig n  use, o r  
w h e re  the percen tage  o f  use o f  asset b e tw een  personal and business changes 
a fte r  y e a r  the cred it w as o r ig in a lly  taken. R eg . § 1.47-2( e ) .  T h e re  is a  
specia l ru le fo r  a irc ra ft  leased fo r  tem pora ry  use ou ts ide  th e  U .S . S ee  b e low . 

Leased property: F o r  recapture purposes, the m ere  le a s in g  o f  section
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38 p ro p e r ty  b y  a  lessor w h o  to ok  its  basis in to  account in com pu tin g  his 
qu a lified  in vestm en t fo r  the c red it y e a r  isn ’ t a  d isposition . Bu t, w h ere  n 
lease is trea ted  as a  sale fo r  in com e ta x  purposes the transaction  is con ­
s idered , a  d isposition . L eased  p ro p e r ty  ceases to  be section  38 p rop erty  to  
the lessor, if, in  any taxab le  y ea r  a fte r  c red it yea r, it  w ou ld n ’ t qu a lify  as 
such in  hands o f  lessor, lessee o r  a n y  sublessee. R e g . § 1 .47-2 (b ) (1 ) .  R u les- 
on w h e th er  d ispos ition  or cessation  has occurred  w h ere  lessor elects  to 
trea t lessee as purchaser are in  R e g . § 1 .4 7 -2 (b )(2 ).

Special rule for aircraft leased for t'emporury use outside the U.S.— Sec. 47
( a ) ( 6 ) ,  jf 5953, added b y  P .L . 91-676, 1-12-71, permits leasing o f an aircraft fo r 
use abroad for up to 4 years w ithout recapture o f a' previously allowed invest­
m en t cred it. T h e  n ew  rule, w h ich  is e ffe c t iv e  fo r  taxab le  years en d in g  
a fte r  A p r i l  18, 1969, as to  a irc ra ft used ou tside the U .S . a fte r  that date, 
app lies  to  an y  a ircra ft w h ich  w as  n ew  p rop e rty  e lig ib le  fo r  the cred it in  the 
y ea r  in  w h ich  it  w as placed in  serv ice. Such a irc ra ft m a y  be leased to  a 
fo re ig n  ca rrier under a “ q u a lify in g  lease” . ’ . . .

A  q u a lify in g  lease is a lease execu ted  a fte r  A p r i l  18,. 1969, from  a U .S . 
a ir  ca rr ier th a t qualifies under F ed era l la w  and com p lies  w ith  the ru les o f 
th e  C iv i l  A eron au tics  B oard . , , * .

I f  th e a irc ra ft is used abroad  m ore than in  the U .S ., then  fo re ig n  use is 
taken in to  account o n ly  to  th e  ex ten t o f  th e  a irc ra ft ’ s use in  the U .S . B u t 
i f  fo re ig n  use is less than .use in  the U .S . (i.e ., less than h a lf o f  the actual 
usefu l l i f e ) ,  then  the actual usefu l l i f e  is used.

Exempts. A  je t  airplane was first placed in service on March 1, 1969. I t  
qualified fo r the credit at that time. I t  "was used in the U.S. through August 31, 
1970. The carrier leased it  as o f that date to a  foreign carrier under a qualified lease 
fo r use abroad through August 31, 1973. A t  the end o f the lease, the carrier plans to 
sell the aircraft to the foreign carrier. . •

The entire credit claimed on the plane is subject to recapture. The carrier has used 
the plane only 3 years— 1 ya yeprs in the U.S. and lYs years abroad. Only half the 
foreign use time is taken into account since tire plane had been used in the U.S. fo r 
only V/2 years. .

Exceptions to recapture of credit: A  ta x p a y e r  is n o t sub ject to  the re ­
captu re p rov is ion s  in  certa in  typ es  o f  transactions. R e g . § 1.47-3, 5957. 
T h ese  excep tion s  a r e :

(1) Death transfers.— Th ere ’s no recap tu re  w hen  equ ipm en t is transferred  
because o f  th e  death o f  an in d iv id u a l taxpayer. In stead , the p ro p e r ty  is 
trea ted  as i f  i t  had a c tu a lly  been h e ld  fo r  th e  en tire  u sefu l l i fe  estim ated  
b y  th e  deceased to  figu re  th e  cred it. ..

Example: Solo proprietor bought §20,000 worth o f equipment in ’64 and took
§1,400 credit on it. H e  died in ’67 end the equipment passed to his son. Kcsv.lt:
None o f the credit lias to be paid back. Further, the son can sell the equipment
right away without x-unning the risk o f recapture.

R ecap tu re  doesn ’t  app ly  to  the death  tran s fe r  o f  a  pa rtn er ’s in terest o r 
o f  the stock  o f  a Subchapter S  shareho lder. N o r  does i t  a p p ly  on  tran s fer 
o f a  deceased ’s in terest to  the s u rv iv in g  o w n e r  in a jo in t  tenancy . H o w e v e r , 
it  does a p p ly  to  a g i f t  b y  a  ta x p a y e r  p r io r  to  h is death  even  thou gh  the
va lu e  o f  the g i f t  is in cluded  in  his esta te (a s  a g i f t  in  con tem p la tion  o f
death, fo r  e xa m p le ).

I f ,  under R e g .  § 1.48-4, th e  le sso r o f  n ew  section  38 p ro p e r ty  m ade a  va lid  
e lec tion  to  trea t lessee as h a v in g  purchased  the p ro p e r ty  fo r  purposes o f
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the cred it, th ere  is  no  recaptu re if ,  b y  reason p f lessee ’s death, th ere  is a 
te rm in a tion  o f  th e  lease and  tran s fe r  o f  leased  p rop erty  to  lessor, o r  th e re , 
is an assignm ent o f  lease and tran s fer o f leased  p rop e rty  to  another person. 
See R eg . § 1.47-3 (b ) ,  f  5957. . • ■ . . . .

(2) Replacement of property.— (a) Property destroyed by casualty: F o r  
section  38 p rop erty  d estroyed  b y  casualty  o r  sto len  a fte r  A p r i l  18, 1969, 
th ere  is no recapture, w h e th er o r  not th e  p rop e rty  is rep laced. Sec. 47 
( a )  (4 ) ,  )15953; R e g . § 1 .47-3(c) (1 ) ,  ff 5957.

T h e  fo llo w in g  rules a p p ly  to  .p ro p e r ly  a ffec ted  b y  casualty  o r  th e ft 
b e fo re  A p r i l  19, 1969. G enera lly , the recapture p rov is ion s a ren 't applicable 
to  p rop e rty  d isposed o f  o r  o th erw ise  ceases to  be section  38 p rop e rty  due 
to  its  destruction  o r  dam age b y  .a  casualty, o r  b y  th e ft  i f  i t  is rep laced  
•by section  38 p roperty . R eg . § 1.47-3 ( c ) ( 2 ) .  . .

T o  determ ine w h eth er o r  n o t the recaptu re ru les ap p ly , ta xp a yer  p ro ­
ceeds as fo l lo w s :

( a )  H e  applies the recap tu re  ru le to  determ ine h o w  m uch "qu a lified  
in vestm en t”  w ou ld  n o rm a lly  be d isa llow ed . •

( b )  W h e n  he buys section  38 equ ipm en t to  rep lace  th e  destroyed  
p rop erty , he starts  w ith  th e  basis o f  the n ew ly  acqu ired  p rop erty . T h en , he 
reduces-th is am ount b y  the lesser o f :  ( i )  the insurance proceeds (o r  other 
r e c o v e r y ) ; o r  ( i i )  the ad justed  basis o f  the d es troyed  p roperty , to  deter­
m ine h o w  m uch basis reduction  th ere  v/ould be.

I f  the recapture ru le resu lts in a g rea te r  d isa llow an ce  o f  qu a lified  in vest­
m ent than the reduction  ru le  d isa llow s in basis, then  recaptu re com es in to  
p la y  and th ere ’s no  basis reduction . But, i f  the redu ction  ru le  resu lts in a 
g rea te r  (o r  equ a l) d isa llow ance, then  th e  basis reduction  go ve rn s  and 
th ere ’s no  recapture. R eg . § 1 .46 -3 (h ). •

F o r  purposes o f the basis reduction  rule, p rop erty  is considered  “ rep lace­
m ent p ro p e r ty ”  on ly  i f  the n ew  p ro p e r ty  is pu t in to  s e iv ic e  b y  the due date 
(in c lu d in g  ex ten s ion s ) fo r  fil in g  th e  yea r o f  casualty  return. R eg . § 1.46-3
(h ) ( 1 ) .  Thu s, i f  ta xpayer rep laces later, he doesn ’ t have to  g o  th rough  
the basis reduction  ru le above , but there m igh t be recapture. •

(b )  Certain property replaced after April IS, 1969: I f  p rop e rty  e lig ib le  
fo r  the in vestm en t cred it is d isposed o f and, w ith in  6 m onths o f the dis­
position , is rep laced  b y  s im ila r p rop e rty  w h ich  w ou ld  have qua lified  fo r  
the c red it  had it  n ot b een 'rep ea led  b y  section  49,. then  the am ount o f 
recap tu re  on the d isposition  o f  the o ld  p rop erty  is in e ffe c t reduced b y  the 
am ount o f  c red it w h ich  w ou ld  have been ava ilab le  to  the p rop e rty  w h ich  re- • 
p laced ;t. H en ce , the am ount o f  recapture can be reduced to  zero , but not 
b e lo w  it. See. 4 7 ( a ) ( 5 ) ;  R e g . § 1 .4 7 -3 (h ) ( l ) .  U n d e r  certa in  conditions, 
p rop e rty  d isposed o f  m ay b e  rep laced  w ith  p rop erty  leased from  another. 
R eg . § 1 .4 7 r3 (h )(2 ).  _ . 1 1 '  .

