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deposits located outside the United
States (as defined in section 638 and the
regulations thereunder), does not ex-
ceed—

(i) $400,000 minus

(il) All amounts deducted or deferred
during the taxable year and all preced-
ing taxable years under section 617 or
section 615 of the Internal Revenue Code

. of 1954 and section 23 (ff) of the Internal
Revenue Code of 1939 by corporations
which are members of the group during
the taxable year (and individuals or
corporations which have transferred any
mineral property to any such member
within the meaning of section 617(g)
(2) (B)) for taxable years ending after
December 31, 1950 and prior to the tax-
able year, then the deduction under sec-
tion 617 with respect to such foreign ex-
penditures and paragraph (¢) of
§ 1.1502-12 for each member shail be no
greater than an allocable portion of such
amount hereinafter referred to as the
“consolidated foreign exploration limita-
tion.” Such allocable portion shall be de-
termined under subparagraph (2) of this
paragraph, If the amount of such ex-
penditures exceeds the consolidated
foreign exploration limitation, no deduc-
tion shall be allowed with respect to such
excess.

(2) Allocable portion of limitation. A
member’s allocable portion of the con-
solidated foreign exploration limitation
for a consolidated return year shall be—

(i) The amount allocated by the com-
mon parent pursuant to an allocation
plan adopted by the consolidated group,
but in no event shall a member be al-
located more than the amount it could
have deducted had it filed a separate re-
turn, Such allocation plan must include
a statement which also contains the to-
tal foreign exploration expenditures of
each member which could have been de-
ducted under section 617 if the member
had filed a separate return, Such plan
must be attached to a consolidated re-
turn filed on or before the due date of
such return (including extensions of
time), and may not be changed after
such date, or

(ii) If no plan is filed in accordance
with subdivision (i) of this subpara-
graph, then the portion of the consoli-
dated foreign exploration limitation al-
locable to each member incurring such
expenditures is an amount equal to such
limitation multiplied by a fraction, the
numerator of which is the amount of
foreign exploration expenditures which
could have been deducted under section
617 by such member had it filed a sepa-
rate return and the denominator of
which is the aggregate of such amounts
for all members of the group.

(b) Section 615—(1) In general. If the
aggregate amount of the expenditures,
to which section 615(a) applies, which
are paid or incurred by the members of
the group during any consolidated return
year exceeds the lesser of—

(1) $100,000, or

(ii) $400,000 minus all such expendi-
tures deducted (or deferred) by corpora~-
tions which are members of the group
during the taxable year (and individuals
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or corporations which have transferred
any mineral property to any such mem-
ber within the meaning of section 615
(¢)(2) (B)) for taxable years ending
after December 31, 1950, and prior to the
taxable year, then the deduction (or
amount deferrable) under section 615
and paragraph (c¢) of § 1.1502-12 for
each member shall be no greater than
an allocable portion of such Ilesser
amount, hereinafter referred to as the
“consolidated exploration limitation”.
Such allocable portion shall be deter-
mined under subparagraph (2) of this
paragraph.

(2) Allocable portion of limitation. A
member's allocable portion of the con-
solidated exploration limitation for a
consolidated return year shall be—

(i) The amount allocated by the com-
mon parent pursuant to an allocation
plan adopted by the consolidated group,
but in no event shall a member be allo=
cated more than the amount it could have
deducted (or deferred) had it filed a sepa-
rate return. Such allocation plan must
include a statement which also contains
the total exploration expenditures of each
member for the taxable year, and the
expenditures of each member which could
have been deducted (or deferred) under
section 615 if the member had filed a
separate return. Such plan must be at-
tached to a consolidated return filed on
or before the due date of such return (in-
cluding extensions of time), and may not
be changed after such date, or

(ii) If no plan is filed in accordance
with subdivision (i) of this subparagraph,
then the portion of the consolidated ex-
ploration limitation allocable to each
member incurring such expenditures is
an amount equal to such limitation mul-
tiplied by a fraction, the numerator of
which is the amount which could have
been deducted (or deferred) under sec-
tion 615 by such member had it filed a
separate return and the denominator of
which is the aggregate of such amounts
for all members of the group.

(¢) Examples. The provisions of this
section may be illustrated by the follow-
ing examples:

Ezample (1). Corporation X and its wholly
owned subsidiaries, corporations ¥ and Z,
file a consolidated return for the calendar
year 1971. None of the corporations have in-
curred exploration expenditures described in
section 617 in previous years. During 1971,
X incurred foreign exploration expenditures
of $30,000, Y of $20,000, and Z of $40,000, The
amount of foreign exploration expenditures
deductible under section 617 for purposes of
computing separate taxable income under
§ 1.1502-12 will be the amount actually ex-
pended by each corporation.

Ezample (2). Assume the same facts as in
example (1) except that prior to 1971, X, Y,
and Z had deducted (or deferred) under
section 615 and 617 a total of $300,000 of ex-
ploration expenditures. During 1971, with re-
spect to deposits located outside the United
States X incurred exploration expenditures
of $25,000, Y of 875,000, and Z of $125,000. The
consolidated exploration Ilimitation under
paragraph (a) of this section with respect
to the forelgn deposits (there is no limita-
tion with respect to the domestic expendi-
tures) is $100,000. X may allocate the $100,000
in any manner among the three members, ex-
cept that X may not be allocated more than

$25,000 nor Y more than $75,000, the amount
actually expended by X and Y and which
they could have deducted had they each
filed a separate return. If the allocation is not
made in accordance with paragraph (a) (2) (1)
of this section, the $100,000 limitation will be
allocated under paragraph (a) (2) (1) of this
section as follows:

Allo-
Corporation Expend- Frac- Limita- cable
iture tion tion por-
tion
> (S =t $25, 000 25, 000 o
L . 75,
.......... )y _75, 000 = 8§37 50
: 00,000 X $100,000 = $37,500

$125, 000 100, 000
200,

000 X $100,000 = §50,000

The denominator of $200,000 was calculated
as follows:

X=825,000

Y =#75,000

Z=$100,000 (maximum amount allowed if

filed separately)
Total $200,000.

Ezample (3). Assume the same facts as in
example (2) and that on January 1, 1971, X
acquired all of the stock of corporation T
which prior to its taxable year beginning
January 1, 1971, had previously deducted (or
deferred) $310,000 of exploration expendi-
tures. Assume further that in 1971 X in-
curred $25,000 of foreign exploration expend-
itures, Y $50,000, T $50,000, and Z none, 4
consolidated return is filed for 1971. None of
the expenditures may be deducted under
section 617 since the consolidated exploration
limitation is zero. The limitation is zero since
the aggregate amount of previously deducted
(or deferred) exploration expenditures by
the members of the group exceeds $400,000.
(The total of such expenditures is $410,000,
of which $310,000 is attributable to T and,
assuming the allocation of the limitation in
example (2) is made under paragraph
(a) (2) (1) of this section, $12,500 is attribut-
able to X, $37,500 to Y, and $50,000 to Z.

