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objections are supported by grounds 
legally sufficient to justify the relief 
sought. Objections may be accompanied 
by a memorandum or brief in support 
thereof.

Effective date. This order shall become 
effective on the date of its publication in 
the F ederal R egister.
(Sec. 409(c)(1), 72 Stat. 1786; 21 U.S.C. 
348(c)(1 ))

Dated: September 29,1967.
J. K. K ir k ,

Associate Commissioner 
for Compliance.

[F.R. Doc. 67-11922; Filed, Oct. 9, 1967; 
8:48 a.m.]

PART 121— FOOD ADDITIVES
Subpart D— Food Additives Permitted

in Food for Human Consumption 
P olyethylene  G lycol 400

The Commissioner of Food and Drugs, 
having evaluated the data in a petition 
(FAP 3A0918) filed by Chas. Pfizer & 
Co., Inc., 235 East 42d Street, New York, 
N.Y. 10017, and other relevant material, 
has concluded that the food additive reg­
ulations should be amended to provide 
for the safe use of polyethylene glycol 
400 as a dispersing adjuvant for fat- 
soluble vitamins in vitamin and vitamin- 
mineral preparations. Therefore, pursu­
ant to the provisions of the Federal Food, 
Drug, and Cosmetic Act (sec. 409(c) (1), 
72 Stat. 1786; 21 U.S.C. 348(c)(1)) and 
under the authority delegated to the 
Commissioner by the Secretary w of 
Health, Education, and Welfare (21 CFR 
2.120), §121.1185 is revised to read as 
follows:
§ 121.1185 Polyethylene glycol 400.

(a) Polyethylene glycol 400 complying 
With the definition and specifications 
prescribed in the U.S.P. XVII, except 
that the additive shall contain not in ex­
cess of a combined total of 0.2 percent of 
ethylene and diethylene glycols, may be 
safely used as a dispersing adjuvant for 
fat-soluble vitamins in vitamin and 
vitamin-mineral preparations other than 
those preparations intended for the addi­
tion to milk, at a level not greater than 
that required to accomplish the intended 
physical or technical effect.

(b) A tolerance of zero is established 
for residues of polyethylene glycol 400 in 
milk.

Any person who will be adversely af­
fected by the foregoing order may at any 
time within 30 days from the date of its 
publication in the F ederal R egister file 
with the Hearing Clerk, Department of 
Health, Education, and Welfare, Room 
5440, .330 Independence Avenue SW., 
Washington, D.C. 20201, written objec­
tions thereto, preferably in quintuplicate. 
Objections shall show wherein the per­
son filing will be adversely affected by 
the order and specify with particularity 
the provisions of the order deemed ob­
jectionable and the grounds for the ob­
jections. If  a hearing is requested, the 
objections must state the issues for the

hearing. A hearing will be granted if the 
objections are supported by grounds 
legally sufficient to justify the relief 
sought. Objections may be accompanied 
by a memorandum or brief in support 
thereof.

Effective date. This order shall become 
effective on the date of its publication in 
the Federal R egister.
(Sec. 409(c) (1 ), 72 Stat. 1786; 21 U.S.C. 348 
(c ) (1 ) )

Dated: September 29, 1967.
J. K . K ir k ,

Associate Commissioner 
for Compliance.

[F.R. Doc. 67-11924; Filed, Oct. 9, 1967; 
8:48 a.m.]

PART 121— FOOD ADDITIVES
Subpart F— Food Additives Resulting 

From Contact With Containers or 
Equipment and Food Additives 
Otherwise Affecting Food

P olymer M odifiers in  Semirigid and 
R igid P o lyvin yl  Chloride Plastics

The Commissioner of Food and Drugs, 
having evaluated the data in petitions 
filed by Kureha Chemical Industry Co., 
Ltd., 245 Park Avenue, New York, N.Y. 
10017 (FAP 7B2125); Monsanto Co., Hy­
drocarbons and Polymers Division, 730 
Worcester Street, Indian Orchard, Mass. 
01105 (FAP 7B2186); Rohm and Haas 
Co., Independence Mall West, Philadel­
phia, Pa. 19105 (FAP 7B2187); and other 
relevant material, has concluded that 
§ 121.2597 of the food additive regula­
tions should be revised to provide for the 
safe u3e of polyvinyl chloride modifiers 
produced by combining butadienesty- 
rene copolymers with acrylic polymers 
during polymerization of the acrylic 
polymers. Therefore, pursuant to the 
provisions of the Federal Food, Drug, 
and Cosmetic Act (sec. 409(c)(1), 72 
Stat. 1786; 21 U.S.C. 348(c) (1 )) and un­
der the authority delegated to the Com­
missioner by the Secretary of Health, 
Education, and Welfare (21 CFR 2.120), 
§ 121.2597 is revised to read as follows:
§ 121.2597 Polymer modifiers in semi­

rigid and rigid polyvinyl chloride 
plastics.

The polymers identified in paragraph
(a) of this section may be safely ad­
mixed, alone or in mixture with other 
permitted polymers, as modifiers in semi­
rigid and rigid polyvinyl chloride plastic 
articles intended for use in contact with 
food, in accordance with the following 
prescribed conditions:

(a) For the purpose of this section, 
the polymer modifiers are identified as 
follows:

(1) Acrylic polymer^ identified in this 
subparagraph provided that such poly­
mers contain at least 50 weight-percent 
of polymer units derived from one or 
more of the monomers listed in subdi­
vision (i) of this subparagraph.

(i) Homopolymers and copolymers of 
the following monomers:

n-Butyl acrylate. 
«.-Butyl methacrylate. 
Ethyl acrylate.
Methyl methacrylate.

(ii) Copolymers produced by copolym­
erizing one or more of the monomers 
listed in subdivision (i) of this subpara­
graph with one or more of the following 
monomers:
Acrylonitrile.
Butadiene.
Styrene.
Vinylidene chloride.

(iii) Polymers identified in subdivi­
sions (i) and (ii) of this subparagraph 
containing no more than 5 weight-per­
cent of total polymer units derived by 
copolymerization with one or more of 
the following monomers:
Acrylic acid.
1,3-Butylene glycol dimethacrylate. 
Divinylbenzene.
Methacrylic acid.

(iv) Mixtures of polymers identified 
in subdivisions ( i ) , ( i i ) , and (iii) of this 
subparagraph; provided that no chemical 
reactions, other than addition reactions, 
occur when they are mixed.

(2) Polymers identified in subpara­
graph (1) of this paragraph combined 
during their polymerization with buta­
diene-styrene copolymers; provided that 
no chemical reactions, other than addi­
tion reactions, occur when they are com­
bined. Such combined polymers may con­
tain 50 weight-percent or more of total 
polymer units derived from the butadi­
ene-styrene copolymers.

(b) The polymer content of the fin­
ished plastic food-contact article consists 
of:

(1) Not less than 80 weight-percent of 
polymer units derived from vinyl chlo­
ride and not more than 5 weight-percent 
of polymer units derived from polymers 
identified in paragraph (a) (1) of this 
section and may optionally contain up 
to 15 weight-percent of polymer units 
derived from butadiene-styrene copoly­
mers; or

(2) Not less than 50 weight-percent of 
polymer units derived from vinyl chlo­
ride and not more than 50 weight-per­
cent of polymer units derived from ho­
mopolymers and/or copolymers of ethyl 
acrylate and methyl methacrylate and 
may optionally contain up to 15 weight- 
percent of polymer units derived from 
butadiene-styrene copolymers.

(c) No chemical reactions other than
addition reactions, occur among the 
polymers identified in paragraph (a) of 
this section, the polyvinyl chloride, and 
any other permitted modifying polymers 
present in the polymer mixture used in 
the manufacture of the finished plastic 
food-contact article. ,

(d) The finished plastic food-contact 
article, when extracted with the solvent 
or solvents characterizing the type ot 
food and under the conditions of time 
and temperature characterizing the con­
ditions of its intended use as determined 
from Tables 1 and 2 of § 121.2526(c). 
yields extractives not to exceed the limits 
prescribed in § 121.2591(b) (1), (2). (3)> 
and (4) When tested by the methods pre­
scribed in § 121.2591(c).
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Any person who will be adversely af­
fected by the foregoing order may at any 
time within 30 days from the date of its 
publication in the F ederal R egister file 
with the Hearing Clerk, Department of 
Health, Education, and Welfare, Room 
5440, 330 Independence Avenue SW., 
Washington, D.C. 20201, written objec­
tions thereto, preferably in quintuplicate. 
Objections shall show  wherein the person 
filin g  will be adversely affected by the 
order and specify with particularity the 
provisions of the order deemed objec­
tionable and the grounds for the ob­
jections. If a hearing is requested, the 
objections must state the issues for the 
hearing. A hearing will be granted if the 
objections are supported by grounds 
legally sufficient to justify the relief 
sought. Objections may be accompanied 
by a memorandum or brief in support 
thereof.

Effective date. This order shall become 
effective on the date of its publication in 
the Federal R egister.
(Sec. 409(c)(1), 72 Stat. 1786; 21 U.S.C. 348
(c)(1))

Dated: September 29, 1967.
J. K. K irk ,

Associate Commissioner 
for Compliance.

[F.R. Doc. 67-11923; Piled, Oct. 9, 1967;
8:48 a.m.]

SUBCHAPTER D— HAZARDOUS SUBSTANCES
PART 191— H A ZA RD O U S SUB­

STANCES; DEFINITIONS AND PRO­
CEDURAL AND INTERPRETATIVE 
REGULATIONS

Viscous Products Containing Methyl 
Alcohol; Exemption From Certain 
Requirements
The Commissioner of Food and Drugs 

has received requests, submitted pur­
suant to section 3(c) of the Federal 
Hazardous Substances Act and § 191.62 
of the regulations thereunder, to exempt 
viscous products, such as adhesives and 
asphalt-base roof and tank coatings, 
from the special labeling required be­
cause of their methyl alcohol content. 
These products contain, among other in­
gredients, more than 4 percent by weight 
methyl alcohol, and under § 191.7(b) (2) 
of the regulations, special warning label­
ing is required based on the history of 
nse of methyl alcohol products as a 
beverage.

Based on data supplied by the petition­
ers and developed by independent in­
vestigations, the Commissioner concludes 
that no reasonably foreseeable hazard by 
ingestion of these products exists and, 
tnerefore, compliance with § 191.7(b) (2) 
^unnecessary for these products for the 
adequate protection of the public health 
and safety.

Accordingly, pursuant to the provi­
sions of the Act (sec. 3(c), 74 Stat. 374; 
5 U.S.C. 1262) and under the author- 

delegated to the Comissioner by the 
Secretary of Health, Education, and 
Welfare (21 CFR 2.120), § 191.63(a)“ is

amended by adding thereto a new sub- 
paragraph, as follows:
§ 191.63 Exemptions for small pack- 

ages, minor hazards, and special cir­
cumstances.

(a) * * *
(34) Viscous products containing more 

than 4 percent by weight of methyl al­
cohol, such as adhesives, alphalt-base 
roof and tank coatings, and similar prod­
ucts, are exempt from bearing the spe­
cial labeling that would otherwise be re­
quired by § 191.7(b)(2), provided that:

(i) The product contains not more 
than 15 percent by weight of methyl 
alcohol.

(ii) The methyl alcohol does not sep­
arate from the other ingredients upon 
standing or through any foreseeable use 
or manipulation.

(iii) The viscosity of the product is 
not less than 7,000 centipoises at 77° F.

(iv) Labeling bears the statement 
"Contains methyl alcohol— use only in 
well-ventilated area— keep out of the 
reach of children.”

Notice and public procedure and de­
layed effective date are unnecessary pre­
requisites to the promulgation of this 
order, and I so find, since the Federal 
Hazardous Substances Act contemplates 
such modification of labeling require­
ments under certain conditions.

Effective date. This order shall be ef­
fective upon publication in the F ederal 
R egister.
(Sec. 3 (c ), 74 Stat. 374; 15 U.S.C. 1262)

Dated : October 2,1967.
J. K . K ir k , 

Associate Commissioner 
for Compliance.

[F.R. Doc. 67-11925; Filed, Oct. 9, 1967;
8:49 a.m.]

Title 26— INTERNAL REVENUE
Chapter I— Infernal Revenue Service, 

Department of the Treasury 
SUBCHAPTER A— INCOME TAX 

[T.D. 6931]

PART 1— INCOME TAX; TAXABLE 
YEARS BEGINNING AFTER DE­
CEMBER 31, 1953

Investment Credit Provisions
On January 7,1965, notice of proposed 

rule making with respect to the amend­
ment of the Income Tax Regulations (26 
CFR Part 1) under sections 38, 46, 47, 
and 48 of the Internal Revenue Code of 
1954 to conform such regulations to cer­
tain provisions of section 2 of the Reve­
nue Act of 1962 (76 Stat. 962), relating 
to credit for investment in certain depre­
ciable property, was published in the 
Federal R egister (30 F.R. 143). After 
consideration of all such relevant matter 
as was presented by interested persons 
regarding the rules proposed, the amend­
ment of the regulations as proposed is 
hereby adopted, subject to the changes 
set forth below:

P aragraph 1. Section 1.46-3 is amended 
by revising paragraph (e) (3), by revising 
subparagraph (2) (i) of, and adding sub- 
paragraph (2) (iii) to, paragraph (f  ), 
and by revising paragraph (h )(1 ).

Par. 2. Section 1.47-1, as set forth in 
paragraph 4 of the notice of proposed 
rule making, is changed by revising par­
agraph (a) (1) (ii) (a) and paragraph (b)
(3) ( i i ) , and by revising subparagraphs
(2), (3), and (4) of, and adding subpara­
graph (1) (iii) to, paragraph (e).

P ar. 3. Section 1.47-2, as set forth in 
paragraph 4 of the notice of proposed 
rule making, is changed by revising Ex­
ample 2 of paragraph (a) (2) (iii), by re­
vising subparagraph (2) (iv) of para­
graph (b ), by revising subparagraph (1) 
of paragraph (c ), and by revising para­
graph (d ).

P ar. 4. Section 1.47-3, as set forth in 
paragraph 4 of the notice of proposed 
rule making is changed by revising sub- 
paragraphs (1) (ii ), (2), and (5) of para­
graph (f ) ,  by revising the introductory 
material preceding the examples in para­
graph (f ) (6), and by adding a new ex­
ample (5) to paragraph (f ) (6).

P ar. 5. Section 1.47-4, as set forth in 
paragraph 4 of the notice of proposed 
rule making, is changed by revising 
subparagraph (1) of, and adding a new 
subparagraph (2) (iii) to, paragraph (a ) , 
by revising paragraph ( b ) , and by adding 
a new paragraph (d ) .

P ar. 6. Section 1.47-5, as set forth In 
paragraph 4 of the notice of proposed 
rule making, is changed by revising 
paragraph (a )(2 ).

P ar. 7. Section 1.47-6, as set forth in 
paragraph 4 of the notice of proposed 
rule making, is changed by adding a 
new subdivision (iii) to paragraph
( a ) (2).

P ar. 8. Section 1.48-3 is amended by 
revising paragraph (d ) .

[ seal] Sheldon S. Cohen ,
Commissioner of Internal Revenue.

Approved: October 2,1967.
Stanley  S. Surrey,

Assistant Secretary 
of the Treasury.

In order to conform the Income Tax 
Regulations (26 CFR Part 1) under sec­
tions 38, 46, 47 and 48 of the Internal 
Revenue Code of 1954 to certain pro­
visions of section 2 of the Revenue Act 
of 1962 (76 Stat. 962) , such regulations 
are amended as follows:

P aragraph 1(a). There is inserted im­
mediately after § 1.38 the following new 
section:
§ 1.38—1 Investment in certain depre­

ciable property.
Sections 1.46-1 through 1.48-7, in­

clusive, are prescribed under the au­
thority granted the Secretary or his 
delegate by section 38(b) of the Code 
to prescribe such regulations as may be 
necessary to carry out the purposes of 
section 38 and subpart B, part IV, sub­
chapter A, chapter 1 of the Code.

(b) . Section 1.46-1 is amended by re­
vising paragraph (a ) to read as follows:
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§ 1.46—1 Determination o f amount.

(a ) In general. Except as otherwise 
provided in this section and in § 1.46-2, 
the amount of the credit allowed by 
section 38 for the taxable year is equal 
to 7 percent of the taxpayer’s qualified 
investment for such year (as determined 
under § 1.46-3). The amount equal to 
7 percent of qualified investment shall 
be referred to in this section and 
§§ 1.46-2 through 1.48-7 as the “credit 
earned”.

* * * * *
P a r . 2. S ec tion  1.46-2 is am ended  by  

rev is in g  subparagraph  (1 ) o f  p a ragrap h
(a) to read as follows:
§ 1.46—2 Carryback and carryover of

unused credit. *
(a) Allowance of unused credit as 

carryback or carryover. (1) Section 46
(b) (1) provides for a 3-year carryback 
and a 5-year carryover of any unused 
credit. An unused credit is the excess 
of the credit earned for the taxable year 
(as defined in paragraph (a) of § 1.46-1) 
over the limitation based on amount of 
tax for such taxable year (as determined 
under paragraph (b) of § 1.46-1). Sub­
ject to the» limitation contained in para­
graph (b) of this section, an unused 
credit shall be added to the amount al­
lowable as a credit under section 38 for 
the years to which the unused credit can 
be carried. The year with respect to 
which an unused credit arises shall be 
referred to in this section as the “un­
used credit year”. See § 1.47-1 for rules 
relating to reduction of an unused credit 
as a result of the application of section 
47 (relating to certain dispositions, etc., 
of section 38 property).