(i'O Rcselcction of used property: T h e r e ’s a $50,000 lim it  on th e  cost o f 
used section  38 p ro p e r ly  ta xp aye r  can take in to  account in figu r in g  his 
c red it fo r  any one year. A n y  excess cost can’ t be carried  o ver . In  fact, i t ’ s 
u sually  w asted . B u t i f  the cost c f  used p rop erty  exceeded  $50,000 and the 
p rop erty  actu a lly  selected  is d isposed o f  b e fo re  the end o f  its useful life , 
recap tu re  o f c red it can be avo id ed  b y  rcse lec tin g  excess used p i p erty  fo r  
the ea r lie r  y ea r  to  take its  place. R eg . § 1 .47-3(d ).

T o  bypass recapture b y  d ese lec tion  o f  excess used p roperty , taxpayer 
m ust attach  to  h is tax  return a  s ta tem en t g iv in g  his nam e, address and tax ­
payer account number. T h is  s ta tem en t must a lso ind ica te as to both  the 
orig ina lly , selected  used p roperty , and the n e w ly  se lected  used property , 
the m onth  and y e a r  placed in serv ice, cost and estim ated  usefu l life . R eg .
§ 1 .4 7 -3 (d )(o ).  * . ’  . ■ • . .



(4) Corporate tax-free transfers under See. 381(a): R ecap tu re  isn ’t  re ­
qu ired i f  the tran s fer o f  section  38 p ro p e r ty  is from  one corporation  to 
another in a ta x -free  reo rgan iza tion  o r  liqu ida tion  i f  the acqu ir in g  corpora­
tion  succeeds to  the ta x  a ttribu tes  o f  the tran s feror corpora tion  under Sec. 
381 (a ) ,  J[ 18,502. T h is  includes the ca rryover-bas is  liqu ida tion  o f  an S0% 
subsid iary under Sec. 3 3 4 (b ) (1 ) ,  If 17,6S0. T h e  acqu ir in g  corporation  w ill  
stand in the shoes o f  the tran s fe ro r corpora tion .as  to  ca rryovers  o f  unused 
cred its and p o ten tia l ad justm ents because o f  ea r ly  d ispositions o r  cessa­
tions. R eg . § 1.47-3( e ) .  . * ■

• (5) Mere change in the. form of conducting business: R ecap tu re  isn 't
requ ired  because o f  a  m ere change in  th e  fo rm  o f  con du ctin g  the trade or 
business i f  (1 )  section  38 p rop e rty  rem ains in  the sam e bu siness; (2 )  ta x ­
p aye r reta ins a  “ substan tia l in te res t”  in  th e  business; (3 )  substantia lly 
a ll the p rop erty , (w h e th e r  o r  n o t section  38) is tran s ferred  in  th e  change 
o f  fo r m ; and (4 )  basis o f  section  38 p ro p e r ty  is carried  o v e r  ( in  w h o le  or 
in p a r t ). R e g . § 1.47-3( f ) ( 1 ) .  T h u s, no ad justm en t is requ ired  i f  a sole 
p rop r ie to r  transfers section- 38 p ro p e r ty  to  a  partnersh ip  in  exchange fo r  an 
in terest o r  to  a corpora tion  fo r  stock. In  th ese cases, h ow ever , th e  acquirer 
b y  m ak ing ea r ly  d isposition  o f  th e  p rop e rty  causes recom pu tation  o f 
tran s feror ’s cred it. S im ila r ly , .a recom pu tation  cou ld  be requ ired  on sale 
o f tran s fe ro r ’s in terest o r  his fa ilu re  to  reta in  a substantia l in terest in 
the firm . R e g . § 1.47-3( f ) ( 5 ) .  ’ .

T a x p a y e r  is considered  to  have  reta ined  a  substantia l in terest on ly  if, 
a fte r  the change, his in terest is (1 )  substan tia l in re la tion  to  the to ta l in ­
teres t o f  a ll the o w n e rs ; o r  (2 )  is equ a l to  o r  g rea te r  than his in terest prior 
to  the change. T h u s, w h ere  a 5%  partn er reta ins a t lea s t a 5 %  interest 
a fte r  in corpora tion , he ’s considered  to  h ave reta ined  a  substantia l interest 
in  th e  business. R eg . § 1.47-3 ( f ) ( 2 ) .

(6) Sale-ar.d-leaseback transactions: R ecap tu re  isn 't  requ ired  w here 
section  38 p rop e rty  is d isposed  o f and as p a rt o f  th e  sam e transaction  is 
leased  back  to  th e  ven dor, e ven  th ou gh  ga in  o r  lo ss  is. re co gn ized  to  the 
vendor-lessee and the p ro p e r ty  ceases to  be su b ject to  d ep rec ia tion  in  his 
hands. See R e g . § 1 .47 -3 (g ). ■

A s  to  specia l taxpayers  and partnersh ips, see ( i )  b e low .

I f ,  as a  resu lt o f  an ea r ly  d ispos ition  in a  taxab le  y ea r  b eg in n in g  befo re  
January 1, 1964, o f  p rop erty  p laced  in  se rv ice  b e fo re  th a t date, the ta x  
is increased under Sec. 4 7 (a ) (1 )  o r  (2 ) ,  o r  an ad ju stm en t in  an unused 
cred it c a rry o ve r  o r  carryback  is m ade under Sec. 4 7 (a ) (3 ) ,  th e  basis o f  the 
p rop erty  is increased. R eg . § 1 .48 -7 (c ), ff 5975. • • ' .

P rocedu re  fo r  rep o rt in g  cred it recapture.— Ind iv idu a ls , estates, trusts, o r  
corporations should com pute the am ount o f  recapture on F o rm  4255, T a x  
from  R ecom p u tin g  a P r io r  Y e a r  In ves tm en t C red it. T h is  fo rm , w h ich  
should be attached to  the ta x  return, is to  be .used i f  the m axim um  am ount 
o f  cred it a llow ab le  has been a llow ed  a t the t im e  of the d ispos ition  o f the 
Sec. 38 p roperty , and i f  the cred it is recap tu red  e ith er in fu ll o r  in part. 
I f  there is an unused in vestm en t cred it a ttribu tab le  to  the d isposed asset, 
the taxpayer, instead o f  u sing F o rm  4255, should com pute the recapture 
ta x  on a separate schedu le w h ich  shou ld be a ttached  to  the return.

0  59283 P u b lic  u t il ity  p rop erty .— In  the case o f  u tilities  e lig ib le  fo r  
th e  7%  cred it such as transporta tion  com panies, no U .S . re gu la to ry  agency 
m ay  requ ire  a ra te reduction  ( “ flow  th rou gh ” )  because o f  taxes saved  b y  the 
cred it. In  the case o f  u tilities  sub ject to  the 3%  cred it, a U .S . a ge iiq y ’ inay 
reduce the rate, but on ly  b y  sp read in g  the ta x  sa v in g  o ve r  the Useful life
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o f  the asset. T h is  change is not a Code am endm ent. S ection  2 0 3 (e ) o f  the 
R even u e  A c t  o f  1964, A m en d in g  A c ts , IR C  V o l:  See a lso R eg . § 1 .46 -3 (g ), 
If 5945. ;  ' •

0  59293 Lessees trea ted  as purchasers.— U n d er  Sec. 4 8 (d ) ,  a  lessor 
m ay  e le c t to  trea t his lessee as th e  purchaser (a cq u ire r ) o f  qua lified  p rop ­
erty . R eg . § 1.48-4, If 5972. .

' ’H ie  e lection  applies o n ly  to  p rop erty  acqu ired  new , o r  constructed , by 
lessor. I t  does n o t app ly  to  used p rop e rty  (in c lu d in g  p rop e rty  used b y  
le s s o r ), o r  to  reconstructed p roperty . R eg . § 1 .4 8 4 (a ) (2 ) .