Ezample (4). Assume the same facts as in
example (3) except that on December 31,
1971, X sold all of the stock in Z to an
unrelated party. The consolidated explora-
tion limitation for 1972 will be $40,000, com=
puted by subtracting from $400,000, the ag-
gregate amount of previously deducted (or
deferred) exploration expenditures incurred
by the members of the group prior to 1972,
(The total of such expenditures is $360,000.
of which $12,500 is attributable to X, §37,500
to Y and $310,000 to T.) Amounts previously
deducted (or deferred) by Z are not taken
into account since it was not a member of
the group at any time during 1972. Amounts
previously deducted (or deferred) by Z shall
be taken into account by it for subsequent
separate return years,

[FR Doc.72-10020 Filed 6-29-72;8:54 am]

[T.D. 7191]

PART 1—INCOME TAX; TAXABLE
YEARS BEGINNING AFTER DECEM-
BER 31, 1953

Certain Sales of Low-Income Housing
Projects

On November 24, 1971, notice of pro-
posed rule making with respect to the
amendment of the Income Tax Regula-
tions (26 CFR Part 1) to conform the
regulations to the provisions of section
910(2) of the Tax Reform Act of 196
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(83 Stat. 718), relating to certain sales
of low-income housing projects, was pub-
lished in the FeperAL REGISTER (36 F.R.
22304). After consideration of all such
relevant matter as was presented by in-
terested persons regarding the rules pro-
posed, the amendment as proposed is
hereby adopted, subject to the following
changes:

Section 1.1039-1 is changed by revising
the last sentence of paragraph (b)(1),
by revising the first sentence of para-
graph (b) (3), by redesignating para-
graph (¢) (4) as paragraph (¢) (4) (i) and
adding a new paragraph (¢)(4) (ii), by
revising the first sentence of paragraph
(d) (1), and by revising the first sentence
of paragraph (d) (2). These revised and
added provisions read as set forth below.

(Sec. 1039 of the Internal Revenue Code of
1054 (83 Stat. 718; 26 U.S.C. 1039) and sec.
7805 of the Internal Revenue Code of 1954
(68 Stat, 917; 26 U.S.C, 7805) )

[sEAL] JOHNNIE M. WALTERS,
Commissioner of Internal Revenue.

Approved: June 26, 1972.

FreDERIC W. HICKMAN,
Acting Assistant Secretary
of the Treasury.

In order to conform the Income Tax
Regulations (26 CFR Part 1) to the pro-
visions of section 910(a) of the Tax Re-
form Act of 1969 (83 Stat. 718), the
following new sections are added im-

mediately after § 1.1038-2:

§ 1.1039 Statutory provisions; certain
sales of low-income housing projects.

(a) Nonrecognition of gain.—If—

(1) A qualified housing project is sold or
disposed of by the taxpayer in an approved
disposition, and

(2) Within the reinvestment period the
laxpayer constructs, reconstructs, or ac-
quires another qualified housing project.

Then, at the election of the taxpayer, gain
from such approved disposition shall be
recognized only to the extent that the net
amount realized on such approved disposi-
tion exceeds the cost of such other qualified
housing project. An election under this sub-
section shall be made at such time and in
fuch manner as the Secretary or his delegate
prescribes by regulations.

(b) Definitions.— ¥For purposes of this

section—
. 1) Qualified housing project—The term
qualified housing project’” means a project
% provide rental or cooperative housing for
lower income families—

(A) With respect to which a mortgage is
Insured under section 221 (d) (3) or 236 of the
National Housing Act, and

(B) With respect to which the owner is,
under such sections or regulations issued
thereunder—

(1) Limited as to the rate of return on
his investment in the project, and

(i) Limited as to rentals or occupancy
charges for units in the project.

(2) Approved disposition.—The term “ap-
pProved disposition” means a sale or other
o ition of a qualified housing project to

¢ tenants or occupants of units in such
Project, or to a cooperative or other nonprofit
;"l;sanlzatlon formed solely for the benefit of
mﬂl tenants or occupants, which sale or

Sposition is approved by the Secretary of
ug“sms and Urban Development under sec-
A 1 221(d) (3) or 236 of the National Housing
Ct or regulations issued under such sections.
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(3) Reinvestment period —~The reinvest-
ment period, with respect to an approved
disposition of a qualified housing project, is
the period beginning 1 year before the date
of such approved disposition and ending—

(A) One year after the close of the first
taxable year in which any part of the gain
from such approved disposition is realized, or

(B) Subject to such terms and conditions
as may be specified by the Secretary or his
delegate, at the close of such later date as
the Secretary or his delegate may designate
on application by the taxpayer. Such appli-
cation shall be made at such time-and in
such manner as the Secretary or his delegate
prescribes by regulations.

(4) Net amount realized.—The net amount
realized on an approved disposition of a
qualified housing project is the amount real-
ized reduced by—

(A) The expenses paid or incurred which
are directly connected with such approved
disposition, and

(B) The amount of taxes (other than in-
come taxes) paid or incurred which are at-
tributable to such approved disposition.

(c) Special rules—¥For purposes of apply-
ing subsection (a) (2) with respect to an ap-
proved disposition—

(1) No property acquired by the taxpayer
before the date of the approved disposition
shall be taken into account unless such prop-
erty 1s held by the taxpayer on such date, and

(2) No property acquired by the taxpayer
shall be taken into account unless, except
as provided in subsection (d), the unadjusted
basis of such property is its cost within the
meaning of section 1012.

(d) Basis of other qualified housing proj-
ect.—If the taxpayer makes an election under
subsection (a) with respect to an approved
disposition, the basis of the qualified housing
project described in subsection (a)(2) shall
be its cost reduced by an amount equal to
the amount of gain not recognized by reason
of the application of subsection (a).

(e) Assessment of deficiencies—(1) De-
ficiency attributabdle to gain—If the taxpayer
has made an election under subsection (a)
with respect to an approved disposition—

(A) The statutory period for the assess-
ment of any deficiency, for any taxable year
in which any part of the gain on such ap-
proved disposition is realized, attributable to
the gain on such approved disposition shall
not expire prior to the expiration of 3 years
from the date the Secretary or his delegate
is notified by the taxpayer (in such manner
as the Secretary or his delegate may by reg-
ulations prescribe) of the construction, re-
construction, or acquisition of another quali-
fled housing project or of the fallure to
construct, reconstruct, or acquire another
qualified housing project, and

(B) Such deficiency may be assessed before
the expiration of such 3-year period not-
withstanding the provisions of section 6212
(c) or the provision of any other law or rule
of law which would otherwise prevent such
assessment.

(2) Time jor assessment of other deficien-
cies attributable to election—If a taxpayer
has made an election under subsection (a)
with respect to an approved disposition and
another qualified housing project is con-
structed, reconstructed, or acquired before
the beginning of the last taxable year in
which any part of the gain upon such ap-
proved disposition is realized, any deficiency,
to the extent resulting from such election,
for any taxable year ending before such last
taxable year may be assessed (notwithstand-
ing the provisions of section 6212(¢) or 6501
or the provisions of any other law or rule of
law which would otherwise prevent such
assessment) at any time before the expira-
tion of the period within which a deficiency
for such last taxable year may be assessed.
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[Sec. 1039, as added by sec. 910(a), Tax
Reform Act of 1963 (83 Stat, 718)]

§ 1.1039~1 Certain sales of low-income
housing projects.