* * * * *
Par. 3. Section 1.46-3 is amended by 

revising paragraph (a) (2), by revising 
paragraph (c) (3), by revising paragraph
(e) (3), by revising subparagraph (2) (i) 
of, and adding subparagraph (2) (iii) to, 
paragraph (f ) ,  and by inserting in lieu 
of “ (h) [Reserved]”, a new paragraph 
(h ) . These revised and added provisions 
read as follows:
§ 1.46—3 Qualified investment.

(a ) In general. * * *
(2) The basis (or cost) of section 38 

property placed in service during a tax­
able year shall not be taken into account 
in determining qualified investment for 
such year if such property is disposed of 
or otherwise ceases to be section 38 prop­
erty during such year, except where 
§ 1.47-3 applies. Thus, if individual A  
places in service during a taxable year 
section 38 property and later in the same 
year sells such property, the basis (or 
cost) of such property shall not be taken 
into account in determining A ’s qualified 
investment. On the other hand, if A 
places in service section 38 property dur­
ing a taxable year and dies later in the 
same year, the basis (or cost) of such 
property would be taken into account in 
computing qualified investment. Simi­
larly, if section 38 property is destroyed 
by fire in the same year in which it is 
placed in service and paragraph (h) of 
this section applies to reduce the basis

(or cost) of replacement property, the 
basis (or cost) of the destroyed property 
yrould be taken into account in comput­
ing qualified investment. In order to 
determine whether section 38 property 
is disposed of or otherwise ceases to be 
section 38 property see § 1.47-2.

* * * * *
(c) Basis or cost. * * *
(3) For reduction in the basis (or 

cost) of certain property which replaces 
other property which was destroyed or 
damaged by fire, storm, shipwreck, or 
other casualty, or which was stolen, see 
paragraph (h) of this section.

* * * * *
(e) Estimated useful life. * * *
(3) Individual useful life system, (i) 

The taxpayer may assign an individual 
estimated useful life to each asset falling 
within a guideline class which is placed 
in service during the taxable year. With 
respect to the assets falling within the 
guideline class which are placed in single 
asset accounts for purposes of comput­
ing depreciation, the estimated useful 
life used for each asset for that purpose 
shall be used in determining qualified in­
vestment. With respect to the assets fall­
ing within the guideline class which are 
placed in multiple asset accounts (in­
cluding a guideline class account de­
scribed in Revenue Procedure 62-21) for 
which a group, classified, or composite 
rate is used in computing depreciation 
(or in single asset accounts for which 
an average life rate is used), the deter­
mination of estimated useful life for 
each asset in the account shall be made 
individually on the best estimate obtain­
able on the basis of all the facts and cir­
cumstances. The individual estimated 
useful lives used for all the assets placed 
in a multiple asset account, when viewed 
together, must be consistent with the 
group, classified, or composite life used 
for the account for purposes of comput­
ing depreciation.

(ii) In determining the individual 
estimated useful lives of assets similar 
in kind contained in a multiple asset 
account (or in single asset accounts for 
which an average life rate is used), the 
taxpayer may (a) assign to each of such 
assets the average useful life of such 
assets used for purposes of computing 
depreciation, or (b) assign separate lives 
to such assets based on the estimated 
range of years taken into consideration 
in establishing the average useful life. 
Thus, for example, if a taxpayer places 
nine similar trucks with an average esti­
mated useful life1 of 7 years, based on an 
estimated range of 6 to 8 years (two 
trucks with a useful life of 6 years, five 
trucks with a useful life of 7 years, and* 
two trucks with a useful life of 8 years), 
in a multiple asset account for which 
a group rate is used in computing depre­
ciation, he may either assign a useful 
life of 6 years to two of the trucks, 7 
years to five of the trucks, and 8 years 
to two of the trucks, or he may assign 
the average useful life of the trucks (7 
years) to each of the nine trucks. Like­
wise, if a taxpayer places 100 similar 
telephone poles with an average useful 
life of 28 years, based on an estimated

range of 3 to 40 years (two with a useful 
life of less than 4 years, three with a 
useful life of 4 to 6 years, four with a 
useful life of 6 to 8 years, and 91 with 
a useful life of more than 8 years), in 
a multiple asset account for which a 
group rate is used in computing depre­
ciation, he may either assign useful lives 
corresponding to the estimated range of 
years of the poles (i.e., a useful life of 
less thah 4 years to two of the poles, 
etc.), or he may assign the average use­
ful life of the poles (28 years) to each 
of the poles.

(iii) In the case of “mass assets” (as 
defined in paragraph (e) (4) of § 1.47-1) 
for which the taxpayer is permitted to 
use an appropriate mortality dispersion 
table (including a standard mortality 
dispersion table) under paragraph (e)
(2) of § 1.47-1 (determined without re­
gard to paragraph (e) (2) (ii) thereof), 
the taxpayer may use such table for pur­
poses of determining estimated useful 
lives by assigning, under subdivision
(ii) (b) of this subparagraph, separate 
lives to such assets based on the esti­
mated range of years taken into con­
sideration in establishing the average 
useful life. If a taxpayer uses a standard 
mortality dispersion table for any tax­
able year, such table must be used for 
all subsequent taxable years unless the 
taxpayer obtains the consent of the 
Commissioner to change.

(iv) For purposes of subdivision (ii) 
of this subparagraph, assets (other than 
“mass assets”) shall not be considered as 
“similar in kind” in respect of other as­
sets unless all such assets ar^ubstantial- 
ly of the same value, nor shall used sec­
tion 38 property be considered as “simi­
lar in kind” to new section 38 property

* * * ★ *
(f) Partnerships. * * *
(2) Determination of partner’s share.

(i) Each partner’s share of the basis (or 
cost) of any section 38 property shall be 
determined in accordance with the ratio 
in which the partners divide the general 
profits of the partnership (that is, the 
taxable income of the partnership as de­
scribed in section 702(a) (9) ) regardless 
of whether the partnership has a profit 
or a loss for its taxable year during 
which the section 38 property is placed 
in service. However, if the ratio in which 
the partners divide the general profits of 
the partnership changes during the tax­
able year of the partnership, the ratio 
effective forjthe date on which the prop­
erty is placed in service shall apply.

4c 4c 4: * *
(iii) Notwithstanding subdivisions (i) 

and (ii) of this subparagraph, if with re­
spect to a partnership’s taxable year the 
conditions set forth in (a) through (c) 
of this subdivision are satisfied with re­
spect to a partner, then such partner 
shall not take into account the basis (or 
cost) of any section 38 property placed 
in service by the partnership during 
such taxable year. The conditions re­
ferred to in the preceding sentence are.

(a) Such partner’s interest in the gen­
eral profits of the partnership during the
taxable year is 5 percent or less;
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(b) Under the partnership agreement, 
such partner will retiré from the part­
nership during the taxable year or with­
in 8 years after the end of such year; 
and

(c) The partnership agreement pro­
vides that the basis (or cost) of section 
38 property placed in service by the part­
nership during the taxable year shall not 
be taken into account by a partner de­
scribed in (a) and (b) of this subdivision.
Any basis (or cost) of section 38 property 
which is not taken into account by a 
partner because of the provisions of this 
subdivision shall be taken into account 
by the other partners in accordance with 
subdivision (i) of this subparagraph.

* * * * *
(h) Certain replacement property. (1)

(i) If section 38 property is placed in 
service by the taxpayer to replace prop­
erty (whether or not section 38 property) 
similar or related in service or use which 
was destroyed or damaged by fire, storm, 
shipwreck, or other casualty, or stolen, 
then for purposes of paragraph (a) of 
this section the basis (or cost) of the re­
placement section 38 property otherwise 
determined under paragraph (c) of this 
section shall be reduced by an amount 
equal to the lesser of—

(a) The amount of money, or the fair 
market value of other property, received 
as compensation, by insurance or other­
wise, for the property which was de­
stroyed, damaged, or stolen, or 
-, (b) The adjusted basis of such de­
stroyed, damaged, or stolen property 
(immediately before such destruction, 
damage, or theft).

(ii) For purposes of subdivision (i) of 
this subparagraph—

(a) Section 38 property placed in 
service after the due date (including ex­
tensions of time thereof) for filing the 
taxpayer’s income tax return for the tax­
able year in which the other property 
was destroyed, damaged, or stolen shall 
not be considered as replacement section 
38 property, and

(b) If the property which is destroyed, 
damaged, or stolen, is leased property, 
no other leased property shall be con­
sidered as replacement property with re­
spect to the property destroyed, damaged, 
or stolen, in any case in which the lessor 
niakes or made an election under section 
»8(d) (relating to election with respect 
to certain leased property) wtih respect 
to either the property destroyed, dam­
aged, or stolen, the other leased property,
orboth.

(2) Subparagraph (1) of this pa 
staph shall not apply to replacem 
«  if the reduction, under si
subparagraph (1), in the basis (or cc 

such replacement property is less tl 
the excess of—
snlit T*16 Qualified investment with 
pect to the destroyed, damaged, 

stolen property, over
S * 5 recomputed qualified inv< 

term^^11 respeci such property ( 
under the principles of pa 

sraph (a) of § 1.47-1).

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

Examples (1) . (1) A acquired and placed
in service on January 1, 1962, machine No. 
1, which qualified as section 38 property, 
with a basis of $30,000 and an estimated use­
ful life of 6 years. The amount of qualified 
investment with respect to such machine 
was $20,000. On January 2, 1963, machine 
No. 1 is completely destroyed by fire. On 
January 1, 1963, the adjusted basis of such 
machine in A ’s hands is $24,500. On No­
vember 1, 1963, A receives $23,000 in in­
surance proceeds as compensation for the 
destroyed machine, and on December 15, 
1963, A  acquires and places in service ma­
chine No. 2, which qualifies as section 38 
property, with a basis of $41,000 and an 
estimated useful life of 6 years to replace 
machine No. 1.

(ii) Under subparagraph (1) of this para­
graph, the $41,000 basis of machine No. 2 
is reduced, for purposes of paragraph (a ) of 
this section, by $23,000 (that is, the $23,000 
insurance proceeds since such amount is less 
than the $24,500 adjusted basis of machine 
No. 1 immediately before it was destroyed) to 
$18,000 since such reduction (that is, $23,- 
000) is greater than the $20,000 reduction 
in qualified investment which would be 
made if paragraph (a ) of § 1.47-1 were to 
apply to machine No. 1 ($20,000 qualified 
investment less zero recomputed qualified 
investment).

Example (2) .  (i) The facts are the same
as in example (1) except that on November 
1, 1963, A receives only $19,000 in insurance 
proceeds as compensation for the destroyed 
machine.

(ii) The $41,000 basis of machine No. 2 is 
not reduced, for purposes of paragraph (a) 
of this section, under this paragraph since 
the $19,000 reduction which would have been 
made under this paragraph had it applied 
(that is, the $19,000 insurance proceeds since 
such amount is less than the $24,500 ad­
justed basis of machine No. 1 immediately 
before it was destroyed) is less than the $20,- 
000 reduction in qualified investment which 
is made since paragraph (a ) of § 1.47-1 ap­
plies to machine No. 1 ($20,000 qualified 
investment less zero recomputed qualified 
investment).

♦ * * * *
P a r . 4. Section 1.47-1 is added to read 

as follows:
§ 1.47—1 Recomputation o f credit al­

lowed by section 38.
(a) General rule— (1) In general, (i) 

If during the taxable year any section 38 
property the basis (or cost) of which was 
taken into account, under paragraph (a) 
of § 1.46-3, in computing the taxpayer’s 
qualified investment is disposed of, or 
otherwise ceases to be section 38 property 
or becomes public utility property (as 
defined in paragraph (g) of § 1.46-3) 
with respect to the taxpayer, before the 
close of the estimated useful life (as de­
termined under subparagraph (2) (i) of 
this paragraph) which was taken into 
account in computing such qualified in­
vestment, then the credit earned for the 
credit year (as defined in subdivision (ii)
(a ) of this subparagraph) shall be re­
computed under the principles of para­
graph (a) of § 1.46-1 and paragraph (a) 
of § 1.46-3 substituting, in lieu of the 
estimated useful life of the property that 
was taken into accouht originally in com­
puting qualified investment, the actual 
useful life of the property as determined 
under subparagraph (2) (ii) of this para­

graph. There shall also be recomputed 
under the principles of §§ 1.46-1 and
1.46- 2 the credit allowed for the credit 
year and for any other taxable year af­
fected by reason of the reduction in 
credit earned for the credit year, giving 
effect to such reduction in the computa­
tion of carryovers or carrybacks of un­
used credit. If the recomputation de­
scribed in the preceding sentence results 
in the aggregate in a decrease (taking 
into account any recomputations under 
this paragraph in respect of prior re­
capture years, as defined in subdivision
(ii) (b) of this subparagraph) in the 
credits allowed for the credit year and 
for any other taxable year affected by 
the reduction in credit earned for the 
credit year, then the income tax for the 
recapture year shall be increased by the 
amount of such decrease in credits al­
lowed. For treatment of such increase 
in tax, see paragraph (b) of this section. 
For rules relating to “disposition” and 
“cessation”, see § 1.47-2. For rules re­
lating to certain exceptions to the appli­
cation of this section, see § 1.47-3. For 
special rules in the case of an electing 
small business corporation (as defined in 
section 1371(b)), an estate or trust, or a 
partnership, see respectively, § 1.47-4,
1.47- 5, or 1.47-6.

(ii) For purposes of this section and 
§§ 1.47-2 through 1.47-6—

(a) The term “credit year” means the 
taxable year in which section 38 property 
was taken into account in computing a 
taxpayer’s qualified investment.

(b) The term “recapture year” means 
the taxable year in which section 38 
property the basis (or cost) of which was 
taken into account in computing a tax­
payer’s qualified investment is disposed 
of, or otherwise ceases to be section 38 
property or becomes public utility prop­
erty with respect to the taxpayer, before 
the close of the estimated useful life 
which was taken into account in com­
puting such qualified investment.

(c) The term “recapture determina­
tion” means a recomputation made under 
this paragraph.

(2) Rules for applying subparagraph
(1). For purposes of subparagraph (1) 
of this paragraph—

(i) In determining whether section 38 
property is disposed of, or otherwise 
ceases to be section 38 property with re­
spect to the taxpayer, before the close of 
the estimated useful life which was taken 
•into account in computing the taxpayer’s 
qualified investment, the term “estimated 
useful life” meam the shortest life of 
the useful life category within which 
falls the estimated useful life which was 
assigned to such property under para­
graph (e) of § 1.46-3. Thus, section 38 
property which is assigned, under para­
graph (e) of § 1.46-3, an estimated useful 
life of 7 years shall not be treated, for 
purposes of subparagraph (1) of this 
paragraph, as having been disposed of 
before the close of its estimated useful 
life if such property is sold 6 years (that 
is, the shortest life of the 6 years or more 
but less than 8 years useful life category) 
after the date on which it was placed in 
service. Likewise, section 38 property 
with an estimated useful life of 15 years
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which Is placed In service on January 1, 
1962, shall not be treated as having been 
disposed of before the close of its esti- , 
mated useful life if such property Is sold 
at any time after January 1, 1970 (that 
is, 8 years or more after the date on which 
it was placed in service).

(ii) In determining the recomputed 
qualified investment with respect to prop­
erty which is disposed of or otherwise 
ceases to be section 38 property the term 
“actual useful life” means, except as 
otherwise provided in this section and 
§§ 1.47-2 through 1.47-6, the period be­
ginning with the date on which the prop­
erty was placed in service by the tax­
payer and ending with the date of such 
disposition or cessation. See paragraph
(c) of this section.

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

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

(i) Section 33 (relating to taxes of for­
eign countries and possessions of United 
States),

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

(iii) Section 35 (relating to partially 
tax-exempt interest received by individ­
uals) ,

(iv) Section 37 (relating to retirement 
income), and

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

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

(ii) Subdivision (i) of this subpara­
graph may be illustrated by the following 
examples:

Example (1 ). (a ) X  Corporation, which 
makes its return on the basis of a calendar 
year, acquired and placed in service on Janu­
ary 1, 1962, an item of section 38 property 
with a basis of $10,000 and an estimated use­
ful life of 8 years. The amount of qualified 
investment with respect to such asset was 
$10,000. For the taxable year 1962, X  Corpo­
ration’s credit earned of $700—(7 percent of 
$10,000) was allowed under section 38 as a 
credit against its liability for tax of $700.

In 1963 and 1964 X  Corporation had no lia­
bility for tax and placed in service no section 
38 property. On January 3, 1963, such item of 
section 38 property was sold to Y  Corporation. 
Since the actual useful life of such item was 
only 1 year, there was a recapture determi­
nation under paragraph (a ) of this section. 
The income tax imposed by chapter 1 of the 
Code on X  Corporation for the taxable year 
1963 was increased by the $700 decrease in its 
credit earned for the taxable year 1962 (that 
is, the $700 original credit earned minus zero 
recomputed credit earned).

(b ) For the taxable year 1965, X  Corpora­
tion has a net operating loss which is car­
ried back to the taxable year 1962 and 
reduces its liability for tax, as defined in 
paragraph (c) of § 1.46-1, for such taxable 
year to $200. As a result of such net operating 
loss carryback, X  Corporation’e-credit allowed 
under section 38 for the taxable year 1962 
is limited to $200 and the excess of $500 
($700 credit earned minus $200 limitation 
based on amount of tax) is an investment 
credit carryover to the taxable year 1963.