T h e  lessor w h o  m akes th is e lec tion  w a iv es  th e  cred it fo r  h im se lf; the 
lessee go ts  the cred it fo r  the y ea r  he puts th e  p rop erty  in to  serv ice  and 

. uses lessor ’s life  fo r  pu rposes . o f  com pu tin g  deprecia tion , regard less  o f 
the lease  term . R eg . § 1 .4 8 4 (d ).  A  lessee can pass th rou gh  h is cred it 
to  a  sublessee i f  both  he T lessee ) and th e o r ig in a l lessor p ro p e r ly  elect. 
R eg . § 1 .4 8 4 (e ).

F o r  leases executed  on o r  a fte r  F eb ru a ry  26, 1964, fo r  c red it purposes, 
the leasee ’s  basis is deem ed to  be th e  p rop erty 's  fa ir  m arket va lu e, excep t 
as to  leases b etw een  a ffilia ted  corpora tion s  w h ere  the lessee takes the 
lessor ’s basis. (F o r  ta x  years en d in g  on o r  a fte r  12-31-70, the lessee 
takes th e  lessor’s basis w hen  there is a  lease b etw een  com ponen t m em ­
bers o f  a  con tro lled  g rou p .) F o r  leases execu ted  b e fo re  F eb ru a ry  26, 1964, 
cred it is com puted on fa ir  m arket va lu e  w hen  lessor is the m anu factu rer; 
as to  o th ers  the com putation  is on lessor ’ s basis.

E lec tion s  m ay  be m ade on  a p rop erty -h y -p rop erty  basis, o r  fo r  an y  tax  
y e a r  ( o f  lessee ) lessor m a y  e lec t to  trea t lessee as h av in g  purchased a ll 
p rop e rty  c f  w h ich  lessee ge ts  possession  du rin g  such yea r. T h e  e lection  
m ust b e  m ade in the m anner specified  in  R e g . § 1 .4 8 4 (f )  and  ( g )  on  or 
b e fo re  due date (in c lu d in g  ex ten s ion s ) o f  lessee ’s return  fo r  lessee ’s ta x ­
ab le y e a r  du ring  w h ich  possession  o f th e  p ro p e r ty  is  tran s ferred  to  lessee.

F o r  p rop e rty  p laced in serv ice b e fo re  1-1-64, lessee ’s ren t deduction  had 
to b e  reduced  to  re flect the cred it. T o ta l  ren t deduction  (an d  o th er deduc­

t io n s  under Sec. 162, ff 11,005, fo r  am ounts paid  under th e lea se ) w as  
redu ced  b y  the am ount o f  “ c red it earned”  on  leased  p rop erty . “ C red it 
ea rn ed " is 7%  o f  qualified  investm ent. F o r  p rop e rty  p laced  in  serv ice  a fter 
1963, n o  reduction  in  lessee's ren t deductions is necessary to  re flec t the 
cred it. * • ’ ' .

R u les  on  the ad justm ent o f  the ren ta l deductions are in R e g . § 1.4S4 
(Ic ) and (rn ). (R e g .  § !.-1 8 4 (1 :) superseded T em p . R eg . § 16.2-1 ( f ) ( 3 ) ) .  
E xam p les  a re  a t R eg . § 1 .434 (1 ). ,

I f  le sso r o f  p ro p e ity  p laced  in  serv ice  b e fo re  January 1, 1964 treats 
•lessee as h a v in g  purchased such p rop erty  fo r  purposes o f  the. Sec. 38 credit, 
and i f  lessee actua lly  buys th e  p ro p e r ty  p r io r  to  the exp ira tion  o f  its  useful 
life , the basis o f  the p rop e r ly  is increased. R eg . § 1 .48-7 (e), jf 5975.

R eg . § 1 .4S4 superseded T em p . R eg . § 16.2-1 adopted  b y  T D  6619,1962-2 
C B  397, T D  6731,1964-1 CB  11.

, £ j[ 593CT] Specia l classes o f  taxp ayers  and partnerships.— Sec. 593 organ­
izations: In  determining qualified investment and in applying the $25,000 

' lim ita tion  based on tax , Sec. 593 organ iza tion s  (th a t  is, m u tual sav ings 
banks, coopera tive  banks,, and dom estic  b u ild in g  aud loan assoc ia tions ), 
regu la ted  in vestm en t com panies, rea l estate in vestm en t trusts and Sec. 
1381(a ) coopera tives  take in to  account on ly  a p ro  ra ta  share. F o r  Sec. 593 
o rgan iza tions, the pro  rata share is  50% . R e g . §1 .4 6 4 , Jf 5945. F o r  
th e  others, it  is the am ount p roportion a te  to  th e  incom e n o t passed  thrqugh 
to stockholders, members o r patrons. Reg. § 1 .4 6 4 (b ) , (c ) .  _ . •

Estates end trusts: F o r  estates, trusts, and their beneficiaries, the quali-
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fied investment is apportioned in accordance w ith  the income taxable to 
each. Sec. 4 8 ( f ) ;  R e g . § 1.48-6( a ) ( 1 ) ,  ft 5974. T h e  in ves tm en t appor­
tioned  to  a benefic ia ry  is treated  b y  h im  as i f  he m ade it. R e g . § 1.48-6(a)
(3 ) .  T h e  $25,000 lim ita tion  based on  tax  is n o t a ffec ted  a t the ben e fic ia ry  
leve l, bu t a t  the trust le v e l is reduced to  the percen tage  o f  incom e ta xab le  to  
the. trust. R eg . § 1 .48-6 (c). I f  an estate o r  tru st d isposes o f  section  38 
p rop e rty  (o r  i f  such p rop erty  o th erw ise  ceases to  q u a lify  in the hands o f  the 
estate o f tru s t ), the recapture o f  c red it ru les w ou ld  app ly  to  the estate or 
trust, and to  each  b enefic ia ry  trea ted  as a ta x p a y e r  w ith  respect to  such 
p roperty . See R eg . § 1.47-5, ft 5959.

Sitbchapier S corporations: Q ua lified  in vestm en t m ade b y  a Subchapter S 
corpora tion  is d eem ed 'm ade ra tab ly  b y  the persons w h o  a re  stockholders 
on  the last day  o f its  taxab le year, and is trea ted  b j- them  as i f  th e y  had 
m ade the in vestm en t d irectly . Sec. 4 8 ( e ) ; R e g . § 1.48-5(a ) ,  ft 5973. 
R ecap tu re  rules a ffe c tin g  stockholders o f a Subchapter S corpora tion  are in 
R eg . § 1.47-4, ft 5958. F o r  a discussion o f these rules, see ft 33,373(1) (d ) .

•F or p roceed ings re la tin g  to  consents o f  m in o r ity  shareholders requ ired  
b y  R eg . §1.47-4, see R e v . R v l .  7 0 -4 5 8 , ft.'9 8 9 (4 0 ). .

Partnerships: Th e  percen tage o f  basis o f  partnersh ip  p rop erty  (o r  cost, i f  
used p ro p e r ty ) assigned to  each partn er is th e  percen tage used (a t  the tim e 
the p rop erty  w as p laced in  s e rv ic e ) in  d eterm in in g  h is share o f  partnersh ip  
p ro fits— unless the partnersh ip  has a specia l a llo ca tion  ru le c o ve r in g  incom e, 
gain , loss, and deduction  item s re la ted  to  such p roperty . H o w e v e r , a 
partnersh ip  agreem en t m a y  p ro v id e  that basis (o r  co s t ) o f  section  38 
p rop e rty  shall n o t be taken in to  accoun t b y  a  partn er w h ose  in teres t in  th e



gen era l p ro fits  o f  the partnersh ip  d u rin g  the taxab le  y ea r  is  5%  o r  less, and 
.w ho under the ag reem en t W ill re t ire  from  the partnersh ip  du rin g  th e  ta x ­
ab le y ea r o r w ith in  8 years  a fte r  end o f taxab le  year. A n y  basis o r  C03t 
not taken in to  account b y  such partner is taken in to  account b y  other 
partners. R eg . § 1.45-3( f )  (2 ) ,  tf 5945. . , ;

I f  a partnersh ip  p rem atu re ly  disposes o f  partnersh ip  section  38 p rop erty  
(o r  i f  such p rop erty  o th erw ise  ceases to  qu a lify  in  th e  hands o f  th e  partner­
sh ip ), th e  recapture o f  c red it  ru les w ou ld  a p p ly  to  the partners w h o  o r ig in ­
a lly  rece ived  the benefit o f  the cred it. A n  ad justm ent w i l l  a lso  be  necessary 
i f  b e fo re  the c lose  o f  th e  estim ated  usefu l life  o f  such p rop erty , a  partner’s 
p roportion a te  in teres t in the gen era l pro fits o f  th e  partnersh ip  (o r  in  the 
particu lar item  o f  p ro p e r ty ) is reduced b e low  a specified  percen tage. T h is  
reduction  m ay b e  caused b y  a sa le o f  his iu terest, b y  change in  th e part­
nersh ip  agreem en t, o r  b y  the adm ission  o f  a n ew  partner, See R eg . § 1.47-6, 
ft 5960. • * . • V I

£ f[ 593l j ]  H o w  to  c la im  the cred it.— A n  ind iv idua l, estate, trust, o r  cor­
pora tion  c la im in g  the in vestm en t c red it m ust attach  F o rm  3468 (as rev is ed ) 
to  its  return. E states and trusts w h ich  apportion  the in ves tm en t be tw een  
the estate o r tru st and the benefic iaries should in add ition  to  the fo rm  a t­
tach  a sta tem ent sh ow in g  the a llo ca tion  o f the in ves tm en t am on g  the bene­
ficiaries. Partnersh ips and Subchapter S corporations are n o t requ ired  to  
file  F o rm  346S because th e  cred it is c la im ed b y  the partner o r  shareholder. 
B u t th ey  m ust attach a sta tem ent to  th e ir  returns sh ow in g  th e  a lloca tion  o f  
in vestm en t to th e  partners o r shareholders b y  am ount, ty p e  and li fe  o f  p rop ­
erty . See Instructions, F o rm  346S. F o r  specia l classes o f  taxpayers , see 
jf 5930... .