(a) Nonrecognition of gain. Section
1039 provides rules under which the tax-
payer may elect not to recognize gain
in certain cases where a qualified hous-
ing project is sold or disposed of after
October 9, 1969, in an approved dispo-
sition and another such qualified hous-
ing project or projects (referred to as the
‘‘replacement project’) is acquired, con-
structed, or reconstructed within a spec-
ified reinvestment period. If the re-
quirements of section 1039 are met, and
if the taxpayer makes an election in
accordance with the provisions of para-
graph (b) (4) of this section, then the
gain realized upon the sale or disposi-
tion is recognized only to the extent that
the net amount realized on such sale or
disposition exceeds the cost of the re-
placement project. The terms “qualified
housing project,” “approved disposition,"
“reinvestment period,” and “net amount
realized” are defined in paragraph (c)
of this section.

(b) Rules of application—(1) In gen-
eral. The election under section 1039(a)
may be made only by the taxpayer own-
ing the qualified housing project disposed
of. Thus, if the qualified housing project
disposed of is owned by a partnership,
the partnership must make the election.
(See section 7T03(b).) Similarly, if the
qualified housing project disposed of is
owned by a corporation or trust, the
corporation or trust must make the elec-
tion. In addition, the reinvestment of
the taxpayer must be in such a manner
that the taxpayer would be entitled to a
deduction for depreciation on the re-
placement project. Thus, if the qualified
housing project disposed of is owned
by individual A, the purchase by A of
stock in a corporation owning or con-
structing such a project or of an interest
in a partnership owning such a project
will not be considered as the purchase or
construction by A of such a project.

(2) Special rules. (i) The cost of a
replacement project acquired before the
approved disposition of a qualified hous-
ing project shall be tazen into account
under section 1039 only if such property
is held by the taxpayer on the date of
the approved disposition.

(ii) Except as provided in section 1039
(d), no property acquired by the tax-
payer shall be taken into account for
purposes of section 1039(a)(2) unless
the unadjusted basis of such property is
its cost within the meaning of section
1012. For example, if a qualified housing
project is acquired in an exchange under
section 1031, relating to exchange of
property held for productive use or in-
vestment, such property will not be taken
into account under section 1039(a) (2)
because its-basis is determined by refer-
ence to the basis of the property ex-
changed. (See section 1031(d).)

(3) Cosi of replacement project. The
taxpayer’'s cost for the replacement
project includes only amounts properly
treated as capital expenditures by the
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taxpayer that are attributable to ac-
quisition, construction, or reconstruc-
tion made within the reinvestment
period (as defined in paragraph (c) (4)
of this section). See section 263 for rules
as to what constitutes capital expendi-
tures. Thus, assume that a calendar year
taxpayer realizes gain in 1970 upon the
approved disposition of a qualified hous-
ing project occurring on January 1, 1970.
If the taxpayer had begun construction
of another qualified housing project on
January 1, 1969, and completes such con-
struction on June 1, 1972, only that por-
tion of the cost attributable to the pe-
riod before January 1, 1972, constitutes
the cost of the replacement project for
purposes of section 1039, For purposes of
determining the cost of a replacement
project attributable to a particular pe-
riod, the total cost of the project may be
allocated to such period on the basis of
the portion of the total project actually
constructed during such period.

(4) Election. (1) An election not to
recognize the gain realized upon an ap-
proved disposition of a qualified housing
project to the extent provided in section
1039(a) may be made by attaching a
statement to the income tax return filed
for the first taxable year in which any
portion of the gain on such disposition is
realized. Such a statement shall contain
the information required by subdivision
(iii) of this subparagraph. If the tax-
payer does not file such a statement for
the first taxable year in which any por-
tion of the gain is realized, but fails to
report a portion of the gain realized
upon the approved disposition as income
for such year or for any subsequent tax-
able year, then an election shall be
deemed to be made under section 1039
(a) with respect to that portion of the
gain not reported as income.

(ii) An election may be made under
section 1039(a) even though the replace-
ment project has not been acquired or
constructed at the time of election. How-
ever, if an election has been made and
(a) a replacement project is not con-
structed, reconstructed, or acquired, (b)
the cost of the replacement project is
lower than the net amount realized from
the approved disposition, or (¢) a deci-
sion is made not to construct, recon-
struet, or acquire a replacement project,
then the tax liability for the year or
years for which the election was made
shall be recomputed and an amended re-
turn filed. An election may be made even
though the taxpayer has filed his re-
turn and recognized gain upon the dis-
position provided that the period of lim-
itation on filing claims for credit or
refund prescribed by section 6511 has not
expired. In such case, a statement con-
taining the information required by sub-
division (iii) of this subparagraph should
be filed together with a claim for credit
or refund for the taxable year or years in
which gain was recognized.

(iii) The statement referred to in sub-
divisions (i) and (ii) of this subpara-
graph shall contain the following infor-
mation:

(@) The date of the approved
disposition;
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(b) If a replacement project has been
acquired, the date of acquisition and
cost of the project;

(c) If a replacement project has been
constructed or reconstructed by or for
the taxpayer, the date construction was
begun, the date construction was com-
pleted, and the percentage of construc-
tion completed within the reinvestment
period;

(d) If no replacement project has
been constructed, reconstructed, or ac-
quired prior to the time of filing of the
statement, the estimated cost of such
construction, reconstruction, or acqui-
sition;

(e) The adjusted basis of the project
disposed of; and

(f) The amount realized upon the
approved disposition and a description
of the expenses directly connected with
the disposition and the taxes (other than
income taxes) afttributable to the
disposition.

(¢) Definitions—(1) General. The defi-
nitions contained in subparagraphs (2)
through (5) of this paragraph shall ap-
ply for purposes of this section.

(2) Qualified housing project. The
term “qualified housing project” means
a rental or cooperative housing project
for lower income families that has been
constructed, reconstructed, or rehabili-
tated pursuant to a mortgage which is
insured under section 221(d) (3) or 236
of the National Housing Act, provided
that with respect to the housing project
disposed of and the replacement project
constructed, reconstructed, or acquired,
the owner of the project at the time of
the approved disposition and prior to the
close of the reinvestment period is, un-
der such sections or regulations issued
thereunder,

(i) Limited as to rate of return on
his investment in the project, and

(ii) Limited as to rentals or occupancy
charges for units in the project.

If the owner of the project is organized
and operated as a nonprofit cooperative
or other nonprofit organization, then
such owner shall be considered to meet
the requirement of subdivision (i) of this
subparagraph.

(3) Approved disposition. The term
“approved disposition” means a sale or
other disposition of a qualified housing
project to the tenants or occupants of
units in such project, or to a nonprofit
cooperative or other nonprofit organiza-
tion formed and operated solely for the
benefit of such tenants or occupants,
provided that it is approved by the Sec-
retary of Housing and Urban Develop-
ment or his delegate under section 221
(d) (3) or 236 of the National Housing
Act or regulations issued under such sec-
tions. Evidence of such approval should
be attached to the tax return or state-
ment in which the election under section
1039 is made.