(c) For 1965, there is a recapture determi­
nation under subdivision (i) of this subpara­
graph for the 1963 recapture year. The $700 
increase in the income tax imposed on X  
Corporation for the taxable year 1963 is 
redetermined to be $200 (that is, the $200 
credit allowed after taking into account the 
1965 net operating loss minus zero credit 
which would have been allowed taking into 
account the 1963 recapture determination). 
In  addition, X  Corporation’s $500 investment 
credit carryover to the taxable year 1963 is 
reduced by $500 ($700 minus $200) to zero 
and X  Corporation is entitled to a $500 refund 
of the tax paid as a result of the 1963 
determination.

Example (2 ). (a ) X  Corporation, which 
makes its returns on the basis of a calendar 
year, acquired and placed in service on Jan­
uary 1, 1962, an item of section 38 property 
with a basis of $10,000 and an estimated 
useful life of 8 years. The amount of qualified 
investment with respect to such asset was 
$10,000. For the taxable year 1962,-X  Corpo­
ration’s credit earned of $700 (7 percent of 
$10,000) was allowed under section 38 as a 
credit against its liability for tax of $700. In  
1963 and in 1964 X  Corporation had no 
liability for tax and placed in service no sec­
tion 38 property. On January 3, 1965, such 
item of section 38 property is sold to Y  Cor­
poration. For the taxable year 1965, X  Cor­
poration has a net operating loss which is 
carried back to the taxable year 1962 and re­
duces its liability for tax, as defined in para­
graph (c) of § 1.46-1, for such taxable year to 
$100.

(b ) As a result of such net operating loss 
carryback, X  Corporation’s credit allowed 
under section 38 for the taxable year 1962 is 
limited to $100 and the excess of $600 ($700 
credit earned minus $100 limitation based on 
amount of tax) is an investment credit 
carryover to the taxable year 1963.

(c) Since the actual useful life of the item 
of section 38 property sold to Y  Corporation 
was only 3 years, there is a recapture deter­
mination under paragraph (a ) of this sec­
tion. X  Corporation’s $600 investment credit 
carryover to 1963 is reduced by $600 to zero. 
The income tax imposed by chapter 1 of the 
Code on X  Corporation for the taxable year 
1965 is increased by the $100 reduction in 
credit allowed by section 38 for 1962.

(4' Statement of recomputation. The 
taxpayer shall attach to his income tax 
return for the recapture year a separate 
statement showing in detail the comput­
ation of the increase in income tax im­
posed on such taxpayer by chapter 1 of 
the Code and the reduction in any invest­
ment credit carryovers.

(c) Date placed in service and date of 
disposition or cessation— (1) General 
rule. For purposes of this section and 
§§ 1.47-2 through 1.47-6, in determining 
the actual useful life of section 38 
property—

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

(ii) If during the taxable year such 
property ceases to be section 38 property 
with respect to the taxpayer—

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

(b) For any reason other than the 
occurrence of an event on a specific date 
(for example, because such property is 
used predominantly in connection with 
the furnishing of lodging during such 
taxable year), such cessation shall be 
treated as having occurred on the first 
day of such taxable year.

(2) Special rule. Notwithstanding 
subparagraph (1) of this paragraph, if a 
taxpayer uses an averaging convention 
(see § 1.167 (a)-10) in computing de­
preciation with respect to section 38 
property, then, for purposes of this sec­
tion and §§ 1.47-2 through 1.47-6, he 
may use the assumed dates of additions 
and retirements in determining the 
actual useful life of such property pro­
vided such assumed dates are used con­
sistently for purposes of subpart B of 
part IV  of subchapter A of chapter 1 of 
the Code with respect to all section 38 
property for which such convention is 
used for purposes of depreciation. This 
subparagraph shall not apply in any case 
where from all the facts and circum­
stances it appears that the use of such 
assumed dates results in a substantial 
distortion of the investment credit 
allowed by section 38. Thus, for ex­
ample, if the taxpayer computes depreci­
ation under a convention under which 
the average of the beginning and ending 
balances of the asset account for the 
taxable year are taken into account, he 
may use July 1 as the assumed date of 
all additions and retirements to such 
account. Similarly, if the taxpayer 
computes depreciation under a conven­
tion under which the average of the be­
ginning and ending balances of the asset 
account for each month is taken into ac­
count, he may use the date determined 
by reference to the weighted average oi 
the monthly averages as the assumed 
date of all additions and retirements to
such account.

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

Example. Assume that section 38 Pr°P" 
rty is placed in service (within the 1116 
ig of paragraph (d ) of § 1.46-3) 
ember 1, 1965 (thus, the credit is treated »» 
eing earned in 1965) but under the tax- 
ayer’s depreciation practice the _
epreclation with respect to such prop
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begins on January 1, 1966, and that the prop­
erty is actually retired on December 2, 1970. 
Under the general rule of subparagraph (1) 
of this paragraph, the property is treated 
as placed in service on December 1, 1965, 
and as ceasing to be section 38 property with 
respect to the taxpayer on December 2,
1970, even though under the taxpayer’s de­
preciation practice the period for depreci­
ation with respect to such property begins 
on January 1, 1966, and terminates on Janu­
ary 1, 1971. However, under the special rule 
of subparagraph (2) of this paragraph the 
taxpayer may determine the actual useful life 
of the property by reference to the assumed 
dates of January 1, 1966, and January 1,
1971. .. .

(d) Examples. P a r a g r a p h s  (a) 
through (c) of this section may be illus­
trated by the following examples:

Example (1 ). (i) X  Corporation, which
makes its returns on the basis of the calen­
dar year, acquired and placed in service on 
January 1, 1962, three items of section 38 
property each with a basis of $12,000 and an 
estimated useful life of 15 years. The 
amount of qualified investment with respect 
to each such asset was $12,000. For the 
taxable year 1962, X  Corporation’s credit 
earned of $2,520 was allowed under section 
38 as a credit against its liability for tax 
of $4,000. On December 2, 1965, one of the 
items of section 38 property is sold to Y  
Corporation.

(ii) The actual useful life of the item of 
property which is sold on December 2, 1965, is 
three years and eleven months. The re­
computed qualified investment with respect 
to such item of property is zero ($12,000 basis 
multiplied by zero applicable percentage) 
and X Corporation’s recomputed credit 
earned for the taxable year 1962 is $1,680 (7 
percent of $24,000). The income tax im­
posed by chapter 1 of the Code on X  Cor­
poration for the taxable year 1965 is in­
creased by the $840 decrease in its credit 
earned for the taxable year 1962 (that is, 
$2,520 original credit earned minus $1,680 
recomputed credit earned).

Example (2 ). (i) The facts are the same
as in example (1) and in addition on De­
cember 2, 1966, a second item of section 38 
property placed in service in the taxable year 
1962 is sold to Y  Corporation.

(ii) The actual useful life of the item of 
property which is sold on December 2, 1966, 
is four years and eleven months. The re­
computed qualified investment with respect 
to such item of property is $4,000 ($12,000 
basis multiplied by 33 y3 percent applicable 
percentage) and X Corporation’s recomputed 
credit earned for the taxable year 1962 is 
$1,120 (7 percent of $16,000). Thé income 
tax imposed by chapter 1 of the Code on X  
Corporation for the taxable year 1966 is in­
creased by $560 (that is, $1,400 ($2,520 
original credit earned minus $1,120 recom­
puted credit earned) reduced by the $840 
increase in tax for 1965).

Example (3). (i) The facts are the same 
ln example (1) except that for the taxable 

•eaF 1962 X Corporation’s liability for tax 
under section 46(a) (3) is only $1,520. There- 

f°r such taxable year X  Corporation’s 
»ison U°wed under section 38 is limited to 
*1.520 and the excess of $1,000 ($2,520 credit 

• minus $1,520 limitation based on 
». of tax) is an unused credit. Of such 
crivrt unused credit, $100 is allowed as a 

b u n d e r  section 38 for the taxable year 
f 100 is allowed for 1964, and $800 is 

arned to the taxable year 1965.
The actual useful life of the item of 

p operty which is sold on December 2, 1965, 
cnm- ^ears and eleven months. The re- 
to « qualified investment with respect 
basis** ltem o£ Pr°Perty is zero ($12,000 
cento ^hltiplied by zero applicable per­

se) and X  Corporation’s recomputed

credit earned for the taxable year 1962 is 
$1,680 (7 percent of $24,000). If such $1,680 
recomputed credit earned had been taken 
into account in place of the $2,520 original 
credit earned, X ’s credit allowed for 1962 
would have been $1,520, and of the $160 
unused credit from 1962 $100 would have 
been allowed as a credit under section 38 for
1963, and $60 would have been allowed for
1964. X  Corporation’s $800 investment 
credit carryover to the taxable year 1965 is 
reduced by $800 to zero. The income tax 
imposed by chapter 1 of the Code on X  
Corporation for the taxable year 1965 is in­
creased by $40 (that is, the aggregate reduc­
tion in the credits allowed by section 38 for 
1962,1963, and 1964).

Example (4) .  (i )  X  Corporation, which
makes its returns on the basis of the calen­
dar year, acquired and placed in service on 
November 1, 1962, an item of section 38 
property with a basis of $12,000 and an esti­
mated useful life of 10 years. The amount of 
qualified investment with respect to such 
property was $12,000. For the taxable year 
1962, X  Corporation’s credit earned of $840 
was allowed under section 38 as a credit 
against its liability for tax of $840. For each 
of the taxable years 1963 and 1964 X  Cor­
poration’s liability for tax was zero and its 
credit earned was $400; therefore, for each 
o f ' such years its unused credit was $400. 
For the taxable year 1965 its liability for tax 
was $200 and its credit earned was zero; 
therefore, $200 of the $400 unused credit 
from 1963 was allowed as credit for 1965 and 
$600 ($200 from 1963 and $400 from 1964) 
is an investment credit carryover to 1966. 
On February 2, 1966, such item of section 38 
property is sold to Y  Corporation.

(ii) The actual useful life of such item of 
property is three years and three months. 
The recomputed qualified investment with 
respect to such property is zero ($12,000 
basis multiplied by zero) and X  Corpora­
tion’s «com puted credit earned for the tax­
able year 1962 is zero. If such zero recom­
puted credit earned had been taken into ac­
count in place of the $840 original credit 
earned, the entire $400 unused credit from 
1963 (includihg the $200 portion which was 
originally allowed as a credit for 1965) and 
the $400 unused credit from 1964 would have 
been allowed as investment credit carrybacks 
against X  Corporation’s liability for tax of 
$840 for 1962. (See § 1.46-2 for rules relat­
ing to the carryback of unused credits.)

(Hi) Therefore, the $600 carryover from 
1963 and 1964 to 1966 is eliminated and the 
income tax imposed by chapter 1 of the 
Code on X  Corporation for the taxable year 
1966 is increased by the $240 aggregate re­
duction in the credits allowed by section 
38 for the taxable years 1962 and 1965 (that 
is, $1,040 credit allowed minus $800 which 
would have been allowed).

Example (5 ). (i) X  Corporation, which
makes its returns on the basis of the calendar 
year, acquired and placed in service on No­
vember 1, 1962, an item of section 38 prop­
erty with a basis of $10,000 and an estimated 
useful life of 8 years. The amount of quali­
fied investment with respect to such asset 
was $10,000. For the taxable year 1962, X  
Corporation’s credit earned of $700 was 
allowed as a credit against its liability for 
tax. For each of the taxable years 1963, 
1964, and 1965 X  had no taxable income. On 
July 3,1966, the item of section 38 property is 
sold to Y  Corporation. For the taxable year 
1966 X Corporation has a net operating loss 
of $3 ,000.

(ii) The actual useful life of the item of 
property is three years and eight months. 
The recomputed qualified investment with 
respect to such item of property is zero and 
X Corporation’s recomputed credit earned 
for the taxable year 1962 is zero. Notwith­
standing the $3,000 net operating loss for the 
taxable year 1966, the income tax imposed by

chapter 1 of the Code on X  Corporation for 
such year is $700 \that is, the decrease in its 
credit earned for the taxable year 1962).

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

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

(b) The estimated useful life which 
was assigned to the property under para­
graph (e) of § 1.46-3,

(c) The month and the taxable year 
in which the property was placed in serv­
ice, and

(d ) The basis (or cost), actually or 
reasonably determined, of the property.

(ii) Recapture determination. For 
purposes of determining whether section 
38 property is disposed of, or otherwise 
ceases to be section 38 property with 
respect to the taxpayer, before the close 
of its estimated useful life, and for pur­
poses of determining recomputed quali­
fied investment, the taxpayer must 
establish from his records the facts re­
quired by subdivision (i) of this sub- 
paragraph.

(iii) Examples. If the taxpayer fails 
to maintain records from which he can 
establish the facts required by subdivi­
sion (i) of this subparagraph, then this 
section shall be applied to the taxpayer 
in the manner indicated in the following 
examples:

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

Example (2) .  Corporation Y, organized on 
January 1,1960, files its income tax return on 
the basis of a calendar year. During each of 
the years 1960 through 1965, Y  places in serv­
ice four items of machinery to each of which 
it assigns an estimated useful life of 8 years 
for depreciation purposes (and for purposes 
of computing qualified investment for rele­
vant years). Y  places the items of machinery 
in a composite account for purposes of com­
puting depreciation (and for purposes of 
computing qualified investment for relevant 
years). When Y ’s 1965 return is being audited,
Y  can establish that it retired during 1965 
only six items of this machinery. However,
Y  cannot establish the date on which these 
six items were placed in service, nor can Y  
establish that the items placed in service in 
1963 or 1964 are still on hand as of the end 
of 1965. No previous recapture has taken 
place with respect to any of the items placed 
in service in 1963 or 1964. Assuming that par­
agraph (e) (2) and (3) of this section is not 
applicable, Y  is treated, for purposes of para­
graph (a ) of this section, as having disposed 
of, in 1965, the four items placed in service in 
1964, the most recent year before 1965 in 
which such property was placed in service, 
and two items from 1963, the next most 
recent year.
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Example (3 ). The facts axe the same as In 
example (2) except that when Y ’s 1966 return 
is being audited, Y  can establish from its 
records that all four items placed in service 
in 1965 are still on hand and that only three 
items were retired in 1966. For purposes of 
paragraph (a ) of this section, Y  is treated 
as having disposed of, in 1966, the two re­
maining items of machinery placed in service 
in 1963, and one of the items placed in service 
in 1962.

(2) Treatment of “mass assets’*. (i) 
If, in the case of mass assets (as defined 
in subparagraph (4) of this paragraph), 
it is impracticable for the taxpayer to 
maintain records from which he can es­
tablish with respect to each item of sec­
tion 38 property the facts required by 
subparagraph (1) of this paragraph, and 
if he adopts other reasonable record­
keeping practices, consonant with good 
accounting and engineering practices, 
and consistent with his prior recordkeep­
ing practices, then he may substitute data 
from an appropriate mortality disper­
sion table. An appropriate mortality dis­
persion table must be based on an ac­
ceptable sampling of the taxpayer’s ac­
tual experience or other acceptable sta­
tistical or engineering techniques. In lieu 
of such mortality dispersion table, the 
taxpayer may use a standard mortality 
dispersion table prescribed by the Com­
missioner. If the taxpayer uses such 
standard mortality dispersion table for 
any taxable year, it must be used for all 
subsequent taxable years unless the tax­
payer obtains the consent of the Commis­
sioner to change. If mass assets are 
placed in a multiple asset account and if 
the depreciation rate for such account is 
based on the maximum expected life of 
the longest lived asset in such account, in 
applying a mortality dispersion table (in­
cluding a standard mortality dispersion 
table) the average expected useful life of 
the mass assets in such account must be 
used.

(ii) Subdivision (i) of this subpara­
graph shall not apply with respect to 
assets placed in service in taxable years 
ending on or after June 30, 1967, unless 
the estimated useful lives which were as­
signed to such assets for purposes of de­
termining qualified investment—

(a) Were separate lives based on the 
estimated range of years taken into ac­
count in establishing the average useful 
life of assets similar in kind under para­
graph (e) (3) (ii) (b) of § 1.46-3, and

(b) Were determined by use of a mor­
tality dispersion table (including a stand­
ard mortality dispersion table).

(iii) Any standard mortality disper­
sion table prescribed by the Commis­
sioner shall be based on average useful 
life categories and with respect to each 
category shall contain five columns, the 
first four of which shall state the per­
centage of property assumed to have a 
useful life of—

Column (1 ): Less than 4 years,
Column (2 ): 4 years or more but less than 

6 years,
Column (3 ): 6 years or more but less than 

8 years, and
Column (4 ): 8 years or more.

The fifth column shall show the total 
qualified investment as a percentage and
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shall be used in connection with the 
determination to be made under § 1.46-3
(e) (3) (iii).

(iv) Whenever the standard mortality 
dispersion table is used for a taxable year 
under subdivision (i) of this subpara­
graph (whether or not such table was 
used in determining qualified invest­
ment) , the percentage of property shown 
in column (1) of the table shall (for pur­
poses of section 47, this section, and 
§§ 1.47-2 through 1.47-6) be deemed to 
have been disposed of on the day before 
the expiration of the 4-year period begin­
ning on the date on which it was con­
sidered as placed in service under § 1.47-1
(c ) ; the percentage of property shown in 
column (2) of the table shall be deemed 
to have been disposed of on the day be­
fore the expiration of the 6-year period 
beginning on the date on which it was so 
considered as placed in service; and the 
percentage of property shown in column
(3) shall be deemed to have been dis­
posed of on the day before the expiration 
of the 8-year period beginning on the 
date on which it was so considered as 
placed in service. In applying this sub­
division for purposes of recomputing 
qualified investment, the proper average 
useful life category shall be used whether 
or not such category was used in deter­
mining qualified investment.