F o r  procedure o f rep o rtin g  recap tu re  incom e, sec |f 5927. .

f l ]  . Investment Credit (§  46-49—fl 5939 et seq.) 5S S 7
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Jj £ff 5939*5 CODE f'.EU. 40. A M O D N T OF CP.EDIT.

A  (a ) Determination o l Amount.—  .

(1 ) General rule.— The amount o f the credit allowed by  section 38 fo r  the 
taxable year sliall be equal to 7 percent o f the qualified investment (as defined 
in subsection (c ) ) .  •

(2 ) L lnJtf lion based on amount of tax.—Notwithstanding paragraph
(1 ), tho credit aLowed by section 3S fo r  the taxable year shall not exceed—

(A )  .so much o f the liability fo r tax fo r the taxable year as does not 
exceed $23,000, pin*

(B ) fo r  taxable years ending on or before the last day o f the suspension 
period (as defined in section 4 S (j) ) ,  25 percent o f so much o f the liability 
fo r  tax fo r  the taxable year as exceeds $25,000, or • ,

(C ) fo r  taxable years ending after the last day o f such suspension 
period 50 percent o f so much o f the liability fo r tax for .the taxable year 
as exceeds $25,000. • ' .

In  applying subparagraph (C ) to a  taxable ye ti' boginning on or before the 
last day o f such suspension period and ending a fter the last day o f such 
suspension period, .the percent referred to in such subparagraph shall be the 
sum o f 25 percent plus the percent wliich bears the same ratio to 25 percent 
as the number of days iti such year a fter the last day o f the suspension period 
bears to the total number o f days in such year. The amount otherwise da­

. tennincd under this paragraph shall be reduced (but not below zero) by the 
credit which would have been allowable under paragraph (1) fo r  such 
taxable year with respect to suspension, period property but fo r  the application 
o f section 48(h) (1 ), . .

(S) L iability fo r  tax.— For purposes of paragraph (2 ), tiro liability fo r  tax 
for tiro taxable year shall bo tho tax inn osed by' this chapter fo r such year, 
reduced by tha sum o f the credits allowable under—  . • ’

•Prentica-Hall, Inc.—i ’efl. Tax Sic.. 43



£  (A )  section 33 (relating to foreign tax credit),
a . (B ) section 35 (relating to partially tax-exempt interest), and
in (C ) section 37 (relating to retirement income).

For purposes o f this paragraph, any tax  imposed fo r  tho taxable year by 
ssotion 56 (relating to minlmmi tax Jor tax preferences), section ESI (relating 
to accumulated earnings tax), section 541 (relating to personal holding 
company tax), or section 181$ (relating to tax on certain capital gains o f sub­
chapter S corporations), and any additional tax imposed fo r  the taxable year 
by section 1351(d)(1) (relating to recoveries o f foreign expropriation losses), 
shall not be considered tax imposed by this chapter fo r  such year.

(4 ) Man-led individuals.—In  the case of a husband or v.-ifo who files a 
separate return, the amount specified under subparagraphs (A )  and (B ) of 
paragraph (2) shall be §12,500 Jn lieu o f §25,000. Tliis paragraph shall not 
apply i f  the spouse o f the taxpayer has no qualified investment for, and no 
unused credit carryback or carryover to, the taxable year o f such spou3o 
which ends within or w ith the taxpayer’s taxable year.

(5 ) 1Controlled groups.— In the caso o f -a controlled, group, the §25,000 
amount specified under ’ paragraph (2 ) shall bo reduced fo r  each component 
member o f *$ucli group by apportioning §25,000 among the component mem­
bers o f such group In such manner as the Secretary or his delegate shali by 
regulations prescribe. For purposes o f the preceding sentence, the term  “*con­
trolled group” has the meaning assigned to such term  by 5 section loGS(a).

(b ) Carryback tint! Carryover of Unused Orediio.—

(1 ) Allowance of credit.— I f  the amount o f the credit determined under 
subsection (a ) (1 ) fo r any taxable year exceed3 the limitation provided by 
subsection (a ) (2 )  fo r  such taxable year (hereinafter in tills subsection re­
ferred to as "unused credit year” ),  such excess shall be—

(A )  an investment credit carryback to  each o f tho 3 taxable years pre­
ceding the unused credit year-, and

(B ) an Investment credit carryover to each o f tho 7 taxable yearn 
folio,ving tho unused, credit ysar, .

and shall be added to the amount allowable as a  credit by section 33 fo r such' 
years, except that such excess may be a carryback only to a taxable year end­
ing after December 31, 1961. The entire amount o f tho unused credit fo r  an 
unused credit year shall, be carried to the earliest o f tho 10 taxable years to 
which (by reason o f subparagraphs (A )  and (B ) ) such credit may be carried, 
and then to eacli o f the other D taxable years to the extent tliat, because o f 
the limitation contained in paragraph (2 ), such unused credit may not be 
added fo r a prior taxable year tc which such unused credit may be carried,

(2 ) Limitation.— Tho amount o f the unused credit which m ay bo added 
under paragraph (1 ) fo r any preceding or succeeding taxable year shall not 
exceed the amount by wliich the limitation provided by  subsection (a ) (2 ) for 
such taxable y e w  exceeds tho sum o f—  .

(A )  the credit allowable under subsection (a ) (1 ) fo r  suoh taxablo year, 
and

SEootaoto 1 33.193 Matter In italics in See. 40(a)(0) added by section 301(b)(4), Tex 
Reform Act of 1963. ' • '
. Eifeotivo dato (Sec. S01(e), Tax Reform Act of 1069).—Applies to tax years ending 

after 1969.
Mailer In italics In Sec. 46(a)(5), added by section 401(o)(l), Tax Reform Act o f  1969, 

which chuck out: *
(1) “ Anuintcd”  .

(3) “an affiliated”
(3) * ’subparagraphs (A ) and (E) of”
(I ) "the”
(5) ‘ ‘section 1504(a), except that all corporations shall bo treated as includible cor­

porations (without o.r.y exclusion under section 1594(b))’ ’
EGoctlvo dato (See. 401(b)(8), Tc. Reform Act of 3009).—App!lC3 to tax years cr.dln" 

on or after December 31, 1379. . '
Mattor In italics in See. 40(h) added hy‘section 703(b), Tax Reform Act of 3S59. 
Effective dcio (Code See. 40(b)(0), (6).—Aonlies to t ex years haplnnhs*-- eftcr ItCO 

and ending after April IS, 1953 as provided in Coda Secs. iOCo)(5) and (0). ''
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(B ) tlie amounts which, by reason o f this subsection, arc added to the 
amount allowablo fo r  such taxable year and attributable to taxable years 
preceding the unused credit year.

(8 ) [Struck out by se.ctton 2 (a ), P.L. 80-225, 12-27-07]

(4 ) .Taxable year beginning before Jauunry 1, 1002.— For purposes of de­
termining tho amount o f. an investment credit carryback that may be added 
under paragraph (1) fo r a taxable year beginning before January 1, 1962, and 
ending after Decembor 31, 1961, tho amount of the limitation provided by 
subsection (a ) (2 )  is the amount which bears the same."ratio to such limitation 
as tho number o f days, in such year a fter December 31, 1961, bears to the total 
number o f days In such year.

(5) Taxable Years Beginning After Decembor 31, 1963, and Ending Aflor 
April 18,1969.— The amount which may be added under this subsection for any 
taxable year beginning after December SI, IOCS, and ending after April 18, 
1969, shall not exceed 30 percent of the higher of—

(A) the aggregate of the investment credit carrybacks and investment
credit carryovers to the taxablo year, or . .