(4) Reinvestment period. (1) The term
“reinvestment period"” means the period
beginning 1:year before the date of the
disposition and ending 1 year after the
close of the first taxable year in which
any part of the gain from such disposi-
tion is realized, or at such later date as

may be designated pursuant to an ap-
plication made by the taxpayer. Such ap-
plication shall be made before the ex-
piration of 1 year after the close of the
first taxable year in which any part of
the gain from such disposition is realized,
unless the taxpayer can show to the satis-
faction of the district director that—

(a) Reasonable cause exists for not
having filed the application within the
required period, and

(b) The filing of such application was
made within a reasonable time after the
expiration of the required period.

The application shall contain all the in-
formation required by paragraph (b) (4)
of this section and shall be made to the
district director for the internal revenue
district in which the return is filed for
the first taxable year in which any of the
gain from the approved disposition is
realized.

(i) Ordinarily, requests for extension
of the reinvestment period will not be
granted until near the end of such period
and any extension will usually be limited
to a period not exceeding 1 year. Al-
though granting of an extension depends
upon the facts and circumstances of a
particular case, if a predominant por-
tion of the construction of the replace-
ment project has been completed or is
reasonably expected to be completed
within the reinvestment period (deter-
mined without regard to any extension
thereof), an extension of the reinvest-
ment period will ordinarily be granted,
The fact that there is a scarcity of re-
placement property for acquisition will
not be considered sufficient grounds for
granting an extension.

(5) Net amount realized. (i) The “net
amount realized” from the approved dis-
position of a qualified housing project
is the amount realized from such dispo-
sition, reduced by—

(@) The expenses paid or incurred by
the taxpayer which are directly con-
nected with the approved disposition,
and

(b) The amount of taxes (other than
income taxes) paid or incurred by the
taxpayer which are attributable to the
approved disposition.

(i) Examples of expenses directly
connected with an approved disposition
of a qualified housing project include
amounts paid for sales or other commis-
sions, advertising, and for the prepara-
tion of a deed or other legal services in
connection with the disposition. An
amount paid for a repair to the building
will be considered as an expense directly
connected with the approved disposition
under subdivision @i)(a) of this sub-
paragraph only if such repair is required
as a condition of sale, or is required by
the Secretary of Housing and Urban
Development or his delegate as a condi-
tion of approval of the disposition.

(iii) Examples of taxes that are at-
tributable to the approved disposition
include local property transfer taxes and
stamp taxes. A local real property tax
is not so attributable.

(@) Basis and holding period of 7¢-
placement project—(1) Basis. If the tax-
payer makes an election under section
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1039, the basis of the replacement hous-
ing project shall be its cost (including
costs incurred subsequent to the rein-
vestment period) reduced by the amount
of gain not recognized under section 1039
(a), If the replacement consists of more
than one housing project, the basis deter-
mined under this subparagraph shall be
allocated to the properties in proportion
to their respective costs.

(2) Holding period. The holding pe-
riod of the replacement housing project
shall begin on the date the taxpayer ac-
quires such project, that is, on the date
the taxpayer first acquires possession or
control of such project and bears the
burdens and enjoys the benefits of
ownership of the replacement project.
(For special rule regarding the holding
period of property for purposes of sec-
tion 1250, see section 1250(e) (4).)

(e) Assessment of deficiencies—(1)
Deficiency attributable to gain. If a tax-
payer makes an election under section
1039(a) with respect to an approved dis-
position, any deficiency attributable to
the gain on such disposition, for any tax-
able year in which any part of such gain
is realized, may be assessed at any time
before the expiration of 3 years after
the date the district director or director
of the regional service center with whom
the return for such year has been filed
is notified by the taxpayer of the acqui-
sition or the completion of construction
or reconstruction of the replacement
qualified housing project or of the fail-
ure to acquire, construct, or reconstruct
a replacement qualified housing project,
as the case may be. Such a deficiency
may be assessed before the expiration of
such 3-year period notwithstanding the
provisions of section 6212(c) or the pro-
visions of any other law or rule of law
which would otherwise prevent such as-
sessment, If replacement has been made,
such notification shall contain the in-
formation required by paragraph (b) (4)
(ili) of this section. Such notification
shall be attached to the return filed for
the taxable year or years in which the
replacement occurs, or in which the
period for the replacement expires, and
a copy of such notification shall be filed
with the district director or director of
regional service center with whom the
election under section 1039(a) was re-
quired to be filed, if the return is not
filed with such director.

(2) Deficiency attributable to election.
If gain upon an approved disposition is
realized in two (or more) taxable years,
and the replacement qualified housing
project was acquired, constructed, or re-
constructed before the beginning of the
last such year, any deficiency, for any
taxable year before such last year, which
is attributable to an election by the tax-
payer under section 1039¢(a) may be
assessed at any time before the expira-
tion of the period within which a de-
fleiency for such last taxable year may
be assessed, notwithstanding the pro-
visxops of section 6212(c) or 6501 or the
brovisions of any law or rule of law which
Wwould otherwise prevent such assess-
Ment. Thus, if gain upon an approved
disposition is realized in 1971 and 1975,
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and if a replacement project is purchased
in 1971, any deficiency for 1971 may be
assessed within the period for assessing
a deficiency for 1975.

[FR Doc.72-10019 Filed 6-29-72;8:54 am]

[T.D. 7193)

PART 1—INCOME TAX; TAXABLE
YEARS BEGINNING AFTER DECEM-
BER 31, 1953

Gain From Dispositions of Certain
Depreciable Realty

On March 5, 1971, notice of proposed
rule making with respect to the amend-
ment of the Income Tax Regulations (26
CFR Part 1) under section 1250 of the
Internal Revenue Code of 1954 (relating
to gain from dispositions of certain
depreciable realty), as amended by sec-
tion 521 (b), (¢), and (e) of the Tax
Reform Act of 1969 (83 Stat. 652, 653),
was published in the FEDERAL REGISTER
(36 F.R. 4388) . After consideration of all
such relevant matter as was presented by
interested persons regarding the rules
proposed, the amendment as proposed is
hereby adopted, subject to the following
changes:

ParagraPE 1. Section 1.1250-1 is
changed by inserting a new sentence be-
tween the second and third sentences of
paragraph (a) (2) (i), by revising the
second and fourth sentences of example
(2) of paragraph (a) (3) (iii), by revising
the ninth and 12th (i.e., the last) sen-
tences of example (2) of paragraph (g),
and by adding a new example (3) to
paragraph (g). The revised and added
provisions read as set forth below.

PAR. 2. Section 1.1250-2 is revised by
redesignating paragraph (b) (6) as para-
graph (b) (7), by adding a new para-
graph (b) (6), and by adding new ex-
amples (4) and (5) to paragraph (b) (7)
as redesignated. These added provisions
read as set forth below.

(Sec, 7805 of the Internal Revenue Code of
1054 (68A Stat. 917; 26 U.S.C. 7805))

[sEAL] JOHNNIE M. WALTERS,
Commissioner of Internal Revenue.

Approved: June 26, 1972,

FrEDERIC W. HICKMAN,
Acting Assistant Secretary
of the Treasury.