(v) In lieu of using subdivision (iv) of 
this subparagraph for purposes of re­
computing qualified investment, a tax­
payer may, for the first recapture year 
(as defined in paragraph (a) (1) (ii) (5) 
of this section) to which such subdivision
(iv) would otherwise apply with respect 
to any mass asset account, recompute 
qualified investment on the basis of the 
difference between (a) the proper to­
tal qualified investment based on the 
percentage shown in column (5) of the 
table, and (b) the total qualified invest­
ment actually claimed by the taxpayer 
for the year in which the property was 
placed in service.

Example. Assume that the taxpayer places 
in service during 1963 mass assets costing 
him $100,000, that he places these assets in a 
multiple asset account for which he proper­
ly claims a useful life of 6 years and a quali­
fied investment of $66,667 (%X$100,000), 
and that he is allowed an investment credit of 
$4,667.67. When the taxpayer’s 1967 return is 
being audited he is unable to establish that 
any of the mass assets placed in service in 
1963 were still on hand at the end of 1967.

The taxpayer elects to use the standard 
mortality dispersion table prescribed by the 
Commissioner to determine the amount of 
recapture with respect to these mass assets. 
Assume that the table prescribed by the 
Commissioner shows with respect to mass 
assets with an average useful life of 6 years 
the following:

Percent of property assumed to have 
a useful life of—

Total

Less than 
4 years

4 years or 
more, but 
less than 
6 years

6 years or 
more, hut 
less than 
8 years

8 years 
or more

qualified
investment
(percent)

CD (2) (3) (4) (6)

15.87 34.13 34.13 15.87 50.00

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

(b ) No recapture determination is re­
quired for 1968 since no assets are deemed 
to have been disposed of in that year. Dur­
ing 1969, 34.13 percent of the mass assets 
placed in service in 1963 are deemed to have 
been disposed of. With respect to these as­
sets, the amount of qualified investment for 
1963 was $22,753.34 ($34,130X % ) and the 
amount of credit earned was $1,592.73 (7 
percent of $22,753.34), whereas the recom­
puted qualified investment is $11,376.67 
($34,130 X y3) and the recomputed credit 
earned is $796.37 (7 percent of $11,376,67). 
Thus, the tax imposed by chapter 1 of the 
Code for 1969 is increased by $796.36 
($1,592.73 minus $796.37).

(c) I f the taxpayer chooses to recompute 
qualified investment by using the method 
provided in subdivision (v) of this subpara­
graph, the increase in tax for 1967 (the first 
recapture year) would be $1,167.67, i.e., the 
original credit earned, $4,667.67, minus the 
recomputed credit earned, $3,500 (50 percent, 
the percentage shown in column (5), of 
$100,000 multiplied by 7 percent). As long as 
the same average useful life category re­
flects the taxpayer’s experience for subse­
quent years, no recapture determination will 
be required for any future year, except as 
provided by subparagraph (3) (iv) of this 
paragraph.

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

(ii) In the case of taxpayers who use 
the rule of subdivision (i) of-this sub­
paragraph with respect to mass assets 
for which the estimated useful life was 
determined under i 1.46-3 (e) (3) (iii) . “ 
the dispersion shown by the mortality 
dispersion table effective for a taxable 
year subsequent to the credit year is tne 
same as the dispersion shown by tn 
mortality table that was effective for tne 
credit year (for example, if the sam 
average useful life on the standard mo * 
tality dispersion table reflects the tax­
payer’s experience for both such yea < 
no recapture determination is requir 
-for such subsequent taxable year.

(iii) Notwithstanding subdivision w 
of this subparagraph, taxpayers who, i 
purposes of determining qualified mye 
ment, do not use a mortality disperse 
table with respect to certain section 
assets similar in kind but who consis- 
ently assign under paragraph (e) w
(b) of § 1.46-3 to such assets separate 
lives based on the estimated range
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years taken into consideration in estab­
lishing the average useful life of such 
assets, may select the order in which such 
assets shall be considered as having been 
disposed of, regardless of the taxable 
years in which such assets were placed in 
service. If a taxpayer uses the method 
provided in this subdivision to determine 
that any asset is considered as having 
been disposed of, then, in addition to 
complying with the record requirements 
of subparagraph (1) (i) of this para­
graph, such taxpayer must maintain rec­
ords from which he can establish to the 
satisfaction of the district director that 
such asset has not previously been con­
sidered as having been disposed of. In 
addition, if, for any taxable year, a tax­
payer uses the method provided in this 
subdivision for any asset, he must use for 
such year and for each subsequent tax­
able year (unless he obtains the district 
director’s consent to change) with re­
spect to all assets similar in kind to such 
asset—

(a) The method of determining esti­
mated useful lives described in paragraph 
(e) (3) (ii) (b) of § 1.46-3, and

(b) The method he has selected under 
this subdivision for determining the or­
der in which such assets are considered 
as having been disposed of.
A request by a taxpayer to obtain the 
district director’s consent to change a 
system or method described in this sub­
division with respect to assets similar in 
kind must be submitted to the district 
director on or before the last day of the 
taxable year with respect to which the 
change is sought. "

(iv) Notwithstanding subdivisions ( i ) ,
: (u), and (iii) of this subparagraph, there 
shall be taken into account separately 
any abnormal retirement of section 38 
Property of substantial value for which 
the estimated useful life was determined 
under § 1.46-3(e) (3) (ii) (b) or (iii). For 
uennition of abnormal retirement, see 
Paragraph (b) of § 1.167 (a )-8.

(4) Definition of “mass assets’ For 
purposes of this paragraph and para­
graph (e) (3) (iii) of § 1.46-3, the term 
i™ ^ ,assets” means a mass or group of 

items of property (i) not ecessanijr hom° geneouS, (ii) each of
** mmor in value relative to the 

v&iue of such mass or group, (iii) 
m quantity- (iv> usually ac-

QuStv i0r -0nly on a total dollar or quanhty basis, and (v) with respect to
ticahip Ŝ r*^ra*e Identification is imprac- 
and tf rm includes portable air
ties } 00ls’ j ig s > dies, railroad
textile oni?!f1ad conductors, hardware, 
Plant ™ eS’ and minor items ° f  office, 
and i S S l f i S  furniture and fixtures; 
items oontainers and other
assess fnr are oonsidered subsidiary
lowanc?for rfPOSes-of comPuting the al- 

Tsf E f depreciation.

iUustrate!d7b fth e ^ i?  agraph may beE u Dy the following example:
small Return a ki* TaxPayer A  us«8 numerous 

; 18 im pm cS w C°? teiners in hls business.
Metalled ̂ e^ords^i i?* A keep individual
tainers *¿22"^  J " 1*  respect to such con-
P>aces in s L ^ l o ^ i n “ SetS* In 1965’ A 
chased for i f . , «  miUion containers pur- 

million, and reasonably deter­

mines that each of such containers has a 
basis of 10 cents. A places such containers 
in a multiple asset account to which is as­
signed a 5-year average useful life for pur­
poses of computing depreciation. A  has con­
ducted an appropriate mortality study which 
shows that the containers have the follow­
ing estimated useful lives:

Useful life
Percent of assets (years)

10---------------------:--------------------------------------  3
20_______ ___________ . 4
40------------------------------------------- ----------:  5
2 0--------------------------------  6
10.___________     7

A assigns separate lives to such assets based 
on the estimated range of years taken into 
account in establishing the average useful 
life of such containers. The qualified in­
vestment with respect to such containers is 
$400,000 computed as fallows:

Useful life Basis Applicable
percentage

Qualified
investment

4_________ $200,000 33H $66,6665_____________ 400,000 33 H 133,3346____________ 200,000 m i 133,334
Z.______________ 100,000 66H , 66,666

400,000

A ’s credit earned for 1965 of $28,000 ( 7 per­
cent times $400,000) is allowed as a credit 
under section 38 against A ’s liability for tax 
of $2 million. (For purposes of this exam­
ple the computations of investment credit 
and recapture with respect to containers 
placed in service in years other than 1965 
are omitted.) The mortality studies effec­
tive for 1966 and 1967 show that none of the 
containers placed in service in 1965 was re­
tired.

(ii) A ’s mortality study effective with re­
spect to 1968 shows that the containers are 
being retired as follows:

Useful life
Percent of assets (years)

30---------------------------------- --- --  3
2 0 ------------------------------------- " I  "  4
30---------------------------------------------- :  5

Thus, the 1968 study shows that 30 percent 
of the 10 million containers placed in serv­
ice in 1965 were retired in 1968. Under the 
rule of Subparagraph (3) (i) of this para­
graph, the 3 million containers are treated as 
consisting of the 1 million containers to 
which was assigned a 3-year useful life and 
the 2 million containers to which was as­
signed a 4-year useful life. Taking into ac­
count only the fact that 30 percent of the 
containers placed in service in 1965 had an 
actual life of less than 4 years, A ’s recom­
puted qualified investment for 1965 is $333,- 
333 and his recomputed credit earned is 
$23,333. A ’s income tax for 1968 is increased 
by $4,667 ($28,000 original credit earned 
minus $23,333 recomputed credit earned).

(iii) The mortality study effective for 1969 
shows the same results as the mortality study 
effective for 1968. Thus, it shows that 2 
million containers were retired in 1969 (an 
actual life of 4 years). Under the rule of 
subparagraph (3) (i) of this paragraph such 
2 million containers are treated as having 
been among 4 million containers to which 
were assigned a 5-year useful life. There­
fore, no recapture determination is required 
for 1969.

(iv) The mortality study effective for 1970 
shows the same results as the mortality study 
effective for 1968. Thus, it shows that 3 mil­
lion containers were retired in 1970 (an ac­
tual life of 5 years). Under the rule of sub- 
paragraph (3) (i) of this paragraph, the 3 
million are treated as having been assigned

useful lives as follows: 2 million as having 
been assigned a useful life of 5 years, and 
1 million as having been assigned a useful 
life of 6 years. Taking into account only 
the fact that 10 percent of the containers 
placed in service in 1965 had an actual life 
of 5 years rather than the 6 years estimated 
useful life assigned to them, A ’s recomputed 
qualified investment is $300,000 and A ’s 
credit earned for 1965 is $21,000. Thus, tak­
ing into account the 1968 recapture determi­
nation, A ’s income tax for 1970 is increased 
by $2,333.

(f) Public utility property— (1) Re­
computed qualified investment. In re­
computing qualified investment with re­
spect to section 38 property which be­
comes public utility property (as defined 
in paragraph (g) of § 1.46-3) —

(1) If such property becomes public 
utility property less than 4 years from 
the date on which it was placed in serv­
ice, then such property shall be treated 
as public utility property for its entire 
useful life.

(ii) If such property becomes public 
utility property 4 years or more but less 
than 6 years from the date on which it 
was placed in service, then such property 
shall be treated as section 38 property 
which is not public utility property for 
the first 4 years of its estimated useful 
life and as public utility property for the 
remaining period of its estimated useful 
life.

(iii) If such property becomes public 
utility property 6 years or more but less 
than 8 years from the date on which it 
was placed in service, then such property 
shall be treated as section 38 property 
which is not public utility property for 
the first 6 years of its estimated useful 
life and as public utility property for the 
remaining period of its estimated useful 
life.

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

Example (1) .  (1) X  Corporation, which
makes its returns on the basis of the calen­
dar year, acquired and placed in service on 
January 1, 1962, an item of section 38 prop- 
erty with a basis of $12,000 and an estimated 
useful life of 8 years. The amount of quali­
fied investment with respect to such prop­
erty was $12,000. For the taxable year 1962, 
X Corporation’s credit earned was $840 (7 
percent of $12,000) and for such taxable 
year X  Corporation was allowed under sec­
tion 38 a credit of $840 against its liability 
for tax. During the taxable year 1967 such 
property becomes public utility property (as 
defined in paragraph (g ) of § 1.46-3) with 
respect to X  Corporation.

(ii) Such item of section 38 property is 
treated as section 38 property which is not 
public utility property for the first four years 
of its eight year estimated useful life and 
is treated as public utility property for the 
remaining four years. The recomputed 
qualified investment with respect to such 
item of section 38 property is $7,428, com­
puted as follows:

$12,000 basis x 33% percent appli­
cable percentage___________________ $4, ooo

$12,000 basis x % x 66% percent ap­
plicable percentage_________________  3,428

Total recomputed qualified in­
vestment _______________________  7_ 428

X  Corporation’s recomputed credit earned 
for the taxable year 1962 is $520 (7 percent 
of $7,428). The income tax imposed by
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chapter 1 of the Code on X  Corporation for 
the taxable year 1967 is increased by the 
$320 decrease in its credit earned for the tax­
able year 1962 (that is, $840 original credit 
earned minus $520 recomputed credit 
earned).

Example (2 ). (i )  The facts are the same
as in example (1) and in addition the item of 
section 38 property which became public 
utility property in 1967 is sold to Y  Corpora­
tion on January 2, 1968.

(ii) The actual useful life of such item of 
property is six years. For the first four 
years of its eight year estimated useful life 
such item is treated as section 38 property 
which is not public utility property and for 
the remaining 'two years is treated as public 
utility property. The recomputed qualified 
investment with respect to such item of 
property is $5,714, computed as follows:
$12,000 basis x 33% percent applicable

percentage___________________________$4, 000
$12,000 basis x % x 33% percent ap­

plicable percentage_________________  1,714

Total recomputed qualified in­
vestment__________________ x-------  5, 714

X  Corporation’s recomputed credit earned for 
the taxable year 1962 is $400 (7 percent of 
$5,714). The income tax imposed by chapter 
1 of the Code on X  Corporation for the tax­
able year 1968 is increased by $120 (that is, 
$440 ($840 original credit earned minus $400 
recomputed credit earned) minus $320 in­
crease in tax for 1967).

P ar. 5. Section 1.47-2 is added to read 
as follows:
§ 1.47—2 “Disposition” and “cessation” .

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

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

(ii) Section 38 property does not cease 
to be section 38 property with respect to 
the taxpayer in any taxable year sub­
sequent to the credit year merely because 
under the taxpayer’s depreciation prac­
tice no deduction for depreciation with 
respect to such property is allowable to 
the taxpayer for the taxable year, pro­
vided that the property continues to be 
used in the taxpayer’s trade or business 
(or in the production of income) and 
otherwise qualifies as section 38 property 
with respect to the taxpayer.

(iii) This subparagraph may be illus­
trated by the following examples:

Example (1) .  A, an individual who makes 
his returns on the basis of the calendar 
year, on January 1, 1962, acquired and placed 
in service in his trade or business an item

of section 38 property with an estimated 
useful life of eight years. On January 1, 
1965, A  removes the item of section 38 prop­
erty from use in his trade or business by 
converting such item to personal use. 
Therefore no deduction for depreciation 
with respect to such item of property is 
allowable to A for the taxable year 1965. 
On January 1, 1965, such item of property 
ceases to be section 38 property with respect 
to A.

Example (2) . On January 1, 1965, A placed 
in service an item of section 38 property with 
a basis of $10,000 and an estimated useful life 
of 4 years. A depreciates such item, which 
has a salvage value of $2,000 (after taking 
into account section 167(f)), on the declin­
ing '"balance method at a rate of 50 percent 
(that is, twice the straight line rate of 25 
percent). With respect to such item, A is 
allowed deductions for depreciation of $5,000 
for 1965, $2,500 for 1966, and $500 for 1967. 
A  is not allowed a deduction for depreciation 
for 1968 although he continues to use such 
item in his trade or business. Such item does 
not cease to be section 38 property with re­
spect to A in 1968.

(b) Leased property— (1) In general. 
For purposes of paragraph (a) of § 1.47- 
1, generally the mere leasing of section 
38 property by a lessor who took the 
basis of such property into account in 
computing his qualified investment for 
the credit year shall not be considered 
to be a disposition. However, in a case 
where a lease is treated as a sale for 
income tax purposes such transaction 
is considered to be a disposition. Leased 
section 38 property ceases to be section 
38 property with respect to the lessor if, 
in any taxable year subsequent to the 
credit year, such property would not 
qualify as section 38 property (as de­
fined in § 1.48-1) in the hands of the 
lessor, the lessee, or any sublessee. 
Thus, if, in a taxable year subsequent 
to the credit year, a lessee uses the prop­
erty predominantly outside the United 
States, such property shall be consid­
ered to have ceased to be section 38 
property with respect to the lessor.

(2) Where lessor elects to treat lessee 
as purchaser. For purposes of para­
graph (a) of § 1.47-1, if, under § 1.48-4, 
the lessor of new section 38 property 
made a valid election to treat the lessee 
as having purchased such property for 
purposes of the credit allowed by sec­
tion 38, the following rules apply in de­
termining whether such property is dis­
posed of, or otherwise ceases to be section 
38 property with respect to the lessee:

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

(ii) If the lessor makes a disposition of 
property subject to a lease to a person 
who may not, under § 1.48-4, make a 
valid election to treat the lessee as having 
purchased stich property for purposes of 
the credit allowed by section 38 (such as 
a person described in paragraph (a) (5) 
of § 1.48-4), such property shall be con­
sidered to have ceased to be section 38 
property with respect to the lessee on the 
date of such disposition.

(iii) If a lease is terminated and the 
property is transferred by the lessee to 
the lessor or to any other person, such

transfer shall be considered to be a dis­
position by thè lessee.

(iv) If  the lessee actually purchases 
such property in the credit year or in a 
taxable year subsequent to the credit 
year, such purchase shall not be con­
sidered to be a disposition.