(B) the highest amount computed under subparagraph (A) for any pre­
ceding taxable year which began after December 31, 1968, and ended after 
April *9, 1969. .

(6) Additional 3-Ycar Carryover Period in Certain Cases.— Any portion of 
an investment credit carryback or carryover- to any taxable year beginning

. after December Si, 1968, and ending after April 18, 1969, which—
(A) may be added -under this subsection under the limitation provided 

by paragraph (3), and ■ .
(B) may not be added under the limitation provided by paragraph (o),

shall be an investment credit carryover to each of the S taxable years fol­
lowing the last taxable year for which such portion may be added under 
paragraph (1), and shall (subject to the provisions of paragraphs (1), (2),

■ and (5)) be added to the amount allowable as a credit by section 38 for 
such years. ' .

(c ) Qualified Investment.—

(1) In  general.— For purposes o f this subpart, the term “ qualified invest­
ment" means, w ith respect to any taxable year, the aggregate o f—

(A )  the applicable percentago o f the basis o f each new section 38 prop­
erty (as defined in section 48 (b )) placed in service by the taxpayer during 
such taxable year, plus

(B ) the applicable percentage o f the cost o f each used section 88 prop­
erty (as defined in section 4 S (c ) ( l ) )  placed in service by the taxpayer 
during such taxable year.

(2 ) Applicable percentage.— For purposes o f paragraph (1 ), the applicable 
percentage fo r  any property shall be determined under the follow ing table:

t23 Investment Credit (§ 46-49) 5 8 6 9

Tho applicable
I f  the useful Ufa is— percentage is—

4 years or more but less than 6 y e a r s ..............
6 years or more but less than 8 y e a r s ..............
8 years or more . . . . * .............. ................................

F or puipose o f this paragraph, tho useful life  o f any property shall be de­
termined as o f the tim e property is placed in service by  the taxpayer.

(3 ) Public utility propertj'.—
(A )  In  the case o f section 38 property which is public utility property, 

the amount o f tho qualified investment shall ho 3/7 o f the amount de­
termined under paragraph (1 ).

(B ) For purposes o f subparagraph (A ) ,  the term "public utility 
property" means property'used predominantly in the trade or business 
o f tho furnishing or sale o f—

P - H  I ’t d .  l e i — I A T E S T  D E V E L O P M E N T S ,  i t s  D .  6 1 , 5 0 1  SfiC. 43 <3 5 9 3 9
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( I )  electrical energy, water, or sewage disposal services,
( i i )  gas through a local distribution system,
(ii i )  telephone service, or • '
(Iv ) telegraph service by means o f domestic telegraph operations

(as defined in section 222 (a )(6 ) o f the Communications A c t o f 1834, as 
amended; 47 U.S.C., sec. 2 2 2 (a )(5 j), 

i f  tha rates fo r  such furnishing or sale, as the case may be, have been 
established or approved b y  a  State or political subdivision thereof, by an 
agency or instrumentality o f the United States, or by a  public service or 
public utility commission or other similar body o f any State or political 
subdivision .thereof. . ■ . I ] ’ ’'-  •
(4 ) Certain replacement property.— For purposes o f  paragraph (1 ), i f  

section S3 property is placed in service by tho taxpayer to  replace property 
• wliich was—  . : ; : J . . ' - ' . ' : .

(A )  destroyed or damaged by £Lre, storm, shipwreck, or other ca3- 
unity, or h ' *

(B ) stolen, . ■
the basis o f such section 38 property (in  Ihe case o f now section 38 property), 
or the cost o f such section 3S property (In the case o f used section 88 prop­
erty ), wliich (but fo r this paragraph) would bo taken into accoimt under 
paragraph (1 ) shall ba reduced by an amount equal to the amount received 
by the taxpayer as compensation, by insurance or otherwise, fo r the property 
so destroyed, damaged, or stolen, or to the adjusted basis o f such property, 
whichever is th~ lesser. N o  reduction in  basis or cost shall be made under 
the preceding s hce in any caso in which the reduction in qualified invest­
ment attributable to the substitution required by section 47 (a ) (1 ) w ith respect 
to tho property so destroyed, damaged, -or stolen (determined without regard . 
to section 47(a) (4 ) )  i3 greater than the reduction described in the preceding 
sentence. . •
(d ) lim itations with Slespeci to Certain Persons.—

(1) In  general.— In  the caso of—  '• ■ • ■
(A )  ail organisation to which section 593 applies,
(B ) a  regulated..investment company or a  real estate investment trust 

subject to  taxation under subchapter (sec. 851 and follow ing), and
(C ) a  cooperative organization described in section 1381(a), 

the' qualified investment and the §25,00(1 amount specified under subpara­
graphs (A )  and (B ) o f subsection (a ) (2 )  shall equal such person’s ratable 
share o f such items. •

(3 ) Batablb share.— For purposes o f paragraph (1 ), tho ratablo share 
,o f any person, fo r any taxable year o f the items described therein shall be—

(A )  In the case o f an organization referred to in paragraph (1 ) (A ) ,  
50 percent thereof, . .

(B ) in the case o f a regulated investment company or a  real estate 
investment trust, the ratio ( i )  the numerator o f which is its taxable in­
come and (i i )  the denominator o f which is its taxable Income computed 
without regard to  the deduction fo r  dividends paid provided by section 
8 5 2 (b )(2 )(D ) or 8 5 7 (b )(2 )(C ), as the case m ay be, and

(C ) In the case o f a cooperative organization, tha ratio ( i )  the mim- 
crator o f which is its taxable income and ( i i )  the denominator o f which is 
its taxable income increased by amounts to which section 1382(b) or (c ) 
applies and similar amounts the tax treatment o f w liich is determined 
without regard to subchapter T  (sec. 1381 and follow ing).

F or purposes o f subparagraph (B ) o f the preceding sentence, the term "tax ­
able income’’ means.in the case of a  regulated Investment company it3 in­
vestment company taxable income (w ithin the meaning o f section 8 5 2 (b )(2 )), 
ar.d in the caso o f a  real estate investment tz-ust its real estate investment 
trust taxable income (within the meaning-of section 8 5 7 (b )(2 )).

Ql'f 5943jj R egu la tion .— T h e  regu la tion  b e lo w  does n o t re flec t the 
changes m ade b y  P .L .  89-384, 4-8-66, and the ’69 T a x  R e fo rm  A c t  in  Sec. 
4 6 (a ) ,  exp la in ed  a t 5923. .

Keg. §1.45-1 (TD  5731, filed 5-7-64; TD  6931, filed 10-9-57; amended-by TD 
695S, filed 6-20-5S.) Determination o f amount.



Ives'. §1-4G-1 continued
(a ) In general. Except as otherwise provided in this section and in § 1.46-2, 

tire amount o f the credit allowed by section 38 for the taxable year is equal to 7 
percent o f the taxpayer’s qualified investment fo r such year (as determined under 
§ 1.46-3). The amount equal to 7 percent o f qualified investment shall be referred
to in this section and §§ 1.46-2 through 1.48-7 as the “ credit earned” .

■ - .

(b ) Lim itation based on amount o f tax.— (1) In general, Notwithstanding the 
amount o f the credit earned fo r  the taxable year, under section (2) the credit 
allowed by section 38 for the taxable year is lim ited to—

1(i) I f  the liability fo r tax (as defined in paragraph (c ) o f tills section) is 
525,000 or less, the liability fo r  tax; or • .

:(ii) I f  the liability fo r tax is more than $25,000, then

(a)' For a. taxable year ending on or before March 9, 1067, the first $25,000 of 
the liability fo r  tax plus 25 percent o f the liability fo r  tax  in excess o f $25,000*, and

(b) For a taxable year ending after March 9, 1067 the first $25,000 of the 
liability for tax plus 50 percent of the liability for tax in excess of $25,000.
However, such $25,000 amount may be reduced in the case o f certain married 
individuals filing separate returns (see paragraph (e ) o f this section); corporations 
which are members of an affiliated group (see paragraph ( f ) o f this section); trusts 
anti estates (see paragraph (c ) o f § 1.48-6); and organizations to wliich section 
593 applies, regulated investment companies or real estate investment trusts subject 
to taxation under subchapter M, chapter 1 o f the Code, and cooperative organiza­
tions described in section 1381(a) (see §1.46-4). The excess o f the credit earned 
fo r the taxable -year over the limitation described in this paragraph fo r  such taxable 
year is an unused credit which may be carried bach or forward to other taxable 
years in accordance with § 1.46-2. ..