In order to reflect section 521 (b), (¢),
and (e) of the Tax Reform Act of 1969
(83 Stat. 652, 653), the Income Tax
Regulations (26 CFR Part 1) under sec-
tion 1250 of the Internal Revenue Code
of 1954 (relating to gain from disposi-
tions of certain depreciable realty) are
amended as follows:

ParaGRAPH 1, Section 1.1250-1 is
amended by adding new paragraphs (a),
(d) (1), and (g) to read as follows:

§ 1.1250-1 Gain from dispositions of
certain depreciable realty.

(a) Dispositions after December 31,
1969—(1) Ordinary income. (1) In gen-
eral, section 1250(a) (1) provides that,
upon a disposition of an item of section
1250 property after December 31, 1969,
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the applicable percentage of the lower
of—

(a) The additional depreciation (as
defined in § 1.1250-2) attributable to pe-
riods after December 31, 1969 in respect
of the property, or

(b) The excess of the amount realized
on a sale, exchange, or involuntary con-
version (or the fair market value of the
property on any other disposition) over
the adjusted basis of the property,

shall be treated as gain from the sale or
exchange of property which is neither a
capital asset nor property described in
section 1231 (that is, shall be recognized
as ordinary income) . The amount of such
gain shall be determined separately for
each item (see subparagraph (2) (i) of
this paragraph) of section 1250 property.
If the amount determined under (b) of
this subdivision exceeds the amount de-
termined undJder (a) of thic subdivision,
then such excess shall be treated as pro-
vided in subdivision (ii) of this subpara-
graph. For relation of section 1250 to
other provisions, see paragraph (¢) of
this section.

(ii) If the amount determined under
subdivision (i) (b) of this subparagraph
exceeds the amount determined under
subdivision (i) (a) of this subparagraph,
then the applicable percentage of the
lower of—

(a) The additional depreciation at-
tributable to periods before January 1,
1970, or

(b) Such excess,

shall also be recognized as ordinary
income.

(iii) If gain would be recognized upon
a disposition of an item of section 1250
property under subdivisions (i) and (ii)
of this subparagraph, and if section 1250
(d) applies, then the gain recognized
shall be considered as recognized first
under subdivision (1) of this subpara-
graph. (See example (3) () of paragraph
(c) (4) of § 1.1250-3.)

(2) Meaning of terms. (i) For pur-
poses of section 1250, the term *“disposi-
tion™ shall have the same meaning as in
paragraph (a) (3) of § 1.1245-1. “Section
1250 property” is, in general, depreciable
real property other than section 1245
property. See paragraph (e) of this sec-
tion. See paragraph (d) (1) of this section
for meaning of the term *“applicable
percentage.” If, however, the property
is considered to have two or more ele-
ments with separate periods (for ex-
ample, because units thereof are placed
in service on different dates, improve-
ments are made to the property, or be-
cause of the application of paragraph (h)
of § 1.1250-3), see the special rules of
§ 1.1250-5.

(ii) For purposes of applying section
1250, the facts and circumstances of
each disposition shall be considered in
determining what is the appropriate
item of section 1250 property. In general,
a building is an item of section 1250 prop-
erty, but in an appropriate case more
than one building may be treated as a
single item. For example, if two or more
buildings or structures on a single tract
or parcel (or contiguous tracts or par-
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cels) of land are operated as an inte-
grated unit (as evidenced by their actual
operation, management, financing, and
accounting), they may be treated as a
single item of section 1250 property. For
the manner of determining whether an
expenditure shall be treated as an addi-
tion to capital account of an item of
setcion 1250 property or as a separate
item of section 1250 property, see para-
graph (d) (2) (iii) of § 1.1250-5.

(3) Sale, exchange, or involuntary
conversion after December 31, 1969. (i)
In the case of a disposition of section 1250
property by a sale, exchange, or involun-
tary conversion after December 31, 1969,
the gain to which section 1250(a) (1)
applies is the applicable percentage for
the property (determined under para-
graph (d) (1) of this section) multiplied
by the lower of (a) the additional de-
preciation in respect of the property
attributable to periods after Decem-
ber 31, 1969, or (b) the excess (referred
to as “gain realized”) of the amount
realized over the adjusted basis of the
property.

(ii) In addition to gain recognized
under section 1250(a)(1) and sub-
division (i) of this subparagraph, gain
may also be recognized under section
1250(a) (2) and this subdivision if the
gain realized exceeds the additional de-
preciation attributable to periods after
December 31, 1969. In such a case, the
amount of gain recognized under section
1250(a) (2) and this subdivision is the
applicable percentage for the property
(determined under paragraph (d)(2) of
this section) multiplied by the lower of
(@) the additional depreciation attribut-
able to periods before January 1, 1970,
or (b) the excess (referred to as “re-
maining gain”) of the gain realized over
the additional depreciation attributable
to periods after December 31, 1969.

(iii) The provisions of this subpara-
graph may be illustrated by the following
examples:

Ezample (1). Section 1260 property which
has an adjusted basis of $500,000 is sold for
$650,000 after December 31, 1869, and thus
the gain realized 1s $150,000. At the time of
the sale the additional depreciation in re-
spect of the property attributable to periods
after December 31, 1969, is $190,000 and the
applicable percentage is 100 percent (para-
graph (d) (1) (1) (e) of this section). Since
the gain realized ($150,000), is lower than
the additional depreciation ($190,000), the
amount of gain recognized as ordinary in-
come under section 1250(a) (1) 1s $150,000
(that is, 100 percent of $150,000). No gain is
recognized under section 1250(a) (2).

Ezample (2). Section 1250 property which
has an adjusted basis of $440,000 is sold for
$500,000 on December 31, 1974, and thus the
gain realized is £60,000. The property was
acquired on March 31, 1966. At the time of
the sale, the additional depreclation attrib-
utable to periods after December 31, 1969, is
$20,000, and the additilonal depreciation
attributable to periods before January 1,
1970, is $60,000. The property qualified as
residential rental property for each taxable
year ending after December 31, 1969, and
the applicable percentage is 95 percent (par-
agraph (d) (1) (1) (¢) of this section). The
applicable percentage wunder paragraph
(d) (2) of this section is 15 percent. Since
the additional depreciation attributable to
periods after December 31, 1969 ($20,000), is
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lower than the gain realized ($60,000), the
amount of gain recognized as ordinary in-
come under section 1250(a) (1) is $19,000
(that is, 95 percent of $20,000). In addition,
gain is recognized under section 1250(a) (2)
since there is remaining gain of $40,000
(that is, the gain realized ($60,000) minus
the additional depreciation attributable to
periods after December 31, 1969 ($20,000)).
Since the remaining gain of $40,000 is lower
than the additional depreciation attribut-
able to periods before January 1, 1970
($60,000), the amount of gain recognized as
ordinary income under section 1250(a) (2) is
$6,000 (that is, 15 percent of $40,000). The
remaining $35,000 (that is, gain realized
$60,000, minus gain recognized under sec-
tion 1250(a), $25,000) of the gain may be
treated as gain from the sale or exchange of
property described in section 1231,