(v) The property ceases to be section 
38 property with respect to the lessee if 
in any taxable year subsequent to the 
credit year such property would not qual­
ify as section 38 property (as defined in 
§ 1.48-1) in the hands of the lessor, the 
lessee, or any sublessee. Thus, for ex­
ample, if, in a taxable year subsequent 
to the credit year, a sublessee uses the 
property predominantly outside the 
United States, the property ceases to be 
section 38 property with respect to the 
lessee.

(c) Reduction in basis of section 3S 
property— (1) General rule. If, in the 
credit year or in any taxable year sub­
sequent to the credit year, the basis (or 
cost) of section 38 property is reduced, 
for example, as a result of a refund of 
part of the cost of the property, then 
such section 38 property shall be treated 
as having ceased to be section 38 prop­
erty with respect to the taxpayer to the 

.extent of the amount of such reduction 
in basis (or cost) on the date the refund 
which results in such reduction in basis 
(or cost) is received or accrued, except 
that for purposes of § 1.47-1 (a) the ac­
tual useful life of the property treated as 
having ceased to be section 38 property 
shall be considered to be less than 4 
years.

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

Example, (i )  On January 1, 1962, A, a 
cash basis taxpayer, acquired from X Coop­
erative an item of section 38 property with 
a basis of $100 and an estimated useful life 
of 10 years which he placed in service on 
such date. The amount of qualified invest­
ment with respect to such asset was $100. 
For the taxable year 1962 A was allowed un­
der section 38 a credit of $7 against his lia­
bility for tax. On June 1, 1963, A receives a 
$10 patronage dividend from X Cooperative 
with respect to such asset. Under paragraph 
(c) (2) (i) of § 1.1385-1, the basis of the 
asset in A’s hands is reduced by $10.

(ii) Under subparagraph (1) of this para­
graph, on June 1, 1963, the item of section 
38 property ceases to be section 38 property 
with respect to A to the extent of $10 0 
the original $100 basis.

(d) Retirements. A retirement of sec­
tion 38 property, including a normal re­
tirement (as defined in paragraph w  
of § 1.167(a)-8, relating to definition M 
normal and abnormal retirements!, 
whether from a single asset account o 
a multiple asset account, and an aban­
donment, are dispositions for purposes o 
paragraph (a ) of § 1.47-1. .

(e) Conversion of section 38 props' y 
to personal use. (1) If, for any taxab 
year subsequent to the credit year

(i) A deduction for depreciation
allowable to the taxpayer with respects 
only a part of section 38 property 
cause such property is partially devoi 
to personal use, and .

(ii) The part of the property 
pressed as a percentage of its total d
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(or cost)) with respect to which a de­
duction for depreciation is allowable for 
such taxable year is less than the part 
of the property with respect to which a 
deduction for depreciation was allow­
able in the credit year,
then such property shall be considered 
as having ceased to be section 38 prop­
erty with respect to the taxpayer to such 
extent. Further, property ceases to be 
section 38 property with respect to the 
taxpayer to the extent that a deduction 
for depreciation thereon is disallowed 
under section 274 (relating to disallow­
ance of certain entertainment, etc., ex­
penses) .

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

Example (1) . (i) A, a calendar-year tax­
payer, acquired and placed in service on 
January 1, 1962, an automobile with a basis 
oi $2,400 and an estimated useful life of 
four years. In the taxable year 1962 the 
automobile was used by A 80 percent of the 
time in his trade or business and was used 
20 percent of the time for personal purposes. 
Thus, for the taxable year 1962 only 80 per­
cent of the basis of the automobile quali­
fied as section 38 property since a deduc­
tion for depreciation was allowable to A 
only with respect to 80 percent of the basis of 
the automobile. In the taxable year 1963 
the automobile is used by A only 60 percent 
of the time in his trade or business. Thus, 
for the taxable year 1963 a deduction for 
depreciation is allowable to A only with 
respect to 60 percent of the basis of the 
automobile.

(ii) Under subparagraph (1) of this para­
graph, on January 1, 1963, the automobile 
ceases to be section 38 property with re­
spect to A to the extent of 20 percent (80 
percent minus 60 percent) of the $2,400 
basis of the automobile.

Example (2) .  (i) The facts are the same 
ss in example (1) and in addition for thq 
taxable year 1964 a deduction for deprecia­
tion is allowable to A only with respect to 
40 percent of the basis of the property.

(ii) Under subparagraph (1) of this para­
graph, on January 1, 1964, the automobile 
ceases to be section 38 property with respect 
to A to the extent of 20 percent (60 percent 
minus 40 percent) of the $2,400 basis of the
automobile.

Par. 6. Section  1.47—3 is added  to  read  
as follows:

® , Exceptions to the application
of § 1.47-1.

} n General. N o tw ith s tan d in g  th e  
Dnsitf10» S o f   ̂ 1-47-2, re la t in g  to  “ d is- 
of Ss i l l  f nd “ cessation ,”  p a ragrap h  (a )  
(hi 1 sba11 n ° t  ap p ly  i f  p a ragrap h  
dpatti\elatins to  tran s fe rs  b y  reason  o f  
DronJ+r, paragraph  (c )  (r e la t in g  to  
BranhrtL ? e£Î royed  by ca su a lty ),  p a ra - 
uvd o «  (re la t in g  to  rese lection  o f  
( r e l a S 1 fn Î 8 p roper t y ) . p a ra grap h  (e )  
tion so? v* transactions to  w h ich  sec- 
(relfltfn« 4-(a )  app lies ) » p a ra g rap h  ( f )  
ducting to,m ere change in  fo rm  o f  con - 
granh \  trade or bus iness ), o r  p a ra - 
backtvo? (5selat jn g  to  sa le -an d -lease - 
with ^ Sac.tion s ) o f  th is  section  app lies 
cessatiorfPeCt such disp®sit io n  o r

(1 )bp iX an?/ers hy reason of death—  
Provi?wTaZ/ “Zf- Notwithstanding the 
Positionnai «? 1,47-2’ relating to “dis- 

and cessation”, paragraph (a)

of § 1.47-1 shall not apply to a transfer 
of section 38 property by reason of the 
death of the taxpayer. Thus, for ex­
ample, with respect to section 38 prop­
erty held in joint tenancy, paragraph (a) 
of § 1.47-1 shall not apply to the trans­
fer of the deceased taxpayer’s interest 
to the surviving joint tenant. If, under 
§ 1.48—4, the lessor of new section 38 
property made a valid election to treat 
the lessee as having purchased such 
property for purposes of the credit al­
lowed by section 38, paragraph (a) of 
§ 1.47-1 does not apply if, by reason of 
the death of the lessee, there is a ter­
mination of the lease and transfer of 
the leased property to the lessor, or there 
is an assignment of the lease and trans­
fer of the leased property to another 
person. Moreover, paragraph (a) of 
§ 1.47-1 does not apply to the transfer 
of a partner’s interest in a partnership, 
a beneficiary’s interest in an estate or 
trust, or shares of stock of a shareholder 
of an electing small business corporation 
(as defined in section 1371(b)) by rea­
son of the death of such partner, bene­
ficiary, or shareholder. Paragraph (a) 
of § 1.47-1 applies to a gift by a taxpayer 
prior to his death even if the value of 
such gift is included in his gross estate 
for estate tax purposes (such as, a gift 
in contemplation of death under section 
2035). The effect of this subparagraph 
is that any section 38 property held by a 
taxpayer at the time of his death is 
deemed to have been held by him for its 
entire estimated useful life.

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

Example (1 ). (i) A, an individual, ac­
quired and placed in service on January 1, 
1962, an item of section 38 property with, 
a basis of $10,000 and an estimated useful 
life of eight years. On April 28, 1963, A  
dies and, as a result of A ’s death, his inter­
est in such item of section 38 property is 
transferred to a testamentary trust pur­
suant to A ’s will, and on February 1, 1967, 
the trust is terminated and the item of 
section 38 property is transferred to the 
beneficiaries of the trust.

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

Example (2 ). (i )  X  Corporation, an
electing small business corporation (as de­
fined in section 1371(b)) which makes its 
returns on the basis of a calendar year, 
acquired and placed in service during 1962 
an item of section 38 property. On De­
cember 31, 1962, X  Corporation had .0 
shares of stock outstanding which were 
owned as follows: A owned eight shares and 
B owned two shares. On December 31, 1962, 
80 percent of the basis of the item of sec­
tion 38 property was apportioned to A and 20 
percent to B. On June 1, 1964, A dies and, 
as a result of A ’s death, his eight shares 
of stock in X  Corporation are transferred 
to his wife. On July 10, 1965, X  Corpora­
tion sells the item of section 38 property 
to Y  Corporation.

(ii) Under subparagraph (1) of this para­
graph, paragraph (a ) of § 1.47-1 does not 
apply to the transfer, as a result of A ’s death, 
of his eight shares of stock in X  Corporation

to his wife. Moreover, with respect to the 
July 10, 1965, sale paragraph (a ) of 5 1.47-1 
applies only to the 20 percent of the basis of 
the item of section 38 property which was 
apportioned to B.

(c) Property destroyed by casualty—
(1) General rule. Notwithstanding the 
provisions of § 1.47-2, relating to “dis­
position” and “cessation”, paragraph (a) 
of § 1.47-1 shall not apply to property 
which is disposed of or otherwise ceases 
to be section 38 property with respect to 
the taxpayer on account of its destruc­
tion or damage by fire, storm, shipwreck 
or other casualty, or by reason of its theft 
if—

(1) Section 38 property is placed in 
service by the taxpayer to replace (with­
in the meaning of paragraph '(h ) of 
§ 1.46-3) such destroyed, damaged, or 
stolen property, and

(ii) The basis (or cost) of the section 
38 property which is placed in service by 
the taxpayer to replace the destroyed, 
damaged, or stolen property is reduced 
under paragraph (h) of § 1.46-3.

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

Example (1). (1) A acquired and placed
in service on January 1, 1962, machine No. 1 
which qualified as section 38 property with a 
basis of $30,000 and an estimated useful life 
of ' 6 years. The amount of qualified invest­
ment with respect to such machine was $20,-
000. For the taxable year 1962 A ’s credit 
earned of $1,400 was allowed under section 
38 as a credit against its liability for tax. 
On January 1, 1963, machine No. 1 is com­
pletely destroyed by fire. On January 1, 
1963, the adjusted basis of machine No. 1 
in A ’s hands is $24,500. A receives $23,000 in 
insurance proceeds as compensation for the 
destroyed machine, and on February 15, 1964, 
A acquires and places in service machine No. 
2, which qualifies as section 38 property, with 
a basis of $41,000 and an estimated useful 
life of six years to replace machine No. 1.

(ii) Under subparagraph (1) of this para­
graph, paragraph (a ) of § 1.47-1 does not 
apply with respect to machine No. 1 since 
machine No. 2 is placed in service to replace 
machine No. l  and the $41,000 basis of ma­
chine No. 2 is reduced, under paragraph (h) 
of § 1.46-3, by $23,000. (See example (1) of 
paragraph (h ) (3) of § 1.46-3.)

Example (2) .  (i) The facts are the same
as in example f l )  except that A receives only 
$19,000 in Insurance proceeds as compensa­
tion for the destroyed machine.

(ii) Although machine Noe 2 is placed in 
service to replace machine No. 1, subpara­
graph (1) of this paragraph does not apply 
with respect to machine No. 1 since the basis 
of machine No. 2 is not reduced under para­
graph (h ) of § 1.46-3. Paragraph (a ) of 
§ 1.47-1 applies with respect to the January
1, 1963, destruction of machine No. 1. The 
actual useful life of machine No. 1 is one 
year. The recomputed qualified investment 
with respect to such machine is zero ($30,000 
basis multiplied by zero applicable percent­
age)' and A ’s recomputed credit earned for the 
taxable year 1962 is zero. The income tax 
imposed by chapter 1 of the Code on A for 
the taxable year 1963 is increased by $1,400.

(d) Reselection of used section 38 
property— (1) Reselection. If—

(i) Used section 38 property (as de­
fined in § 1.48-3) the cost of which was 
taken into account in computing the tax­
payer’s qualified investment is disposed 
of, or otherwise ceases to be section 38 
property with respect to the taxpayer,
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before the close of the estimated useful 
life which was taken Into account in 
computing such qualified investment, 
and

(ii) For the taxable year in which the 
property described in subdivision (i) of 
this subparagraph was placed in service, 
the sum of (a ) the cost of used section 
38 property placed in service by the tax­
payer, and (b) the cost of used section 38 
property apportioned to such taxpayer 
exceeded ̂ 50,000,
then such taxpayer may treat the cost of 
any used section 38 property (regardless 
of its estimated useful life) which was 
not originally selected, under paragraph
(c) (4) of § 1.48-3, to be taken into ac­
count in computing qualified investment 
for such taxable year (or previously re­
selected under this subparagraph)- as 
having been selected (in accordance with 
the principles of paragraph (c) (4) (ii) of 
§ 1.48-3) in place of the cost of the used 
section 38 property described in subdivi­
sion (i) of this subparagraph. Herein­
after such reselected property is referred 
to as “newly selected used section 38 
property”. For purposes of this sub- 
paragraph, the cost of used section 38 
property apportioned to a taxpayer 
means the sum of the cost of used section 
38 property apportioned to him by a 
trust, estate, or electing small business 
corporation (as defined in section 1371
(b ) ), and his share of the cost of part­
nership used section 38 property, with 
respect to the taxable year of such trust, 
estate, corporation or partnership ending 
with or within such taxpayer’s taxable 
year. In the cast of a taxpayer to whom 
paragraph (c) (2) of § 1.48-3 applied for 
the taxable year in which the property 
described in subdivision (i) of this sub- 
paragraph was placed in service, a $25,- 
000 amount shall be substituted for the 
$50,000 amount referred to in subdivision 
(ii) (b ) of this subparagraph, and in the 
case of a member of an affiliated group 
(as defined in subparagraph (6) of 
§ 1.48-3(e)) the amount apportioned to 
such member under paragraph (e) of 
§ 1.48-3 shall be substituted for such 
$50,000 amount.

(2) Application of paragraph (a ) of 
§ 1.47-1. (i) If a taxpayer treats, un­
der subparagraph (1) of this paragraph, 
the cost of any used section 38 property 
which was not originally selected as hav­
ing been selected in place of the cost of 
used section 38 property described in 
subparagraph (1) (i) of this paragraph, 
then, notwithstanding the provisions of 
§ 1.47-2 (relating to “disposition” and 
“cessation”), paragraph (a) of §1.47-1 
shall not apply to the property described 
in subparagraph (1) (i) of this paragraph 
to the extent of the cost of the newly 
selected used section 38 property.

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

(iii) If the newly selected used section 
38 property is disposed of, or otherwise

ceases to be section 38 property with re­
spect to the taxpayer, before the close of 
the estimated useful life of the property 
described in subparagraph (1) (i) of this 
paragraph, then, unless he reselects 
othe used section 38 property, para­
graph (a ) of § 1.47-1 shall apply with 
respect to such newly selected used sec­
tion 38 property. For purposes of re­
computing qualified investment with re­
spect to such newly selected used section 
38 property the actual useful life shall be 
deemed to be the period beginning with 
the date on which the property described 
in subparagraph (1) (i) of this para­
graph was placed in service by the tax­
payer and ending with the date of the 
disposition or cessation with respect to 
such newly selected used section 38 prop­
erty. See paragraph (c) of § 1.47-1, 
relating to date placed in service and 
date of disposition or cessation.

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

(ii) The statement referred to in sub­
division (i) of this subparagraph shall 
contain the following information:

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

(b) With respect to the originally se­
lected used section 38 property and the 
newly selected used section 38 property, 
the month and year placed in service, 
cost, and estimated useful life.

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

Example (1 ). (1) X  Corporation pur­
chased and placed in service on January 1, 
1962, machines No. 1 and No. 2, which qual­
ified as used section 38 property, each with a 
cost of $50,000 and an estimated useful life 
of eight years. The aggregate cost of used 
section 38 property taken into account hy 
X  Corporation in computing its qualified in­
vestment for the taxable year 1962 could not 
exceed $50,000; therefore, under paragraph 
(c) (4) of § 1.48-3, X  selected the $50,000 
cost of machine No. 1 to he taken into ac­
count in computing its qualified investment 
for the taxable year 1962. The qualified in­
vestment with respect to machine No. 1 was 
$50,000. For the taxable year 1962 X ’s credit' 
earned of $3,500 was allowed under section 
38 as a credit against its liability for tax. 
On January 2, 1965, X  Corporation sells ma­
chine No. 1 to Y  Corporation.

(ii) Under subparagraph (1) of this para­
graph, X  Corporation treats the $50,000 cost 
of machine No. 2 as having been selected to 
be taken into account in computing its 
qualified investment for the taxable year 
1962 in place of the $50,000 cost of machine 
No. 1. Therefore, under subparagraph (2) 
(1) of this paragraph, paragraph (a ) of 
§ 1.47-1 does not apply to the January 2, 
1965, disposition of machine No. 1.

Example (2 ). (i) The facts are the same 
as in example (1) and in addition X  Cor­
poration, on December 2, 1966, sells ma­
chine No. 2 to Z Corporation.