(2) Transitional rule. In applying subparagraph (l)(ii)(b) of this paragraph 
to a taxable year beginning on or before March 0, 1967, 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 portion shall bo determined by multiplying 25 
percent by a fraction, tho numerator of which is tho number of days in such 
taxable year after March 9, 1967, and the denominator of which is the total number 
of days in such year. For example: Assume that corporation X has a taxable

[Footnote 5 08533 Matter in italics added by TD 6958, which struck out:
(1) ‘W
(2) “ <2>'&
<S>

[2] • Investment Credit (§  46-49) * 5 8 7 1

p-nFed. Ik - latest developments, «c p. 6i,soi Sec. 48 <15943
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Beg. § 1.46-l(b) (3 ) continued . ' .
year beginning January 1, 1967, and ending December 31, 1967. For such year, 
the percent referred to in subparagraph (1) (ii)(b) is 1,5.343 percent, that is, 25 
percent plus 20.31,2 percent (25 percent multiplied by 297/565). ' ■

(3) Adjustment for suspension period properly. Under section 1,6 (a)(2), 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 earned for the taxablo year with respect to suspension period 
property (as defined in section l,9(h)(3)) but for the application of section l,S(h)(l). 
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 § l.i,6-3). ■ .

(c ) Liability fo r  tax. F or the purpose o f computing the limitation based on 
amount o f tax, section 4 6 (a )(3 ) defines the liability fo r tax as the income tax 
imposed fo r the taxable year by chapter 1 (including the 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, 1963), reduced by the sum of 
the credits allowable under—  .

. (1 ) Section 33 (relating to taxes o f foreign countries and possessions o f United
States), '

(2 ) Section .84 (relating to dividends received by individuals before January 1, 
1965),

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

(4 ) Section 37 (relating to retirement income).
For purposes of this paragraph, the tax imposed by section 531 (relating to imposi­
tion o f 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 fo r  tax and tho credit allowed by section S3 for the taxable year 
are determined before computing any tax imposed by section 531 or 541. In 
addition, any increase in tax resulting from  the application o f section 47 (relating 
to certain dispositions, etc., o f section 3S property) shall not be treated as tax 
imposed by chapter 1 fo r  purposes o f computing the liability fo r tax. See section 
47(c).

(d ) *Examples. The application of paragraphs (a ), .(b), and (e )  o f this sec­
tion may be illustrate’d by thd following '•examples:

Example (J) X  Corporation’s qualified investment fo r ' its taxable year end­
ing December 31, 1933, is $2,050,000. X ’s credit earned fo r tire taxable year is 
$143,500 (7 percent o f $2,050,000). X ’s income tax fo r  such year, computed without 
regard to credits against tax or tax imposed 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 fo r  lax  is 
computed as follows: . .

L iability fo r  tax ' _ ' .
Income tax (inc’ uding increase in tax under section 47, but be­

fore credits a.id section 531 or 541 tax)    . $190,000

Less: Increase in i : x  resulting from  application o f section 47 . .  $ 5,000

Foi’eign tax credit ........................................................ .............  50,COO 55,000

Liability fo r tax  ..........................: ...................................  $135,000

[Footnote , 5013 continued!
(4) "Example” -
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’ Reg. §  1.16-1 (d ) Example (1) Continued
• Wmler section 46(a)(2), X’s limitation basal on- amount of tax for the taxablo year

is $52,500 ($25,000 plus 25 percent of $110,000). X Corporation's credit allowed by 
section 38 for tho taxable year thereforo is $52,500. X  7ms an unused credit for 
the year of $91,000 ($11,3,000 loss $52,000) which it may ca',ry back or over to other 

I taxablo years in accordance icith § 1-46-2. . •

, j Examplo (2). Assume the same facts as in examplo (1), except that X Corpora­
! tion’s taxable year Is the fiscal year ending Juno SO, 1968. X’s credit allowed, by
- ■ seotion 33 for such taxuble year is limited to $80,000 ($25,000 plus 50 percent of

$110,000), and its unused credit for such year is $63,500 ($1J,S,500 less $80,000).

Example (3). Assume the same fucts us in coiample (2). Assume further that 
X Corporation places in service on July 1, 1961, a machine which is suspension pe­
riod property, and that the credit earned by X with respect to the machine for tho 
taxable year would have been $5,000 ,but for the provisions of section 43(h)(1). 
Under section 46(a)(8) the limitation otherwise determined ($80,000) is reduced 

. by the $5,000 credit that X would have earned with respect to the machine but for
section 45(h)(1). Thus, the credit allowed X Corporation for ilio taxable year is 
$76,000, und X’s unused credit for such year is $63,600 ($143,500 less $75,000).

Example (4). Assume the same facts as in example (S), except that tho credit 
earned by X Corporation with respect to the machine would have been $90,000 but 
for the provisions of section 4 $  (h)(1). X’s credit allowed for the taxable year is 
zero, since tho limitation otherwise determined ($80,000) is reduced (but not below 
zero) by the $90,000 credit that X would have earned with respect to the machine. 
Therefore, X’s unused credit for such year is $143,500.

(e )  M arried individuals. I f  a  separate return-13 filed by a  husband or w ife, tho 
limitation based on amount o f tax under paragraph (b ) o f this section shall be 
computed by substituting a $12,500 amount fo r  the $25,000 amount in applying

• • paragraph (b ) (1) 0 o f this section. However, this reduction o f the $25,000
amount to $12,000 applies only i f  the taxpayer’s spouse is entitled to a  credit under 
section 38 fo r  the taxable year o f such spouse which ends with, or within, tho tax­
payer's taxable year. The taxpayer’s spouso is entitled to a  credit under section 38 
either because o f investment made in qualified properly fo r such taxable year o f the 
spouse (whether directly made by such spouse.or whether apportioned to such 
spouse, fo r example, from  an electing small business corporation, as defined in 
section 1371(b)), or because o f an investment credit carryback or carryover to 
such taxable year. The determination o f whether an individual is married shall be 
made undor the principles o f section .143 and the regulations thereunder.

( f )  Apportionment o f $25,000 amount among members o f an affiliated group—
(1) In  general. 7In determining tho limitation bused on amount of tax under

[Footnote V 5913 continued} •
(3) "X ’s credit allowed by section S3 for tlio taxable year is $52,510 ($23,020 plus 23

percent of $110,000). X  has an unused credit for tho taxable year of $01,090 ($143,"GO 
less $32,500) wliich it may carry back or over to other taxable year*; in accordance with
§1.40-2.”  . .

(0) "and (2)’ ’ ' • •
(7) “ Section 46(a)(5) provides that in tho caso of an afilllatecl group (as defined in

subparagraph (5) ox this paragraph), tho $25,000 amount specified in section 46(a)(2) 
shall be reduced for each member 01’ the group by apportioning $25,009 among the mom- 
bers of the group. Except as otherwise provided in tliU paragraph, the $25,000 amount 

. shall be apportioned among those corporations which arc members of the affiliated group
on the last day of the taxable year of tho common parent. For the taxablo year of 
each such member ending with, or within which fails, the last day of tho taxable year 
of the common parent, tho credit allowed by section 33 cannot exceed—

(1) So much of its liability for tax for such taxable year as does not exceed its share 
of the $25,000 amount apportioned to it under tho ruies proscribed in this paragraph, 
plus . .

(ii) 25 percent of eo much of its liability for tax for such taxable year as exceeds its
• sharo of tho $25,000 amount so apportioned to it.”
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section J)6(a)(P.J in the case of an affiliated group (as defined in subparagraph (5) 
of this paragraph), tho $35,000 amount specified in such section shall be reduced 
for each member of tho group by apportioning $05,000 among the members of tho 
group. The apportionment of the $35,000 amount shall bo made for the taxable 
year of each such member ending with, or within which ]all3, the last day of tho 
taxablo year of the common parent and, except as otherwise provided in this para­
graph, shall bo made among ~ ose corporations which arc members of tho affiliated 
group on suoh last day. . ' -

(2 ) Marnier o f apportionment, ( i )  In  the case o f corporations which are 
members o f an affiliated group on the last day o f the taxable year o f tho common 
parent, the §25,000 amount may be apportioned among such members (fo r  the 
taxable year o f each such member ending with, or within which falls, the last day 
o f the taxable year o f tho common parent) in any manner tho common parent 
may select, provided that tho common parent, and each such member o f the 
group less than 100 percent o f the stock o f which is owned in the aggregate by 
other members o f the group on such last day, consent to the apportionment plan. 
However, no portion o f the §25,000 amount shall be apportioned to a taxable year 
ending before January 1, 1902. The consent o f each member fo r  which a  consent 
is required to the apportionment plan shall be in the form  o f a statement signed by 
the member consenting to the plan. Tir e statement sjiall set forth the name, address, 
and taxpayer account number o f each member o f the affiliated group on such last 
day (Including those members in which other members own 100 percent o f the 
stock) and o f any corporation to which any portion *of such group’s §25,000 amount 
is s.pportionablo under subparagraph (3 ) o f this paragraph; the identity o f the 
common parent; the last day o f the common parent’s taxable year; and the amount 
apportioned to each corporation. The consents may bo incorporated in one state* 
ruent. The statement (or statements) shall be attached to the timely filed income 
lax  return o f tho common parent and shall too irrevocable a fter the due date o f such 
return (including extensions o f time). However, i f  the due date (including exten­
sions o f tim e) o f the return o f a common parent Is before July 15, 1084, the re­
quired statement (or statements) shall bo considered timely filed i f  filed on or before 
July 15, 1981, w ith the district director w ith  whom the common parent files its 
return. Each member o f the affiliated group on the last day o f the taxable year 
o f the common parent shall keep as a part o f its records a  copy o f'th e  consent of 
the common parent (or a copy o f the statement containing all tho required 
consents).