(4) Other dispositions after December
31, 1969. (1) In the case of a disposition
of section 1250 property after December
31, 1969, other than by way of a sale,
exchange, or involuntary conversion, the
gain to which section 1250(a) (1) ap-
plies is the applicable percentage for the
property (determined under paragraph
(d) (1) of this section) multiplied by the
lower of (a) the additional depreciation
in respect of the property attributable
to periods after December 31, 1969, or
(b) the excess (referred to as “potential
gain”) of the fair market value of the
property over its adjusted basis. In ad-
dition, if the potential gain exceeds the
additional depreciation attributable to
periods after December 31, 1969, then the
gain to which section 1250(a) (2) ap-
plies is the applicable percentage for the
property (determined under paragraph
(d) (2) of this section) multiplied by the
lower of (¢) the additional depreciation
attributable to periods before January
1, 1970, or (d) the excess (referred to as
“remaining potential gain’”) of the po-
tential gain over the additional deprecia-
tion attributable to perlods after
December 31, 1969. If property is trans-
ferred by a corporation to a shareholder
for an amount less than its fair market
value in a sale or exchange, for purposes
of applying section 1250 such transfer
shall be treated as a disposition other
than by way of a sale, exchange, or in-
voluntary conversion,

(i) The provisions of this subpara-
graph may be illustrated by the following
examples:

Ezample (1). Section 1260 property having
an adjusted basis of $500,000 and a fair
market value of $550,000 is distributed by a
corporation to a stockholder in complete
liquidation of the corporation after Decem-
ber 31, 1969, and thus the potential gain is
$50,000. At the time of the liquidation, the
additional depreciation for the property at-
tributable to periods after December 31,
1969, is $80,000 and the applicable percentage
is 100 percent (paragraph (d)(1)(1)(e) of
this section). Since the potential gain of
$50,000 is lower than the additional depre-
clation attributable to periods after Decem-
ber 31, 1969 ($80,000), the amount of gain
recognized as ordinary income under section
1250(a) (1) is $50,000 (that is, 100 pe-cent
of $50,000) even though in the absence of
section 125Q, section 836 would preclude
recognition of gain to the corporation,

Example (2). The facts are the same as in
example (1) except that the falr market
value of the property is $650,000, and thus

the potential gain is $150,000. Since the
additional depreciation attributable to
periods after December 31, 1969 ($80,000), is
lower than the potential gain of $150,000,
the amount of gain recognized as ordinary
income under section 1250(a) (1) is $80,000
(that is, 100 percent of $80,000). In addition,
section 1250(a) (2) applies since there is re-
maining potential gain of $70,000, that is,
potential gain ($150,000) minus additional
depreciation attributable to periods after
December 31, 1969 ($80,000). The additional
depreciation attributable to periods before
January 1, 1970, is $90,000 and the applicable
percentage under paragraph (d)(2) of this
section is 50 percent. Since the remaining
potential gain of $70,000 is lower than the
additional depreciation attributable to
periods before January 1, 1970 ($90,000), the
amount of gain recognized as ordinary in-
come under section 1250(a)(2) 1is $35,000
(that is, 50 percent of $70,000). Thus under
section 1250(a), $115,000 (that is, $80,000
under section 1250(a) (1), plus $35,000 under
section 1250(a) (2)) is recognized as ordinary
income, even though in the absence of sec-
tion 1250, section 336 would preclude recog-
nition of galn to the corporation,

(5) Instances of nonapplication. (i)
Section 1250(a) (1) does not apply to
losses. Thus, section 1250(a) (1) does not
apply if a loss is realized upon a sale,
exchange, or involuntary conversion of
property, all of which is considered sec-
tion 1250 property, nor does the section
apply to a disposition of such property
other than by way of sale, exchange, or
involuntary conversion if at the time of
the disposition the fair market value of
such property is not greater than its
adjusted basis.

(ii) In general, in the case of section
1250 property with a holding period
under section 1223 of more than 1 year,
section 1250(a) (1) does not apply if for
periods after December 31, 1969, there
are no “depreciation adjustments in ex-
cess of straight line” (as computed
under section 1250(b) and paragraph (b)
of § 1.1250-2).

(6) Allocation rules. (1) In the case of
a sale, exchange, or involuntary conver-
sion of section 1250 property and non-
section 1250 property in one transaction
after December 31, 1969, the total
amount realized upon the disposition
shall be allocated between the section
1250 property and the other property in
proportion to their respective fair market
values. Such allocation shall be made in
accordance with the principles set forth
in paragraph (a) (5) of § 1.1245-1 (relat-
ing to allocation between section 1245
property and nonsection 1245 property’.

(i) If an item of section 1250 prop-
erty has two (or more) applicable per-
cenfages because one subdivision of par-
agraph (d) (1) (i) of this section applies
to one portion of the taxpayer's holding
period (determined under §1.1250-4)
and another subdivision of such para-
graph applies with respect to another
such portion, then the gain realized on
a sale, exchange, or involuntary conver-
sion, or the potential gain in the case of
any other disposition, shall be allocate.d
to each such portion of the taxpayers
holding period after December 31, 1969,
in the same proportion as the additional
depreciation with respect to such item
for such portion bears to the additional
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depreciation with respect fo such item
for the entire holding period after De-
cember 31, 1969,

'S . » Ld *

(d) Applicable percentage—(1) Defi~
nition for purposes of seclion 1250(a)
(1), (i) For purposes of section 1250(a)
(1), the term “applicable percentage”
means—

(a) In the case of property disposed
of pursuant to a written contract which
was, on July 24, 1969, and at all times
thereafter binding on the owner of the
property, 100 percent minus 1 percent-
age point for each full month the prop-
erty was held after the date on which
the property was held 20 full months;

(b) In the case of property con-
structed, reconstructed, or acquired by
the taxpayer before January 1, 1975,
with respect to which a morfgage is
insured under section 221(d) (3) or 236
of the National Housing Act, or housing
is financed or assisted by direct loan or
tax abatement under similar provisions
of State or local laws, and with respect
to which the owner is subject to the
restrictions described in section 1039(b)
(1) (B) (relating to approved dispositions
of certain Government-assisted housing
projects), 100 percent minus 1 per-
centage point for each full month of the
taxpayer’s holding perioa for the prop-
erty (determined under § 1.1250-4) dur-
ing which the property qualified under
this sentence, heginning after the date
on which the property so gualified for
20 full months.

(¢) In the case of residential rental
property (as defined in section 167(j) (2)
(B)) other than that covered by (a)
and (b) of this subdivision, 100 percent
minus 1 percentage point for each full
month of the taxpayer's holding period
for the property (determined under
§1.1250-4) included within a taxable
year for which the property qualified as
residential rental property, beginning
after the date on which the property so
qualified for 100 full months.

(@) In the case of property with re-
spect to which a deduction was allowed
under section 167(k) (relating to de-
preciation of expenditures to rehabilitate
low-income rental housing), 100 percent
minus 1 percentage point for each full
month of the taxpayer's holding period
(determined under § 1.1250-4) beginning
100 full months after the date on which
the property was placed in service.

(e) In the case of all other property,
100 percent.