(ii) Under subparagraph (2) (iii) of this 
paragraph, paragraph (a ) of § 1.47—1 applies 
with respect to the December 2, 1966, dis­
position of machine No. 2. The actual use­
ful life of machine No. 2 is four years, and 
eleven months (that is, the period beginning 
on January 1, 1962, and ending on December 
2, 1966). The recomputed qualified invest­

ment with respect to machine No. 2 is 
$16,667 ($50,000 cost multiplied by 33% per­
cent applicable percentage) and X Corpora­
tion’s recomputed credit earned for the tax­
able year 1962 is $1,167. The income tax 
imposed by chapter 1 of the Code on X 
Corporation for the taxable year 1966 is 
increased by the $2,333 decrease in its credit 
earned for the taxable year 1962 (that is, 
$3,500 original credit earned minus $1,167 
recomputed credit earned),

Example (3 ). (i) The facts are the same as 
in example (1) except that machine No. 2 
had a cost of $30,000. ' 7

(ii) Under subparagraph (1) of this para­
graph, X  Corporation treats the $30,000 cost 
of machine No. 2 as having been selected to 
be taken into account in computing its 
qualified investment for the taxable year 1962 
in place of the $50,000 cost of machine No. 
1. Therefore, under subparagraph (2) (i) 
of this paragraph, paragraph (a) of 
§ 1.47-1 does not apply to the January 2, 
1965, disposition of machine No. 1 to the 
extent of $30,000 of the $50,000 cost of ma­
chine No. 1. However, under subparagraph 
(2) (ii) of this paragraph, paragraph (a) of 
§ 1.47-1 applies to the January 2, 1965, dis­
position of machine No. 1 to the extent of 
$20,000 (that is, $50,000 cost of machine No. 
1 minus $30,000 cost of machine No. 2). The 
actual useful life of such $20,000 portion 
of machine No. 1 is three years (that is, the 
period beginning on January 1, 1962, and 
ending on January 2, 1965). The recom­
puted qualified investment with respect to 
the $20,000 portion of the cost of machine 
No. 1 is zero ($20,000 portion of the cost 
multiplied by zero applicable percentage) 
and X  Corporation’s recomputed credit 
earned for the taxable year 1962 is $2,100 (7 
percent of $30,000). The income tax im­
posed by chapter 1 of the Code on X Cor­
poration for the taxable year 1965 is in­
creased by the $1,400 decrease in .its credit 
earned for the taxable year 1962 (that is, 
$3,500 original credit earned minus $2,100 re­
computed credit earned).

(e) Transactions to which section 381 
(a ) applies— (1) General rule. Notwith­
standing the provisions of § 1.47-2, re­
lating to “disposition” and “ cessation”, 
paragraph (a ) of § 1.47-1 shall not apply 
to a disposition of section 38 property in 
a transaction to which section 381(a) 
(relating to carryovers in certain corpo­
rate acquisitions) applies. If the section 
38 property described in the preceding 
sentence is disposed of, or otherwise 
ceases to be section 38 property with re­
spect to the acquiring corporation, before 
the close of the estimated useful life 
which was taken into account in coin-, 
puting the transferor corporation’s quali­
fied investment, then paragraph (a ) of 
§ 1.47-1 shall apply to the acquiring cor­
poration with respect to such section ¿o 
property. For purposes of recomputing 
qualified investment-with respect to sucn 
property its actual useful life shall be t 
period beginning with the date on wnic 
it was placed in service by the transfer 
corporation and ending with the date 
the disposition by, or cessation with 
spect to, the acquiring corporation.

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

Example (1). (1) X  Corporation, »wholly
owned subsidiary of Y  Corporation, acqu ^  
and placed in service on January 1, * 0f 
item of section 38 property with a bas1 t 
$12,000 and an estimated useful life oi b 
years. Both X  and Y  make their retun^_ , 
the basis of a calendar year. The qua
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investment with respect to such item was 
$12,000. For the taxable year 1962 X  Corpo­
ration’s credit earned of $840 was allowed 
¡under section 38 as a credit against its lia­
bility for tax. On January 15, 1967, X  Cor­
poration is liquidated under section 332 and 
all of its properties, including the item of 
section 38 property, - are transferred to Y  
Corporation. The bases of the properties in 
the hands of Y  Corporation are determined 
[under section 334(b) (1 ).
[ (ii) Under subparagraph (1) of this para­
graph, paragraph (a ) of § 1.47-1 does not 
apply to the January 15, 1967, transfer to
Y Corporation.
I Example (2) . (i )  The facts are the same
as in example (1) and in addition on Febru­
ary 2, 1968, Y Corporation sells the item of 
section 38 property to Z Corporation.
I (ii) Under subparagraph (1) of this para­
graph, paragraph (a ) of § 1.47-1 does not 
[apply to the January 15, 1967, transfer to
Y Corporation. However, paragraph (a ) of 
§ 1.47 applies to the February 2, 1968, sale 
[of the property by Y  Corporation. The actual 
[useful life of the property is six years and 
[one month (that is, the period beginning on 
[January 1, 1962, and ending on February 2, 
1968).

(f) Mere change in form of conduct­
ing a trade or business— (1) General 
[rtile. ( i )  Notwithstanding the provi­
sions of § 1.47-2, relating to “disposition” 
and “cessation”, paragraph (a) of 
[§ 1.47-1 shall not apply to section 38 
property which is disposed of, or other­
wise ceases to be section 38 property with 
[respect to the taxpayer, before the close 
of the estimated useful life which was 
[taken into account in computing the tax­
payer’s qualified investment by reason of 
;a mere change in the form of conduct­
ing the trade or business in which such 
section 38 property is used provided that 
[the conditions set forth in subdivision 
pi) of this subparagraph are satisfied, 
i (ii) The conditions referred to in sub­
division (i) of this subparagraph are 
as follows:
I (fl) The section 38 property described 
p  subdivision (i) of this subparagraph is 
retained as section 38 property in the 
[same trade or business,
L®> The transferor (or in a case where 
p e  transferor is a partnership, estate, 
pust. or electing small business corpora- 
f ® ’ the Partner, beneficiary, or share- 
L .  er) such section 38 property re- 

® substantial interest in such trade 
°r business,

u k s t a n t i a l l y  a ll th e  assets 
L«a * r or no  ̂section  38 p ro p e rty ) n ec- 
L  ^  to operate such trad e  o r  business 
hvhnJ,ransi erre<* to  th e  tran s fe ree  to  
ferred Sand Sec*'ion 38 ^ P P e r t y  is tran s-

>̂as ŝ such section  38 p rop - 
raetprm- j hands o f  th e  tran s fe ree  is 

™hole  o r  111 P a r t b y  r e f-  
bronpH-, • basis o f  such section  38 
PThisci,? m  to e  hands o f  th e  tran s fe ro r. 
Fansfe?Sragrf:Ph  sh£m n o t aP P ly  to  th e  
graph J ?  ^ ction  38 P ro p e rty  i f  p a ra - 
Pansart-f^ ° f  th is section, re la t in g  to  
M e s  ^ J ^ t o  w h ich  section  381 applies, 
I (2) v resPect to  such tran sfe r, 
pi this to feres t. F o r  purposes
[case Wherlafuai? ’ a t r an s fe ro r  (o r  in  a 
[ship estptt * e tran s fe ro r is a p a rtn e r-  
tess’ comT’ t̂ Ust’ or elec t in g  sm all busi- 
1 c°rporation, th e partn er, b en e fic i­

ary, or shareholder) shall be considered 
as having retained a substantial interest 
in the trade or business only if, after the 
change in form, his interest in such trade 
or business—

(i) Is substantial in relation to the 
total interest of all persons, or

(ii) Is equal to or greater than his 
interest prior to the change in form.
Thus, where a taxpayer owns a 5-percent 
interest in a partnership, and, after the 
incorporation of that partnership, the 
taxpayer retains at least a 5-percent in­
terest in the corporation, the taxpayer 
will be considered as having retained a 
substantial interest in the trade or busi­
ness as of the date of the change in form.

(3) Property held for the production 
of income. Subparagraph (1) (i) of this 
paragraph applies to section 38 property 
held for the production of income (with­
in the meaning of section 167(a) (2) ) as 
well as to section 38 property used in a 
trade or business.

(4) Leased property. In a case where 
a lessor of new section 38 property made 
a valid election, under § 1.48-4, to treat 
the lessee as having purchased such 
property for purposes of the credit al­
lowed by section 38, in determining 
whether subparagraph (1) (i) of this 
paragraph applies to *an assignment of 
the lease and transfer of possession of 
such property, the condition contained 
in subparagraph (1) (ii) (d ) of this para­
graph is not applicable.

(5) Disposition or cessation, (i) If sec­
tion 38 property described in subpara­
graph (1) (i) of this paragraph is dis­
posed of by the transferee, or otherwise 
ceases to be section 38 property with 
respect to the transferee, before the close 
of the estimated useful life which was 
taken into account in computing the 
qualified investment of the transferor 
(or in a case where the transferor is a 
partnership, estate, trust, or electing 
small business corporation, the qualified 
investment of the partners, beneficiaries, 
or shareholders) then under paragraph
(a) of § 1.47-1 such property ceases to 
be section 38 property with respect to 
the transferor (or such partners, bene­
ficiaries, or shareholders), and a recap­
ture determination shall be made with 
respect to such property. For purposes 
of recomputing qualified investment with 
respect to such property, the actual use­
ful life shall be the period beginning with 
the date on which it was placed in serv­
ice by the transferor and ending with the 
date of the disposition by, or cessation 
with respect to, the transferee.

(ii) I f  in any taxable year the trans­
feror (or in a case where the transferor 
is a partnership, estate, trust, or electing 
small business corporation, the partner, 
beneficiary, or shareholder) of the sec­
tion 38 property described in subpara­
graph (1) (i) of this paragraph does not 
retain a substantial interest in the 
trade or business directly or indirectly 
(through ownership in other entities pro­
vided that such other entities’ bases in 
such interest are determined in whole or 
in part by reference to the basis of such 
interest in the hands of the transferor) 
then, under paragraph (a) of § 1.47-1,

such property ceases to be section 38 
property with respect to the transferor 
and he (or the partner, beneficiary, or 
shareholder) shall make a recapture de­
termination. For purposes of recomput­
ing qualified investment with respect to 
property described in this subdivision, its 
actual useful life shall be the period be­
ginning with the date on which it was 
placed in service hy the transferor and 
ending with the first date on which the 
transferor (or the partner, beneficiary, 
or shareholder) does not retain a sub­
stantial interest in the trade or business. 
Any taxpayer who seeks to establish his 
interest in a trade or business under the 
rule of this subdivision shall maintain 
adequate records to demonstrate his in­
direct interest in such trade or business 
after any such transfer or transfers.

(iii) In making a recapture determi­
nation under this subparagraph there 
shall be taken into acount any prior re­
capture determinations with respect to 
the transferor in connection with the 
same property.

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

(6) Examples. This paragraph may be 
illustrated by the following examples in 
each of which it is assumed that the 
transfer satisfies the conditions of sub- 
paragraph (1 )(ii) (a ), (c ), and (d) of 
this paragraph.

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

(ii) Under subparagraph (1) (i) of this 
paragraph, paragraph (a ) of 5 1.47-1 does not 
apply to the March 15, 1963, transfer to X  
Corporation.

Example (2 ). (i) The facts are the same
as in example (1) and in addition on Febru­
ary 2, 1964, X  Corporation sells the item of 
section 38 property to Y  Corporation.

(ii) Under subparagraph (1) (i) of this 
paragraph, paragraph (a ) of § 1.47-1 does 
not apply to the March 15, 1963, transfer to 
X Corporation. However, under subpara­
graph (5) (i) of this paragraph, paragraph 
(a ) of § 1.47—1 applies to the February 2, 
1964, sale of the item of section 38 property 
by X  Corporation to Y  Corporation. The 
actual useful life of the property is two 
years and one month (that is, the period 
beginning on January 1, 1962, and ending on 
February 2, 1964). The recomputed quali­
fied investment with respect to such prop­
erty is zero ($12,000 basis multiplied by zero 
applicable percentage) and A ’s recomputed
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credit earned ior the taxable year 1962 is 
zero. The income taX imposed by chapter 
1 of the Code on A for 1964 is increased by 
the $840 decrease in his credit earned for the 
taxable year 1962 (that is, $840 credit earned 
minus zero recomputed credit earned).

Example (3) .  (i) On January 1, 1962,
partnership ABC, which makes its returns 
on the basis of a calendar year, acquired and 
placed in service on item of section 38 prop­
erty with a basis of $20,000 and an estimated 
useful life of eight years. Partnership ABC 
has 10 partners who make their returns on 
the basis of a calendar year and share part­
nership profits equally. Each partner’s 
share of the basis of such item of section 38 
property is 10 percent, that is, $2,000. On 
March 15, 1963, partnership ABC transfers 
all of the assets used in its trade or business 
to the X  Corporation, a newly formed cor­
poration, in exchange for all of the stock of 
X  Corporation and immediately thereafter 
transfers 10 percent of such stock to each of 
the 10 partners.

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

Example (4) .  (i )  The facts are the same
as in example (3) except that partnership 
ABC transfers 10 percent of the stock in X  
Corporation to each of 8 partners, 20 per­
cent to partner A, and cash to partner B.

(ii) Under subparagraph (1) (i) of this 
paragraph, with respect to all of the part­
ners (including partner A ) except partner 
B, paragraph (a ) of § 1.47-1 does not apply 
to the March 15, 1963, transfer by the ABC 
Partnership to X  Corporation. Paragraph 
(a ) of § 1.47-1 applies with respect to part­
ner B ’s $2,000 share of the item of section 38 
property. See paragraph (a ) (1) of § 1.47-6.

Example (5 ). (i) X  Corporation operates 
a manufacturing business and a separate 
personal service business. On January 1,1962, 
X  acquired and placed in service a truck, 
which qualified as section 38 property, in its 
manufacturing business. The truck had a 
basis of $10,000 and an estimated useful life 
of 8 years. On February 10, 1965, X  transfers 
all the assets used in its manufacturing 
business to Partnership X Y  in exchange for 
a 50-percent interest in such partnership.

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

(g) Sale-and-leaseback transactions. 
Notwithstanding the provisions of § 1.47- 
2, relating to “disposition” and “cessa­
tion”, paragraph (a) of § 1.47-1 shall not 
apply where section 38 property is dis­
posed of and as part of the same trans­
action is leased back to the vendor even 
though gain or loss is recognized to the 
vendor-lessee and the property ceases 
to be subject to depreciation in his hands. 
If paragraph (a) of §-1.47-1 applies with 
respect to such property subsequent to 
the transaction, the actual useful life 
shall begin with the date on which such 
property was first placed in service by the 
vendor-lessee as owner.

P ar. 7. Section 1.47-4 is added to read 
as follows:
§ 1.47-4 Electing small business corpo­

ration.
(a) In general— (1) Disposition or ces­

sation in hands of corporation. I f  an 
electing small business corporation (as 
defined in section 1371(b)) or a former 
electing small business corporation dis­
poses of any section 38 property (or if

any section 38 property otherwise ceases 
to be section 38 property in the hands 
of the corporation) before the close of 
the estimated useful life which was taken 
into account in computing qualified in­
vestment with respect to such property, 
a recapture determination shall be made 
with respect to each shareholder who 
is treated, under § 1.48-5, as a taxpayer 
with respect to such property. Each such 
recapture determination shall be made 
with respect to the pro rata share of the 
basis "Tor cost) of such property taken 
into account by such shareholder in 
computing his qualified investment. For 
purposes of each such recapture deter­
mination the actual useful life of such 
property shall be the period beginning 
with the date on which it was placed in 
service by the electing small business 
corporation and ending with the date of 
the disposition or cessation. In making 
a recapture determination under this 
subparagraph there shall be taken into 
account any prior recapture determina­
tions made with respect to the share­
holder in connection with the same 
property. For definition of “recapture 
determination” see paragraph (a) (1) of 
§ 1.47-1.

(2) Disposition of shareholder's inter­
est— (t) If—

(a) The basis (or cost) of section 38 
property is apportioned, under § 1.48-5, 
to a shareholder of an electing small 
business corporation who takes such 
basis (or cost) into account in comput­
ing his qualified investment, and

(b) After the end of the shareholder’s 
taxable year in which such apportion­
ment was taken into account and before 
the close of the estimated useful life of 
the property, such shareholder’s pro­
portionate stock interest in such cor­
poration is reduced (for example, by a 
sale or redemption, or by the issuance 
of additional shares) below the percent­
age specified in subdivision (ii) of this 
subparagraph,
then, on the date of such reduction such 
section 38 property ceases to be section 
38 property with respect to such share­
holder to the extent of the actual reduc­
tion in such shareholder’s proportionate 
stock interest. (For example, if $100 of 
the basis of section 38 property was ap­
portioned to a shareholder and if his 
proportionate stock interest is reduced 
from 60 percent to 30 percent (that is, 
50 percent of his original interest), then 
such property shall be treated as having 
ceased to be section 38 property to the 
extent of $50.) Accordingly, a recap­
ture determination shall be made with 
respect to such shareholder. For pur­
poses of such recapture determination 
the actual useful life of such property 
shall be the period beginning with the 
date on which it was placed in service by 
the electing small business corporation 
and ending with the date on which it is 
treated as having ceased to be section 38 
property with respect to the shareholder. 
In making a recapture determination 
under this subparagraph there shall be 
taken into account any prior recapture 
determination made with respect to the

shareholder in connection with the same 
property.

(ii) The percentage referred to  in 
subdivision (i) (b) of this subparagraph 
is 66% percent of the shareholder’s pro­
portionate stock interest in the corpo­
ration on the date of the apportionment 
under § 1.48-5. However, once property 
has been treated under this subpara­
graph as having ceased to be section 
38 property to any extent the percentage 
referred to shall be 33% percent o f the 
shareholder’s proportionate stock inter­
est in the corporation on the date of 
the apportionment under § 1.48-5.