(i i )  An  apportionment pian adopted by an affiliated group w ith  respect to a 
particular taxable year o f the common parent shall be valid only fo r the taxable 
year o f each member o f the group which ends with, or within which falls, the last 
day o f such- taxable year o f tire common parent. Thus, an affiliated group must 
file a  separate consent to an apportionment plan w ith respect to each taxable year 
o f the common parent as to which an apportionment plan is desired. .

(i ii) I f  an apportionment plan is not timely selected, the §25,000 amount 
specified in section 4 6 (a )(2 ) shall be reduced fo r each member o f the affiliated 
group, fo r  its taxable year ending with, or within which falls, the last day o f the 
common parent's taxable year, to an amount equal to (a ) §25,000 divided by (to) 
the munber o f corporations in such group as o f the close o f such last day. I f  tho 
taxable year* o f the common parent or any other member o f such group end3 before 
January 1, I f  52, any such parent'or member shall not be considered a  member o f the 
group fo r  any such taxablo year in determining the number o f corporations referred 
to in (b ) o f the preceding sentence.

( iv )  I f  a  member o f the affiliated group (including the common parent) makes 
its income tax return on the basis o f a  52-53-week taxable year, the principles of 
section 441(f) (2 ) (A )  ( i i )  and paragraph (b ) (1 )  o f §1.441-2 apply in determining 
the last day o f such a taxable year. '

[1] . Investment Credit (§46 -49—ff 5939 etseq .) 5 3 7 5
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(3 ) Short taxable year, ( i )  I f  (a ) the return o f a  corporation is fo r  a short peri­
od ending'after December 31,1961, (b ) such corporation is a member o f an affiliated 
group as o f the last day o f such period, and (c ) the last day o f the common parent’s, 
taxablo year doc3 not end with or within 3uch short period, then the 325,000 amount 
shall be reduced fo r  such corporation to  an amount equal to §23,000 divided by the 
number o f corporations in such group as o f the close o f such corporation’s short 
period. In  suclrccse, tho total amount that may be apportioned under subparagraph
(2 ) o f this paragraph (either equally or according to  a plan) among tho members 
o f an affiliated group which have the same common parent as the coiporation with 
the short period shell be §25,G00 less the amount apportioned to  such corporation 
for Its short period ending In the taxablo year o f  tho common parent o f the affiliated 
group. I f  the common parent o f the coiporation w ith the short period is not 
affiliated with any other corporation dt tho end ol1 such parent's taxable year within 
which the short period ends, the §25,000 amount shall be reduced fo r  the parent by 
the amount apportioned to such corporation fo r  its short period.

( i i )  In  lieu o f tho apportionment provided fo r in subdivision ( i )  o f this subpara­
graph/a coiporation (w ith  a short peri id ) may waive Its right to  receive the part 
o f the §25,030 amount apportlonable to it  by specifically so indicating on a  statement 
meeting tho requirements o f subdivision (ii i )  o f this subparagraph. In  such case, no 
amount-shall be considered apportioned to such coiporation.

(i i i ) Tho coiporation- w ith the short period shall attach a statement to its 
timely filed income tax return (including extensions o f  tim e). However, i f  the due 
date o f the return (including extensions o f time) is before July 15, 1934, the 
statement may bo filed on or before such date with tho district director w ith whom 
the return has been filed. The statement shall indicate tho name, address, and 
taxpayer account number o f each member o f tha affiliated group as o f  the close 
o f the short period; the identity o f the common parent and the last day o f tha 
common parent’s taxable year; and the amount apportioned to  Itself or, i f  appro­
priate, a waiver o f the amount opportionable to  it. A  copy o f the statement shell 
be furnished to the common parent. .

(4 ) Two or moro common parents. I f  a  coiporation during its  taxable year Is a 
. member o f two or moro affiliated groups as o f tho last day of. tiro taxable year o f tho

common parent o f each such group, such corporation shall bo considered to  bo a 
member o f only tho affiliated group whose common parent’s taxable year ends 
earliest in such corporation’s taxablo year.

(5 ) Definition o f a Ciliated group. - F o r purposes o f this paragraph, an affiliated 
group means one described in section 1504(a), except that all corporations shall bo 
treated as includible corporations, without any exclusion under section 1594(b). , 
Thus, a  foreign  coiporation or a  coiporation exempt from  taxation under section 
501 m ay be a member o f an affiliated group fo r purposes o f this paragraph even 
though under section 1504(b) neither coiporation would bo an includible coiporation.

(G) Affiliated group filing a consolidated return. sI>i the case of an affiliated 
group whose members join In filing o, consolidated return for a taxable year, seo 
§ 1.1502-S(a)(S). If some members of an affiliated group join In filing a consoli­
dated return and other members of such group do not join (such as a coiporation 
exempt from taxation under section 501), Wien, unless a consent is timely filed ap­
portioning the §25,000 amount among the group filing tho consolidated return and

[Footnote 5010 continued j
(8) ' ‘Tho limitation based on amount of tax for an n£ili°.ted group all c f whoso 

members join in tho tiling of a consolidated return 3hf.11 bo so much of the consolidated 
liability for tax as does not exceed $25,000, plus 25 percent of tho consolidated liability 
for tax in excess o£ $25,000. If, howcvor, thero aro other members of the nfillt&tcd group 
'vhleh do not Join In tho filing of the consolidated rclitrn’-

(0) "and n consent !s not’1

QJ 5 ^ 4 3  j& eg . §  1 .<53-? i*atf,so? d e v e lo p s ib n t s ,  s e e  p. 01,501
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tho other members o f  the affiliated group, each member o f the affiliated group (in ­
cluding each member which joins in filing’ the consolidated return) shall be treated 
as a separate corporation for purposes o f equally apportioning the §25,000 amount 
under subparagraph (2 ) (ii i ) o f this paragraph. In such case, the limitation based on 
amount o f tax fo r  the group filing the consolidated return shall be computed by 
substituting fo r  tho §25,000 amount tho total of the amounts apportioned to each 
corporation which joins in filing the consolidated return. I f  the group filing the 
consolidated return and the other members o f the affiliated group adopt an appor­
tionment plan, tho group filing the consolidated return shall be treated as a single 
member for tho purpose of applying subparagraph (2 ) ( i )  o f this paragraph. Thus, 
for example, only one consent, executed by the common parent, to the apportion­
ment i0plcnis is required for the group filing the consolidated return. I f  any member 
o f the affiliated group wliich joins in the filing o f the-consolidated return is an 
organization to which section 593 applies or a cooperative organization described 
in section 1381(a), see paragraph afa)fS)(ii) of § 1.1508-8.

(7) Nonresident foreign corporation, ( i )  N o part o f 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 fo r  purposes o f determining the number o f corporations v/hich divide 
equally the §25,000 amount under subparogiEph (2 ) (iii) o f this paragraph. Fur­
thermore, the consent o f such corporation to an apportionment plan is not required.

( i i )  A  nonresident foreign corporation which is a  common parent o f an affiliated 
group shall be considered to have a taxable year ending December 31.

(ii i ) I f  a nonresident foreign corporation is a common parent o f  an affiliated 
group, the statement' (or statements) containing the consents o f members o f the 
group, required by subparagraph (2 ) ( i )  o f this paragraph, shall be considered timely 
filed i f  filed with the Director, Internationa! Operations Division, Internal Revenue 
Service, Washington, D.C. 20225, on or before the 75th day after the end o f Its 
taxable year (as determined under subdivision (i i )  o f this subparagraph) or 
July 15, 1861, whichever is later. ' .