The provisions. of (a), (), and (¢) of
this subdivision shall not apply with re-
spect to additional depreciation described
in section 1250(b) (4). If the taxpayer’'s
holding period under § 1.1250—4 includes
& period before January 1, 1970, such
beriod shall be taken into account in
applying each provision of this subs
division,

(ii) A single item of property may
have two (or more) applicable percent-
ages under the provisions of subdivision
(1) of this subparagraph. For example, if
the provision of subdivision (i) of this
Subparagraph which applies to an item of
Section 1250 property (or to an element
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of such property if the property is treated
as consisting of more than one element
under § 1.1250-5) in the taxable year in
which the item (or element) is disposed
of did not apply to the item (or element)
in a prior taxable year which is included
within the taxpayer’s holding period
under § 1.1250-4 and which ends after
December 31, 1969, then each provision
of subdivision (i) of this subparagraph
shall apply only for the period during
which the property qualified under such
provision.

(iii) If the taxpayer makes rehabilita-
tion expenditures and elects to compute
depreciation under section 167(k) with
respect to the property attributable to
the rehabilitation expenditures, such
property will generally constitute a sepa-
rate improvement under paragraph (¢)
of § 1.1250-5 and therefore will constitute
an element of section 1250 property. For
computation of applicable percentage
and gain recognized under section 1250
(a) in such a case, see paragraph (a)
of § 1.1250-5.

(iv) The principles of this subpara-
graph may be illustrated by the following
examples:

Ezample (1). Section 1250 property is sold
on December 31, 1970, pursuant to a written
contract which was binding on the owner of
the property on July 24, 1969, and at all
times thereafter. The property was acquired
on July 31, 1968. The applicable percentage
for the property under subdivision (i) (a) of
this subparagraph is 91 percent, since the
property was held 29 full months.

Ezample (2). Section 1250 property is sold
on June 30, 1978. The property was acquired
by a calendar year taxpayer on June 30,
1966. Subdlvision (i) (e) of this subparagraph
applies to the property in 1977 and 1978.
However, subdivision (i) (¢) of this subpara-
graph applied to the property for the tax-
able years of 1970 through 1976. Thus, the
property has two applicable percentages
under this subparagraph. The period before
January 1, 1970 (42 full months), and the
period from 1870 through 1976 (84 full
months) are both taken into account Iin
determining the applicable percentage under
subdivision (1) (¢) of this subparagraph.
Thus, the applicable percentage Is 74 percent
(that is, 100 percent minus the excess of the
holding period taken into account (126 full
months) over 100 full months). The applica-
ble percentage for the years 1977 and 1978
is 100 percent under subdlivision (i) (e) of
this subparagraph.

Ezample (3). Section 1250 property is sold
on December 31, 1978. The property was
acquired by a calendar year taxpayer on
December 31, 1069. The taxpayer made re-
habilitation expenditures in 1973 and prop-
erly elected to compute depreciation under
section 167(k) on the property attributable
to the expenditures for the 60-month period
beginning on January 1, 1974, the date such
property was placed In service. Subdivision
(1) (¢) applies to the property (other than
the property with respect to which a deduc-
tion was allowed under section 167(k)) for
the taxable years of 1970 through 1978 (108
full months) and the applicable percentage
for such property is 92 percent. The appli-
cable percentage for the property with re-
spect to which a deduction under section
167(k) was allowed is 100 percent under sub-
division (i) (d) of this subparagraph, since
the holding period for purposes of such
subdivision begins on the date such property
is placed in service.

Ezample (4). Section 1250 property is sold
by & calendar year taxpayer on March 31,

12955

1974. The property was transferred to the
taxpayer by gift on December 31, 1970, and
under section 1250(e)(2), the taxpayer's
holding period for the property for purposes
of computing the applicable percentage in-
cludes the transferor's holding period of 80
full months, Subdivision (1) (¢) of this sub-
paragraph applies to the property in the
years 1970 through 1974. The applicable per-
centage under subdivision (1)(e¢) of this
subparagraph is 81 percent, since the period
before January 1, 1970 (68 full months), and
that portion of the period after Decem-
ber 31, 1969, during which such subdivision
applied (51 full months) are taken into
account.

. - - - .

(g) Ezamples. The principles of this
section may be illustrated by the follow-
ing examples:

Ezample (1). Section 1250 property which
has an adjusted basis of $350,000 is sold for
$630,000 on December 31, 1984. The property
was acquired by a calendar year taxpayer on
December 31, 1969. For the taxable years
from 1970 through 1980, the property quali-
fled as residential rental property and the
applicable percentage for those years is 68
percent (paragraph (d)(1)(i)(ec) of this
section). For taxable years from 1981 through
1984, the property did not qualify as resi-
dential rental property and the applicable
percentage for those years is 100 percent
(paragraph (d) (1) (1) (¢) of this section).
The additional depreciation for the years
from 1970 through 1980 is $120,000. The ad-
ditional depreciation for the years from 1981
through 1984 1s $20,000. The gain realized is
$280,000 (that is, amount realized, $630,000,
minus adjusted basis $350,000). The gain
recognized as ordinary income under section
1250(a) (1) is computed In two steps. First,
since the additional depreciation attributable
to the years 1970 through 1980 ($120,000) 1s
lower than the gailn reallzed attributable to
such years determined under paragraph
(a) (6) of this section ($240,000, that is, gain
realized, $280,000, multiplied by 13},), the
gain recognized as ordinary income under
section 1250(a)(1) in the first step 1is
$81,600, that is, 68 percent of $120,000. Sec~
ond, since the additional depreciation at-
tributable to the years 1981 through 1984
($20,000) 1is lower than the gain realized
attributable to those years (840,000, that is,
gain realized, $280,000, multiplied by 2y),
the gain recognized as ordinary income under
section 1250(a) (1) for the years from 1981
through 1984 is $20,000 (that Is, 100 percent
of $20,000). The total gain recognized under
section 1250(a) (1) 1is $101,600 (that is,
$81,600 plus $20,000).

Ezample (2). Section 1250 property which
has an adjusted basis of $400,000 is sold for
$472,000 on December 31, 1978. The property
was acquired on Decmber 31, 1966, The addi-
tional depreciation attributable to periods
before January 1, 1970, is $40,000 and the
applicable percentage wunder paragraph
(d) (2) of this section is zero percent. The
property qualifies as residential rental prop-
erty for the years 1970 through 1976, but
falls to qualify for 1977 and 1978. Under para-
graph (d) (1) of this section, the applicable
percentage for the years 1970 through 1976
is 80 percent (paragraph (d)(1)(1)(c) of
this section), and the applicable percentage
for the years 1977 and 1978 Is 100 percent
(paragraph (d) (1) (1) (e) of this section).
The additional depreciation attributable to
the years 1970 through 1976 is $50,000, and
the additional depreciation attributable to
the years 1977 and 1978 is $10,000. The gain
recognized as ordinary income under section
1250(a) (1) is computed in two steps. First,
since the additional depreclation attribut-

able to the years 1970 through 1976
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(850,000) is lower than the gain realized
attributable to such years ($60,000, that is.
$72,000 multiplied by %), the gain rec-
ognized under section 1250(a)(1) in the
first step is 840,000 (that is, 80 percent of
£50,000). Second, since the additional
depreciation attributable to 1977 and 1978
($10,000) is lower than the gain realized
attributable to such years ($12,000, that is,
$72,000 multiplied by %), the gain rec-
ognized under section 1250(a)(1) in the
second step is $10,000 (that is, 100 percent
of $10,000). In addition, section 1250(a) (2)
applies, However, since the applicable per-
centage is zero percent, none of the gain is
recognized as ordinary income under section
1250(a) (2). Thus, the remaining $22,000
(that is, gain realized, $72,000, minus gain
recognized under section 1250(a), $50,000)
of the gain may be treated as gain from the
sale or exchange of property described in sec-
tion 1231,