(iii) In determining a shareholder’s 
proportionate stock interest in a former 
electing small business corporation for 
purposes of this subparagraph, the share-. 
holder shall be considered to own stock 
in such corporation which he owns-di­
rectly or indirectly (through ownership 
in other entities provided such other 
entities’ bases in such stock are deter­
mined in whole or in part by reference 
to the basis of such stock in the hands of 
the transferor. For example, if A, who 
owns all of the 100 shares of the out­
standing stock of corporation X , a cor­
poration which was formerly an electing 
small business corporation, transfers on 
November 1, 1966, 70 shares of X  stock 
to corporation Y  in exchange for 90 per­
cent of the stock of Y  in a transaction 
to which section 351 applies, then, for 
purposes of subdivision (i) of this sub- 
paragraph, A  shall be considered to own 
93 percent of the stock of X, 30 percent 
directly and 63 percent indirectly (i.e., 
90 percent of 70) . Any taxpayer who 
seeks to establish his interest in the 
stock of a former electing small business 
corporation under the rule of this sub­
division shall maintain adequate records 
to demonstrate his indirect interest in 
the corporation after any such transfer 
or transfers.

(b) Election of a small business cor­
poration under section 1372— (1) Gen­
eral rule. If a corporation makes a valid 
election under section 1372 to be an elect­
ing small business corporation (as de­
fined in section 1371(b)), then on the 
last day of the taxable year immediately 
preceding the first taxable year for which 
such election is effective, any section 38 
property the basis (or cost) of which I 
was taken into account in computing the 
corporation’s qualified investment h* 
taxable years prior to the firat taxable 
year for which the election is effectiv 
(and which has not been disposed o 
or otherwise ceased to be section 3 
property with respect to the corpora* 
tion prior to such last day) shall be co 
sidered as having ceased to be section 
property with respect to such corpo 
tion and § 1.47-1 shall apply. However, 
if the corporation and each of the P 
sons who are shareholders of the co - 
poration on the first day of the first ta 
able year for which the election under 
section 1372 is to be effective, or on tn 
date of such election, whichever is la r> 
execute the agreement specified in su 
paragraph (2) of this paragraph, § 1- 
shall not apply to any such section
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property by reason of the election by the 
corporation under section 1372.

(2) Agreement of shareholders and 
corporation, (i) The agreement referred 
to in subparagraph (1) of this paragraph 
shall be signed by the shareholders and 
the corporation, and shall recite that, in 
the event the section 38 property de­
scribed in subparagraph (1) of this para­
graph is later disposed of by, or ceases 
to be section 38 property with respect to, 
the corporation during a taxable year of 
the corporation for which the election 
under section 1372 is effective, each such 
signer agrees (a) to notify the dis­
trict director of such disposition or cessa­
tion, and (b ) to be jointly and severally 
liable to pay to the district director an 
amount equal to the increase in tax pro­
vided by section 47. The amount of such 
increase shall be determined as if such 
property had ceased to be section 38 
property as of the last day of the tax­
able year immediately preceding the first 
taxable year for which the election under 
section 1372 is effective, except that the 
actual useful life (within the meaning of 
paragraph (a) of § 1.47-1) of the prop­
erty shall be considered to have ended on 
the date of the actual disposition by, or 
cessation in the hands of, the electing 
small business corporation.

(ii) The agreement shall set forth the 
name, address, and taxpayer account 
number of each party and the internal 
revenue district in which each such party 
files his or its income tax return for the 
taxable year which includes the last day 
of the corporation’s taxable year imme­
diately preceding the first taxable year 
for which the election under section 1372 
is effective. The agreement may be signed 
on behalf of the corporation by any per­
son who is duly authorized. The agree­
ment shall be filed with the district di­
rector w ith  whom the corporation files 
its income tax return for its taxable year 
immediately preceding the first taxable 
year for which the election under sec­
tion 1372 is effective and shall be filed 
on or before the due date (including ex- 

• tensions of time) of such return. How­
ever, i f  the due date (including exten- 
ions o f tim e) of such income tax return 

«  on or before September 1, 1967, the 
greement may be filed on or before De- 

: 31'< 1967- For purposes of the two
p eceding sentences, the district director 
. „J’ lf £°°d cause is shown, permit the 
g cement to be filed on a later date, 

iiw,. * a7̂ es- This section may be 
parh f e(L-by the following examples in 
nnS- whlch i1; is assumed that X  Cor- 
nnroi-011’ an eiecting small business cor- 
ba?r?pn^ !h ich  makes its returns on the 

t the calendar year, acquired and 
itpm« J-n seryice on June 1, 1962, three 
an?L?- sef tion 38 Property. The basis

1 sectiS^ated useful life of each item of section 38 property are as follows:

Asset No. Basis Estimated
-------------------- - useful life

i.... Years2__ $30,000 4
30,000 6

— — ~~~~
30,000 8

On December 31, 1962, X  Corporation had 2.0 
shares of stock outstanding which were 
owned equally by A and B who make their 
returns on the basis of a calendar year. 
Under § 1.48-5, the total bases of section 38 
properties was apportioned to the share­
holders of X  Corporation as follows:

Useful life category

4 to 6 
years

6 to 8 
years

8 years 
or more

Total bases_____ $30,000 $30,000 $30,000

Shareholder A (10/20)... 
Shareholder B (10/20)...

15.000
15.000

15.000
15.000

15.000
15.000

Assuming that during 1962 shareholders A 
and B did not place in service any section 
38 property and that they did not own any 
interests in other electing small business 
corporations, partnerships, estates, or trusts, 
the qualified investment of each shareholder 
is $30,000, computed as follows:

Basis Applicable Qualified in-
percentage vestment

$15,000........................... 33}* $5,000
$15,000............ .......... 66}* 10,000
$15,000____________ 100 15,000

30,000

For the taxable year 1962, each shareholder’s 
credit earned of $2,100 (7 percent of $30,000) 
was allowed under section 38 as a credit 
against his liability for tax.

Example (1 ). (i) On December 2, 1965,
X  Corporation sells asset No. 3 to Y  Cor­
poration.

(ii) The actual useful life of asset No. 3 
is three years and six months. The recom­
puted qualified investment with respect to 
each shareholder’s share of the basis of asset 
No. 3 is zero ($15,000 share of basis multiplied 
by zero applicable percentage) and for the 
taxable year 1962 each shareholder’s recom­
puted" credit earned is $1,050 (7 percent of 
$15,000). The income tax imposed by chap­
ter 1 of the Code on each of the shareholders 
for the taxable year 1965 is increased by the 
$1,050 decrease in his credit earned for the 
taxable year 1962 (that is, $2,100 original 
credit earned minus $1,050 recomputed credit 
earned).

Example (2) .  (i) On December 3, 1964,
shareholder A sells 5 of his 10 shares of stock 
in X  Corporation to C, and on December 3, 
1965, A sells his remaining 5 shares of stock 
to D. In addition, on January 2, 1966, X  Cor­
poration sells asset No. 3 to Y  Corporation.

(ii) Under paragraph (a ) (2) of this sec­
tion, on December 3, 1964, 50 percent of the 
share of the basis of each of the three items 
of section 38 property ceases to be section 38 
property with respect to shareholder A since 
immediately after the December 3, 1964, sale 
A ’s proportionated stock interest in X  Cor­
poration is reduced to 50 percent of the pro­
portionate stock interest in X  Corporation 
which he held on December 31, 1962. The 
actual useful life of the share of the bases 
of "the section 38 properties which cease to 
be section 38 property with respect to A is 
two years and six months (that is, the period 
beginning with June 1, 1962, and ending 
with December 3, 1964). A ’s recomputed 
qualified investment with respect to such 
properties Is  $15,000, computed as follows:

Basis
Applicable
percentage

Recomputed 
qualified in­
vestment

$7,500............................. 33}* $2,500
$7,500........■.................... 66 H 5,000
$7,500......... ........ ........ . 100 7,500

15,000

For the taxable year 1962 shareholder A ’s 
recomputed credit earned is $1,050 (7 percent 
of $15,000). The income tax imposed by 
chapter 1 of the Code on shareholder A for 
the taxable year 1964 is increased by the $1,- 
050 decrease in his credit earned for the 
taxable year 1962 (that is, $2,100 original 
credit earned minus $1,050 recomputed credit 
earned).

(iii) Under paragraph (a ) (2) of this sec­
tion, on December 3, 1965, the remaining 50 
percent of the share of the basis of each of 
the three items of section 38 property ceases 
to be section 38 property with respect to 
shareholder A  since immediately after the 
December 3, 1965, sale A ’s proportionate 
stock interest in X  Corporation is reduced to 
zero. The actual useful life of the share 
of the bases of the section 38 properties 
which cease to be section 38 property with 
respect to A  is three years and six months 
(that is, the period beginning with June 1, 
1962, and ending with December 3, 1965). 
A ’s recomputed qualified investment with 
respect to such properties is zero. For the 
taxable year 1962 shareholder A ’s recomputed 
credit earned is zero. The income tax im­
posed by chapter 1 of the Code on share­
holder A for the taxable year 1965 is in­
creased by $1,050 (that is, $2,100 ($2,100 
original credit earned minus zero recom­
puted credit earned) reduced by thè $1,050 
increase in tax for 1964).

(iv) The actual useful life of asset No. 3
which was sold on January 2, 1966, is three 
years and seven months. The recomputed 
qualified investment with respect to B ’s 
share of the basis of asset No. 3 is zero ($15,- 
000 share of basis multiplied by zero appli­
cable percentage) and for the taxable year 
1962, B ’s recomputed credit earned is $1,050 
(7 percent of $15,000). The income tax im­
posed by chapter 1 of the Code on share­
holder B for the taxable year 1966 is in­
creased by the $1,050 decrease in his credit 
earned for the taxable year 1962 ($2,100 
original credit earned minus $1,050 recom­
puted credit earned). The sale of asset No. 
3 on January 2, 1966, by X  Corporation has 
no effect on A. v

(d) Termination or revocation of an 
election under section 1372. Section 38 
property shall not be considered to be 
disposed of or to have ceased to be sec­
tion 38 property solely by reason of a 
termination or revocation of a corpora­
tion’s election under section 1372.

P ar. 8. Section 1.47-5 is added to read 
as follows :
§ 1.47—5 Estates and trusts.

(a) In general— (1) Disposition or 
cessation in hands of estate or trust. 
If an estate or trust disposes of any sec- 
tion 38 property (or if any section 38 
property otherwise ceases to be section 
38 property in the hands of the estate or 
trust) before the close of the estimated 
useful life which was taken into account 
in computing qualified investment with 
respect to such property, a recapture de­
termination shall be made with respect 
to the estate or trust, and’ each bene­
ficiary who is treated, under § 1.48-6, as

FEDERAL REGISTER, VOL. 32, NO. 196— TUESDAY, OCTOBER 10, 1967



14038 RULES AND REGULATIONS

a taxpayer with respect to such property. 
Each such recapture determination shall 
be made with respect to the share of the 
basis (or cost) t>f such property taken 
into account by such estate or trust and 
such beneficiary in computing its or his 
qualified investment. For purposes of 
each such recapture determination the 
actual useful life of such property shall 
be the period beginning with the date 
on which it was placed in service by the 
estate or trust and ending with the date 
of the disposition or cessation. In mak­
ing a recapture determination under this 
subparagraph with respect to a taxpayer 
there shall be taken into account any 
prior recapture determinations made 
with respect to such taxpayer in connec­
tion with the same property. For defi­
nition of “recapture determination” see 
paragraph (a) (1) of § 1.47-1.

(2) Disposition of interest, (i) If—
(a) The basis (or cost) of section 38 

property is apportioned, under § 1.48-6, 
to an estate or trust which, or to a bene­
ficiary of an estate or trust who, takes 
such basis (or cost) into account in com­
puting his qualified investment, and

(b) After the date on which such sec­
tion 38 property was placed in service by 
the estate or trust and before the close 
of the estimated useful life of the prop­
erty, such estate’s, trust’s, or such bene­
ficiary’s proportionate interest in the in­
come of the estate or trust is reduced (for 
example, by a sale, or by the terms of the 
estate or trust instrument) below the 
percentage specified in subdivision (ii) 
of this subparagraph,
then, on the date of such reduction, such 
section 38 property ceases to be section 
38 property with respect to such estate, 
trust, or beneficiary to the extent of the 
actual reduction in such estate’s, trust’s, 
or beneficiary’s proportionate interest in 
the income of the estate or trust. (For 
example, if $100 of the basis of section 
38 property was apportioned to a bene­
ficiary and if his proportionate interest 
in the income of the estate or trust is 
reduced from 60 percent to 30 percent 
(that is, 50 percent of his original 
interest), then such property shall be 
treated as having ceased to be section 38 
property to the extent of $50). Accord­
ingly, a recapture determination shall be 
made with respect to such estate, trust, 
or beneficiary. For purposes of such re­
capture determination the actual useful 
life of such property shall be the period 
beginning with the date on which it was 
placed in service by the estate or trust 
and ending with the date on which it is 
treated as having ceased to be section 38 
property with respect to the estate, trust, 
or beneficiary. In making a recapture 
determination under this subparagraph 
there shall be taken into account any 
prior recapture determination made with 
respect to the estate, trust, or beneficiary 
in connection with the same property.

(ii) The percentage referred to in 
subdivision (i) (b) of this subparagraph 
is 66% percent of the estate’s, trust’s, or 
beneficiary’s proportionate interest in 
the income of the estate or trust for the 
taxable year of the apportionment under 
§ 1.48-6. However, once property has

been treated under this subparagraph as 
having ceased to be section 38 property 
to any extent the percentage referred to 
shall be 33% percent of the estate’s, 
trust’s, or beneficiary’s proportionate in­
terest in the income of the estate or trust 
for the taxable year of the apportion­
ment under § 1.48-6.

(iii) In determining a beneficiary’s 
proportionate interest in the income of 
an estate or trust for purposes of .this 
subparagraph, the beneficiary shall be 
considered to own any interest in such 
an estate or trust which he owns di­
rectly or indirectly (through ownership 
in other entities provided such other 
entities’ bases in such interest are deter­
mined in whole or in part by reference to 
the basis of such interest in the hands of 
the beneficiary) . For example, if A, whose 
proportionate interest in the income of 
trust X  is 30 percent, transfers all of such 
interest to corporation Y  in exchange 
for all of the stock of Y  in a transaction 
to which section 351 applies, then, for 
purposes of subdivision (i) of this sub- 
paragraph, A shall be considered to own 
a 30-percent interest in trust X. Any 
taxpayer who seeks to establish his in­
terest in an estate or trust under the 
rule of this subdivision shall maintain 
adequate records to demonstrate his in­
direct interest in the estate or trust after 
any such transfer or transfers.

(b) Examples. Paragraph (a ) of this 
section may be illustrated by the follow­
ing examples in each of which it is as­
sumed that XYZ Trust, which makes its 
returns on the basis of the calendar year, 
acquired and placed in service on June 
1, 1962, three items of section 38 prop­
erty. The basis and estimated useful 
life of each item of section 38 property 
are as follows:

Asset No. Basis Estimated 
useful life

1 ................................ $30,000
Years

4
2 ............................... 30,000 6
3 ....................... ..... 30,000 8

For the taxable year 1962 the income of 
XYZ Trust is $20,000, which is allocable 
equally to XYZ Trust and beneficiary A. 
Beneficiary A makes his returns on the basis 
of a calendar year. Under § 1.48-6, the total 
bases of the section 38 properties was ap­
portioned to XYZ Trust and beneficiary A  
as follows:

Useful life category

4 to 6 
years

6 to 8 
years

8 years or 
more

Total bases........ $30,000 $30,000 $30,000

($10,000) 
XYZ Trust . .($20,000)

15,000 15,000 15,000

Beneficiary A. ($10,000) 
($20,000)

15,000 15,000 15,000

Assuming that during 1962 beneficiary A  did 
not place in service any section 38 property 
and that he did not own any interests in 
other estates, trusts, electing small business 
corporations, or partnerships, the qualified 
investment of XYZ Trust and of beneficiary 
A is $30,000 each, computed as follows:

Basis Applicable
percentage

Qualified
investment

$16,000.......................... 33% $5,000
$15,000.1..............-....... 66% i 10,000
$15,000.......................... 100 > 15,000

! 30,000

For the taxable year 1962, XYZ Trust and 
beneficiary A  each had a credit earned of 
$2,100 (7 percent of $30,000). Each such 
credit earned was allowed under section 38 
as a credit against the liability for tax.

Example (1) .  (i) On December 2, 1965,
XYZ Trust sells asset No. 3 to X  Corpora­
tion.

(ii) The actual useful life of asset No. 3 
is three years and six months. The recom­
puted qualified investment with respect to 
XYZ Trust’s and beneficiary A ’s share of the 
basis of asset No. 3 is zero ($15,000 share of 
basis multiplied by zero applicable percent­
age) and for the taxable year 1962, XYZ 
Trust’s and beneficiary A’s recomputed credit 
earned is $1,050 (7 percent of $15,000). The 
income tax imposed by chapter 1 of the 
Code on XYZ Trust and on beneficiary A for 
the taxable year 1965 is increased by the 
$1,050 decrease in his credit earned for the 
taxable year 1962 (that is, $2,100 original 
credit earned minus $1,050 recomputed credit 
earned).

Example (2 ). (i) On December 3, 1964,
beneficiary A sells 50 percent of his interest 
in the income of XYZ Trust to B, and on 
December 3, 1965, A sells his remaining 50 
percent interest to C. In addition, on Janu­
ary 2, 1966, XYZ Trust sells asset No. 3 to 
Y  Corporation.'