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

Examplo (1 ). P, a domestic corporation, files an income tax return fo r its 
taxable year ending January 31, 1962. On such date P  owns all tho outstanding 
stock o f S, also a domestic corporation. S files a separate income tax return on 
the basis o f a  fiscal year ending June 30. The membership o f the affiliated group 
is ascertained as o f the close of January 31, 1962, the last day o f the taxable year 
o f the common parent, P. On that day tho affiliated group consists o f P  and S.
P  consents to an apportionment plan In which the §25,000 amount is apportioned 
entirely to S for its .taxable year ending June 30, 1962 (S ’s taxable year within 
wliich tlie last day o f the taxable year o f the common parent, January 31, 1932, 
fa lls). Such consent is timely filed. F or purposes o f computing the credit under 
section 38, S’s limitation based on amount of tax fo r  its taxable year ending June 
30, 1962, is so much of S's liability for tax as does not exceed §25,000, plus 25 
percent o f S’s liability1, fo r  tax in excess o f §25,000. P ’s limitation fo r its taxable 
year ending January 31, 1062, is equal to 25 percent o f P 's  liability fo r tax. On the 
other hand, i f  an apportionment plan Is not timely filed, P ’s lim itation would be 
so much o f P ’s liability fo r  tax as does not exceed §12,500 plus 25 percent of P 's 
liability fo r tax in excess o f §12,500, and S’:,• limitation would be computed similarly.

fFoolnoto 15943 I'OTitinucdJ • ,
(1C) "plar." •
<11> "(a )(2 )(H ) of 3 1.1502-51" . '

[2] < Investment Credit (§  46-49) • 5 8 7 7
Reg. § 1.4*0-1 (f )(0 ) continued : . . .
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Example (2 ) Assume the same facts as in example (1 ), except that P 's taxable 
year ends KMarch 81, 196S (on which date it owns all the outstanding stock of 
S 'V  und that SJa taxablo year ends June 80,1065. The limitation based on amount 
of tax for such taxablo years is computed: using 50 percent rather than 85 
percent.

Example (8 ) S’, a domestic coiporation exempt from  taxation under section 
501, files a return for its taxable year ending December 31, 1963, on which date 
it owns all the stock o f P, a  domestic corporation. P  files a consolidated return as 
a common parent fo r  its fiscal year ending June 30, 186*4, with its two wholly owned 

‘ domestic subsidiaries, S anti A . The membership o f the affiliated group is ascertained 
as of the close o f December 31,1963, the last day o f the taxable year o f the common 
parent, F , and accordingly consists o f F, P , S, and A . N o  consent to an apportion­
ment plan is filed. Therefore, each member is apportioned $6,250 o f the §25,000 
amount (§25,000 divided uequally among the four members). The limitation based on 
amount o f tax fo r  the affiliated group filing a consolidated return (P, 3, and A ) for 
the year ending June 30, 1964 (the consolidated taxable year within which December 
31, 1963, fa lls )15 is computed by using §1S,750 instead o f the §25,000 amount. The 
§15,750 is arrived at by adding together the §C,250 amounts apportioned to P, S, and 
A .10 If, however, F files a timely consent, it may apportion the entire 886,000 amount 
to tho group filing tho consolidated-return (P, S, and A).

11 .

Example n(4) P , a domestic corporation filing Income tax returns on a calendar- 
year 'oasis, owr.3 all the stock o f S, T, and U, all domestic corporations. S, T, and U 
file separate returns on a calendar-yeor basis. On June 30, 19S3, S is liquidated, 
and therefore lias a  short taxable year beginning January 1, 1963, and ending June 
30,1863. S does not waive its right to its equal portion o f the §25,000 amount. For 
such short taxable year, the §25,000 amount snail be reduced for S to §0,200 (§25,000 
divided, by 4, the number o f corporations- in the affiliated group at the close o f S's 
short taxable year). The total amount apportionable to the members o f the a ffili­
ated group 0i  which P  is the common parent for tlieir taxable years ending December 
31, 1963, is §18,750 (§25,000 minus the §6,250 apportioned to S fo r its short taxable 
year ending June 30,1960). The SIS,750 amount may be'apportioned according to an 
apportionment plan or, if. a plan is not timely filed, w ill be apportioned equally 
among P, T, and U.

O-“ •2* O  58443 2’ eg. §2.43-3 (T D  6731, filed 5-7-64; amended by TD  6931,'filed 
10-0-*67; TD  6958, filed 6-20-68; TD  7123, filed 6-9-71.) Carryback und carryover of 
unused credit.

(a ) Allowance o f unused credit as carryback or carryover.— (1 ) In general. 
Section 4 6 (b )(1 ) provides fo r  carrybacks and carryovers of any unused credit. A n  
unused credit is the excess o f the credit earned fo r  the taxable year (as defined

[Footnote *j 3513 continued j  .
(12) "December 31, 1031”
(13) “N o portion of the 525,000 amount is apportioned to P  since its taxable year ends 

before January 1, 1902. Accordingly', S i3 apportioned the entire §23,000 amount for its 
taxable year ending Juno 30, 1962.”  .

(14) "by" .
(15) . .

(l(i-) “ I f  the- consolidated liability for tax of P. S. and A  is 527,750 for the taxable 
year ending Juno 30, 1001. then the credit allowed by scetioa SS for such group of such 
taxable yea,- cannot exceed 521.000 (513,750 plus 23 percent of §9,009)."

(17) “Example <1). 'Assume tho same facts as l:i example (3), except that a consent 
by F  is filed with th e 'timely filed return of F  apportioning the entire 525.00(1 amount 
to the group filing a consolidated tax return i.P, 3, and A ). The credit allowed by section 
33 for such groiu) for itr taxable year ending Juno 30, I90i, cannot exceed §23,3s7.5» (525.030

5878 Credits Against Tax C23
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Reg. §1.40-2 (a ) (1 ) continued ' •
in paragraph (a ) o f § 1.46-1) over the limitation based on amount of tax fo r  such 
taxable year (ns determined under paragraph (b ) o f §1.46-1). Subject to the 1 lim­
itations contained in paragraph (b ) o f this section, an unused credit shall be added 
to the amount allowable as a credit under section 3S fo r  the years to which the 
unused credit can be carried.. The year with respect to which an unused credit.arlses 
shall, bo referred to in this section as the “ unused credit year.”

(2 ) Taxable years to which unused credit may be enrried. Except as provided 
in subparagraphs (3 ) J, (4 ), and (5) o f tl»i3 paragraph, an unused credit shall be an 
investment credit carryback to each o f the 3 taxable years preceding tho unused 
credit year and an investment credit carryover to each o f the 7 taxable years '(or 
10 taxable years in cases to wliich subparagraph (5) of this paragraph applies) 
succeeding the unused credit year, except that an unused credit shall be a carry­
back only to taxable years ending after December 31, 1961. An unused credit must 
be carried first to the earliest o f the 10 (or 13) taxable years to which it  may be 
carried, ond then td each o f the other 9 (or 18) taxable years (in  order of time) 
to the extent that the unused credit may not be added (because o f the 1 limitations 
contained in paragraph (b ) of thi3 section) to the amount allowable as a credit 
under section 38 fo r a prior taxable year.

(3 ) F ifth  taxable year follow ing unused credit year ending ou or before Decem­
ber 31,1966. I f  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 eaep o f the 5 taxablo years succeeding such unused credit ycav. •

(4 ) Property used predominantly iu a possession of tho United States. Tho 
amount o f any investment credit carryback to any taxable year ending on or before 
December 31, 1965, shall bo determined without regard to section 4 S (a ) (2 ) (B )(v i i ) ,  
relating to property used predominantly in a possession o f the United States. See 
paragraph (g ) (2 )  (v ii) o f §1.48-1. For example: Assume that corporation X, a 
calendar year taxpayer, places in seivice during 196S property described in section 
48(a) (2 ) (B ) (v ii) that X ’s unused credit fo r 1C0S is $10,000; and that, but fo r the 
application o f section 43(a) (2 ) (b ) (v ii), X ’s unused credit fo r  19G8 would have been 
$7,000. X ’s investment credit carryback from  196S to 19C5 is limited to $7,000, and 
X ’s 1968 carryback to 1966 is $3,000 plus any portion o f the $7,000 carried back to 
1965 which was not allowed as a credit fo r such year.

(5) Additional 8-year carryover period in certain cases. Any portion of an invest­
ment credit carryback or carryover to any taxable year beginning after December 
SI, 19C8, and ending after April IS, 19C9, which may be added to the amount allowable 
as a b'edit 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 (3) of such paragraph shall be an investment credit 
carryover to. each of the 10 taxable years succeeding the unused credit year.

(b ) iLimitations on allowance o f unused credit— (1) In general. The amount 
o f 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 3 preceding or 
i  succeeding taxablo years to which such credit may be carried shall not exceed 
the amount by which the limitation based on amount o f tax fo r  such preced­
ing or succeeding taxable year exceeds the sum o f o (i) the credit earned for 
such preceding or succeeding year, and c (ii) other unused credits carried to such 
preceding or succeeding year which are attributable to unused credit years prior to 
the particular unused credit year. Thus, in determining the amount, i f  any, o f an 
unused credit from a particular unused credit year which shall be added to the 
amount allowable as a  credit fo r  any preceding or succeeding taxablo year, the credit 
earned for such preceding or succeeding taxable year, plus any unused credits origi-

[Footnote § 501!3 Matter In italics added by TD 7126, which struck out:
(1 )  “ limitation" <•!) " 7 "  *
(2) "and" (5) " ( I ) '*

. <3) "S" (C) “ (2)" .
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