(ii) Under paragraph (a ) (2) of this sec­
tion, on December 3, 1964, 50 percent of the 
basis of each of the three items of section 
38 property ceases to be section 38 property 
with respect to beneficiary A since imme­
diately after the December 3, 1964, sale As 
proportionate interest in the income of XYn 
Trust is reduced to 50 percent of his propor­
tionate interest in the income of XYZ Trus 
for the taxable year 1962. The actual useful 
life of the share of the bases of the section 
38 properties which cease to be section 3 
property with respect to A  is two years an 
six months (that is, the period beginning 
with June 1, 1962, and ending with 
ber 3, 1964)^ Beneficiary A ’s recomputed 
qualified investment with respect to such 
properties is $15,000, computed as follows:

Basis Applicable
percentage

$7,500.
$7,500.
$7,500.

33%
66%

100

Qualified
investment

$2,500
5.000 
7,500
15.000

For the taxable year 1962 beneficiary A’s 
recomputed credit earned is $1,050 (7 p 
of $15,000). The income tax imposed ¥ 
chapter 1 of the Code on beneficiary 
the taxable year 1964 is increased 7 
$1,050 decrease in his credit ¿arnea i . 
taxable year 1962 (that is, $2,1(K) origm 
credit earned minus $1,050 recomputed creu
CctrnGcl) • .  i|.in qf»c-

(iii) Under paragraph (a ) (2) of this seCQ 
tion, on December 3, 1965, the remaining ^  
percent of the share of the basis of 
the three items of section 38 Property. ^  
to be section 38 property with re P _ the 
beneficiary A since immediately a«er 
December 3, 1965, sale A ’s P ™ P °^ st *  
interest in the income of XYO 0f
reduced to zero. The actual us®11«  
the share of the basis of the section 38 
erties which cease to be section 38 p
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with respect to A  is three years and six 
months (that is, the period beginning with 
June 1, 1962, and ending with December 3, 
1965). A’s recomputed qualified investment 
with respect to such properties is zero. For 
the taxable year 1962 beneficiary A ’s recom­
puted credit earned is zero. The income tax 
imposed by chapter 1 of the Code on bene­
ficiary A for the taxable year 1965 is ificreased 
by $1,050 (that is, $2,100 ($2,100 original 
credit earned minus zero recomputed credit 
earned) reduced by the $1,050 increase in 
tax for 1964).
J (iv) The actual useful life of asset No. 3 
[which was sold on January 2, 1966, is three 
[years and seven months. The recomputed 
fcualified. investment with respect to XYZ  
[Trust’s share of the basis of asset No. 3 is 
kero ($15,000 share 'of basis multiplied by 
kero applicable percentage) and for the tax­
able year 1962, XYZ Trust’s recomputed 
pedit earned is $1,050 (7 percent of $15,000). 
[The income tax imposed by chapter 1 of the 
Code on XYZ Trust for the taxable year 1966 
is increased by the $1,050 decrease in its 
[credit earned for the taxable year 1962 
[($2,100 original credit earned minus $1,050 
recomputed credit earned). The sale of 
asset No. 3 on January 2, 1966, has no effect 
ton A.

Par. 9. Section 1.47-6 is added to read 
[as follows:

[§ 1.47-6 Partnerships.
(a) In general— (1) Disposition or 

ĉessation in hands of partnership. If a 
partnership disposes of any partnership 
section 38 property (or if any partner­
ship section 38 property otherwise ceases 
Ito be section 38 property in the hands of 
fthe partnership) before the close of the 
estimated useful life which was taken 
Into account in computing qualified in­
vestment w ith  respect to such property, 
a recapture determination shall be made 
with respect to each partner who is 
treated, under paragraph (f ) of § 1.46-3, 
|as a taxpayer with respect to such prop­
erty. Each such recapture determina­
tion shall be made with respect to the 
pare of the basis (or cost) of such prop­
erty taken into account by such partner 
P computing his qualified investment, 

or purposes of each such recapture de­
termination the actual useful life of such 

sha^ 136 Per*°d beginning 
ptn the date on which it was placed in
kri+wlby the Partnership and ending 
fiui the date of the disposition or cessa- 
H  - 1 making a recapture determina- 
l  , mmer this subparagraph there shall 

mto account any prior recap- 
pre determinations made with respect to 
Irnrü * ner in connection with the same 
Betpr̂ y' ..Por definition of “recapturç 
l l ™ natl0n” see Paragraph (a) (1) of

$iMf-^Ŝ 0Ŝ 0n "Partner’s interest.

kasis (or cost) of partnership 
b  a JS property is taken into account 
fw C S 'm d  computing “ * walked
L i L f f e *  date on which such part, 
kn sendcp6? 1̂  38 property was placed 
K  i yl he Partnership and before 
S e  nr™J? the estimated useful life of 
Ee taterest^rft? partner’s Proportion- 
>tnershS S  ^  ®eneral Profits of the 
bopertvi (0 Jm the Particular item of 
‘ ale bv QiS u6duced (for example, by a 

a change in the partnership

agreement, or by the admission of a new 
partner) below the percentage specified 
in subdivision (ii) of this subparagraph, 
then, on the date of such reduction such 
partnership section 38 property ceases to 
be section 38 property with respect to 
such partner to the extent of the actual 
reduction in such partner’s proportionate 
interest in the general profits of the 
partnership (or in the particular item 
of property),. (For example, if $100 of 
the basis of section 38 property was taken 
into account by a partner and if his pro­
portionate interest in the general profits 
of the partnership is reduced from 60 
percent to 30 percent (that is, 50 percent 
of his original interest), then such prop­
erty shall be treated as having ceased to 
be section 38 property to the extent of 
$50.) Accordingly, a recapture deter­
mination shall be made with respect to 
such partner. For purposes of such re­
capture determination the actual useful 
life of such property shall be the period 
beginning with the date on which it was 
placed in service by the partnership and 
ending with the date on which it is 
treated as having ceased to be section 38 
property with respect to the partner. In 
making a recapture determination under 
this subparagraph there shall be taken 
into account any prior recapture deter­
mination made with respect to the part­
ner in connection with the same property.

(ii) The percentage referred to in sub­
division (i) (b) of this subparagraph is 
66% percent of the partner’s proportion­
ate interest in the general profits of the 
partnership (or in the particular item of 
property) for the year in which such 
property was placed in service. How­
ever, once property has been treated 
under this subparagraph as having 
ceased to be section 38 property to any 
extent the percentage referred to shall be 
33% percent of the partner’s, propor­
tionate interest in the general profits of 
the partnership (or in the particular 
item of property) for the year in which’ 
such property was placed in service.

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

(b) Examples. Paragraph (a) of this 
section may be illustrated by the follow­
ing examples in each of which it is as­

sumed that ABC Partnership, which 
makes its returns on the basis of the cal­
endar year, acquired and placed in serv­
ice on June 1, 1962, three items of sec­
tion 38 property. The basis and esti­
mated useful life of each item of section 
38 property are as follows:

Asset No. Basis Estimated 
useful life

1............. ................... $30,000
30.000
30.000

Years
4

2 _ 6
3.................... ■.............. 8

Partners A and B, who make their returns on 
the basis of a calendar year, share the profits 
and losses of ABC Partnership equally. Un­
der paragraph (f )  (2) of § 1.46-3, each part­
ner’s share of the basis of the partnership 
section 38 property is as follows:

Estimated

Partners share of 
basis

Asset No. "useful
life

Basis
A

50 per­
cent

B
60 per­
cent

1..............
Years

4 $30,000 $15,000 $15,000
2........... 6 30,000 15,000 15,000
3.............. 8 30,000 15,000 16,000

Assuming that during 1962 partners A and 
B did not place in service any section 38 
property and that they did not own any 
interests in other partnerships, electing 
small business corporations, estates, or trusts, 
the qualified investment of each partner is 
$30,000, computed as follows:

Partnership 
asset number

Share of 
basis

Appli-, 
cable per­
centage

Qualified
invest­
ment

1....................... $15,000 33H $5,0002____r, 15,000 10,000
3_____L............ . 15,000 100 15,000

30,000

For the taxable year 1962, each partner’s 
credit earned of $2,100 (7 percent of $30,000) 
was allowed under section 38 as a credit 
against his liability for tax.

Example ( I ) ,  (i) On December 2, 1965,
ABC Partnership sells asset No. 3 to X  
Corporation.

(ii) The actual useful life of asset No. 3 
is three years and six months. The recom­
puted qualified investment with respect to 
each partner's share of the basis of asset 
No. 3 is zero ($15,000 share of basis multiplied 
by zero applicable percentage) and for the 
taxable year 1962, each partner’s recomputed 
credit earned is $1,050 ( 7 percent of $15,000). 
The income tax imposed by chapter 1 of the 
Code on each of the partners for the taxable 
year 1965 is increased by the $1,050 decrease 
in his credit earned for the taxable year 1962 
(that is, $2,100 original credit earned minus 
$1,050 recomputed credit earned).

Example (2 ). (i) On December 3, 1964, 
partner A sells one-half of his 50 percent in­
terest in ABC Partnership to C, and on De­
cember 3, 1965, A sells the remaining one- 
half of his interest to D. In addition, on 
January 2, 1966, ABC Partnership sells asset 
No. 3 to X  Corporation.

(ii) Under paragraph (a ) (2) of this sec­
tion, on December 3, 1964, 50 percent of the 
basis of each of the three items of section 38 
property ceases to be section 38 property with 
respect to partner A since Immediately after 
the December 3, 1964, sale A ’s proportionate
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Interest in the general profits of ABC Part­
nership is reduced to 50 percent of his 
proportionate interest in the general profits 
of ABC Partnership for 1962. The actual 
useful life of the share of the basis of each 
of the section 38 properties which cease to 
be section 38 property with respect to A is 
two years and six months (that is, the period 
beginning with June 1,1962, and ending with 
December 3, (1964). Partner A ’s recomputed 
qualified investment with respect to such 
properties is $15,000, computed as follows:

Partnership 
asset No.

Share of 
basis

Appli­
cable per­
centage

Qualified
invest­
ment

1....................... $7,500
7.500
7.500

33%
66%

100

$2,500
5,000
7,5002.......................

3............. -........
15,000

For the taxable year 1962 partner A ’s re­
computed credit earned is $1,050 (7 percent 
of $15,000). The income tax imposed by 
chapter 1 of the Code on partner A for the 
taxable year 1964 is increased by the $1,050 
decrease in his credit earned for the taxable 
year 1962 (that is, $2,100 original credit 
earned minus $1,050 recomputed credit 
earned).

(iii) Under paragraph (a ) (2) of this sec­
tion, on December 3, 1965, the remaining 50 
percent of the share of the basis of each of 
the three items of section 38 property ceases 
to be section 38 property with respect to 
partner A since immediately after the De­
cember 3,1965, sale A ’s proportionate interest 
in the general profits of ABC Partnership is 
reduced to zero. The actual useful life of 
the share of the bases of the section 38 
properties which cease to be section 38 prop­
erty with respect to A is three years and six 
months (that is, the period beginning with 
June 1, 1962, and ending with December 3, 
1965). A ’s recomputed qualified investment 
with respect to such properties is zero. For 
the taxable year 1962 partner A ’s recomputed 
credit earned is zero. The income tax im­
posed by chapter 1 of the Code on partner 
A for the taxable year 1965 is increased by 
$1,050 (that is, $2,100 ($2,100 original credit 
earned minus zero recomputed credit earned) 
reduced by the $1,050 increase in tax for 
1964).

(iv) The actual useful life of asset No. 8 
which was sold on January 2, 1966, is three 
years and seven months. The recomputed 
qualified investment with respect to partner 
B ’s share of the basis of asset No. 3 is zero 
($15,000 share of basis multiplied by zero 
applicable percentage) and for the taxable 
year 1962, partner B ’s recomputed credit 
earned is $1,050 (7 percent of $15,000). The 
income tax imposed by chapter 1 of the 
Code on partner B for the taxable year 1966 
is increased by the $1,050 decrease in his 
credit earned for the taxable year 1962 
($2,100 original credit earned minus $1,050 
recomputed credit earned). The sale of asset 
No. 3 on January 2, 1966, has no effect on A.

P ar. 10. Section 1.48-3 is amended by 
revising paragraph (d) to read as fol­
lows:
§ 1.48-3 Used section 38 property. 

* * * * *
(d) The next paragraph is (e).

* * * * *
P ar. 11. Section 1.48-5 is amended by 

revising subparagraph (3) of paragraph 
(a ) to read as follows:

§ 1.48—5 Electing small business corpo­
rations.

(a ) In general. * * *
(3) A  shareholder to whom the basis 

(or cost) of section 38 property is ap­
portioned shall, for purposes of the credit 
allowed by section 38, be treated as the 
taxpayer with respect to such property. 
Thus, the total cost of used section 38 
property apportioned to him by the elect­
ing small business corporation must be 
taken into account as cost of used section 
38 property in determining whether the 
$50,000 limitation on the cost of used 
section 38 property which may be taken 
into account by the shareholder in com­
puting qualified investment for any 
taxable year is exceeded. If a share­
holder takes into account in determining 
his qualified investment any portion of 
the basis (or cost) of section 38 prop­
erty placed in service by an electing small 
business corporation and if such prop­
erty subsequently is disposed of or other­
wise ceases to be section 38 property in 
the hands of the corporation, such share­
holder shall be subject to the provisions 
of section 47. See § 1.47-4.

• * * * *
Par 12. Section 1.48-6 is amended by 

revising subparagraph (3) of paragraph
(a) and by adding a new subparagraph
(5) at the end thereof. These revised 
and added provisions read as follows:
§ 1.48-6 Estates and trusts.

(a) In generals * * *
(3) A beneficiary to whom the basis 

(or cost) of section 38 property is ap­
portioned shall, for purposes of the 
credit allowed by section 38, be treated 
as the taxpayer with respect to such 
property. Thus, the total cost of used 
section 38 property apportioned to him 
by the estate or trust must be taken into 
account as cost of used section 38 prop­
erty in determining whether the $50,000 
limitation on the cost of used property 
which may be taken into account by the 
beneficiary in computing qualified in­
vestment for any taxable year Is ex­
ceeded. If a beneficiary takes into ac­
count in determining his qualified 
investment any portion of the basis (or 
cost) of section 38 property placed in 
service by an estate or trust and if such 
property subsequently is disposed of or 
otherwise ceases to be section 38 prop­
erty in the hands of estate or trust, such 
beneficiary shall be subject to the pro­
visions of section 47. See § 1.47-5.

* * * * *
(5) If during the taxable year of an 

estate or trust a beneficiary’s interest in 
the income of such estate or trust termi­
nates, the basis (or cost) of section 38 
property placed in service by such estate 
or trust after such termination shall not 
be apportioned to such beneficiary. 

* * * * *
Par. 13. Section 1.48-7 is amended by 

revising subparagraph (2) (iv) of para­
graph (a) to read as follows:

§1.48—7 Adjustment to basis.
(a) Reduction of basis; general. * * *
(2 ) Special rules. * * *
(iv) The basis of section 38 property, 

which is disposed of or otherwise ceases 
to be section 38 property in the taxable 
year in which it is placed in service (ex­
cept where § 1.47-3 applies), shall not be 
reduced. See paragraph (a) (2) of 
§1.46-3 .

P ar . 14. There is inserted immediately 
after § 1.1372-5 the following new sec­
tion:
§ 1.1372—6 Treatment of section 38 

property o f a corporation electing to 
be a small business corporation.

See paragraph (b) of § 1.47-4 fo r rules 
relating to the treatment of section 38 
property of a corporation which makes 
an election under section 1372 to be an 
electing small business corporation.
(Secs. 38(b) (76 Stat. 963; 26 U.S.C. 38) and 
7805 (68A Stat. 917; 26 U.S.C. 7805) of the 
Internal Revenue Code of 1954)
[F.R. Doc. 67-11818; Filed, Oct. 9, 1967; 

8:45 a.m.]

Title 29— LABOR
Chapter XIII— Bureau of Labor Stand­

ards, Department of Labor
SHIP REPAIRING, SHIPBUILDING, AND 

SHIPBREAKING
Safety and Health Regulations; 

Miscellaneous Amendments
On May 30, 1967, a proposal to amend 

the Safety and Health Regulations for 
Ship Repairing, Shipbuilding, and Ship­
breaking, under section 41 of the Long­
shoremen’s and Harbor W orkers ’ Com­
pensation Act (33 U.S.C. 941) was pub­
lished in the F ederal R egister (32 F.K- 
7859). Interested persons were provided 
opportunity to submit data, views, or 
argument both orally and in writing m 
regard to the proposals.

After consideration of all relevant 
matter presented by interested persons, 
I  have decided to and do hereby adopt 
the proposed amendments, with certain 
changes, as follows:

In Part 1501— Safety and Health Reg­
ulations for Ship Repairing:

1. In § 1501.5 the address for tne 
American Society of Mechanical Engi­
neers is changed to “345 East 4 
Street, New York, N.Y. 10017.”
tion, the reference “§ 150 1.1 1 (a) (6) 
Threshold Limit Values is changed 
“§ 1501.11 (a) (3) and (b) (3).” ,

2. Paragraph (a) (1) of § 150 „ nd 
changed by adding the reference „ 
1501.25a) (5 ),” after “§ 1501.24(b)

3. In paragraph (a) (2) of § 1 5 °^
the abbreviation “N.F.P.A. is cha g 
by spelling it out aŝ  “National Fire 
tection Association.” . . , ,n1 io,

4. In paragraph (b ) (1) of § ' d
the abbreviation “N.F.P.A.’ i s J * f  
by spelling it out as “National Fire 
tection Association.” In ad5?«?,mber 
sentence is terminated after the
§ 1501.13.
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