Ezxample (3). The facts are the same as in
example (2) except that the property is dis-
posed of on December 31, 1980. The property
qualifies as residential rental property for the
years 1979 and 1980. Thus, the applicable
percentage for years 1970 through 1976,
1970, and 1980 is 56 percent (paragraph (d)
(1) (1) (e) of this section). The applicable
percentage for the years 1977 and 1978 is 100
percent (paragraph (d) (1) (1) (e) of this sec-
tion). The additional depreciation for the
years 1979 and 1980 is 88,000, The gain recog-
nized under section 1250 (a) (1) is com-
puted in two steps. First, since the additional
depreciation attributable to the years 1970
through ‘1976, 1979, and 1980 ($58,000) is
lower than the gain realized attributable
to such years ($61,412, that is, $72,000 multi-

8,000 °
plied by ?GW , the gain recognized under

section 1250(a) (1) In the first step is $32,480
(that is, 56 percent of $58,000). Second, since
the additional depreciation attributable to
1977 and 1978 ($10,000) is lower than the
gain realized attributable to such years
(810,688, that is, $72,000 multiplied by
$10,000
$68,000
1250(a) (1) in the second step is $10,000
(that is, 100 percent of $10,000). In addition
section 1250(a) (2) applies. However, since
the applicable percentage is zero percent,
none of the gain is recognized as ordinary
income under section 1250(a) (2). Thus, the
remaining $29,620 (that is, gain realized,
£72,000, minus gain recognized under section
1250(a), $42,480) of the gain may be treated
as gain from the sale or exchange of property
described in section 1231.

Par. 2. Section 1250-2 is amended by
adding a new paragraph (a) (2), revising
paragraph (a) (3), adding new subpara-
graphs (2) and (4) to paragraph (b), and
by adding a new example (3) to para-
graph (b) (6), These added and revised
provisions read as follows:

§ 1.1250-2 Additional depreciation de-
fined.

(a) In general. * * *

(2) Definition for purposes of section
1250(b) (4) . Except as otherwise provided
in paragraph (e) of this section, for
purposes of section 1250(b) (4), the term
“additional depreciation” means—

(i) In the case of property with respect
to which a deduction under section 167
(k) (relating to depreciation of expendi-
tures to rehabilitate low-income rental
housing) was allowed, which at the time
of disposition has a holding period under
section 1223 of not more than 1 year

) the gain recognized under section
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from the time the rehabilitation expendi-
tures were incurred, the “depreciation
adjustments” (as defined in paragraph
(d) of this section) in respect of the
property, and

(ii) In the case of property with re-
spect to which a deduction under sec-
tion 167(k) (relating to depreciation of
expenditures to rehabilitate low-income
rental housing) was allowed, which at
the time of disposition has a holding
period under section 1223 of more than
1 year from the time the rehabilitation
expenditures were incurred, the depre-
ciation adjustments in excess of straight
line for the property, computed under
paragraph (b) (2) of this section.

For purposes of this subparagraph, all
rehabilitation expenditures which are
incurred in connection with the reha-
bilitation of an element of section 1250
property shall be considered incurred on
the date the last such expenditure is
considered incurred under the accrual
method of accounting, regardiess of the
method of accounting used by the tax-
payer with regard to other items of
income and expense, If the property con-
sists of two or more elements (for
example, if the property is placed in serv-
ice at different times), then each ele-
ment shall be treated as if it were a
separate property and the expenditures
attributable to each such element shall
be considered incurred on the date the
last such expenditure is considered
incurred.

(3) Allocation to certain periods, With
respect to a taxable year beginning in
1963 and ending in 1964, or beginning in
1969 and ending in 1970, the amount of
depreciation adjustments or of deprecia-
tion adjustments in excess of straight
line (as the case may be) shall be ascer-
tained by applying the principles of
paragraph (e¢)(3) of § 1.167(a)-8 (relat-
ing to determination of adjusted basis
of retired asset), and the amount deter-
mined in such manner shall be allocated
on a daily basis in order to determine the
portion thereof which is attributable to
a period after December 31, 1963, or after
December 31, 1969, as the case may be.

- - - - .

(b) Computation of depreciation ad-
justments in excess of straight line. * * *

(2) Depreciation wunder section 167
(k). For purposes of paragraph (a)(2)
of this section, depreciation adjustments
ic excess of straight line shall be, in the
case of any property with respect to
which a deduction was allowed under
section 167(k) (relating to depreciation
of expenditures to rehabilitate low-
income rental housing), the excess of (i)
the sum of the *depreciation adjust-
ments” (as defined in paragraph (d) of
this section) allowed in respect of the
property, over (ii) the sum such adjust-
ments would have been if such adjust-
ments had been determined for the
entire period the property was held under
the straight line method of depreciation
permitted by section 167(b) (1).

- L - - L

(4) Special rule jor computing usejul
life and salvage value (section 167(k)).

For purposes of computing under sub-
paragraph (2) (ii) of this paragraph the
sum the depreciation adjustments would
have been under the straight Iline
method, the useful life and salvage value
permitted under section 167(k) shall not
apply, the useful life of the property shall
be determined under paragraph (b) of
§ 1.167(a) -1 (or, if applicable, under the
lease-renewal-period provision of para-
graph (¢) of this section), and the
salvage value of the property shall be
determined under paragraph (c) of
§ 1.167(a)-1. Such useful life or salvage
value shall be determined by taking into
account for each taxable year the same
facts and circumstances as would have
been taken into account if the taxpayer
had used the straight line method per-
mitted under section 167(b) (1) through-
out the period the property was held.

- - - L .

(6) Determination of additional de-
preciation in certain cases. If an item of
section 1250 property is subject to two
(or more) applicable percentages, a
separate computation of additional de-
preciation shall be made for the portion
of the taxpayer’s holding period subject
to each such percentage. That is, a sepa-
rate computation shall be made to deter-
mine the excess of (i) the depreciation
adjustments (as defined in paragraph
(d) of this section) for each such por-
tion of the taxpayer’s holding period
after December 31, 1963, over (ii) the
amount such adjustments would have
been for each such portion if such ad-
justments were determined under the
straight line method of depreciation (or,
if applicable, under the lease-renewal-
period provision in paragraph (¢) of this
section). Thus, for example, in the case
of an item of section 1250 property ac-
quired on January 1, 1968, and disposed
of on January 1, 1973, if the applicable
percentage for the period before Janu-
ary 1, 1970, were determined under para-
graph (d)(2) of §1.1250-1 and the
applicable percentage for the period
after December 31, 1969, were deter-
mined under paragraph (d) (1) (i) (e) of
§ 1.1250-1, the additional depreciation
would be computed separately for the
period before January 1, 1970, and for
the period after December 31, 1969. If
the additional depreciation attributable
to any such portion of the taxpayer's
holding period is a deficit (that is, if the
depreciation adjustments for that por-
tion are less than the amount such
adjustments would have been for that
portion if depreciation adjustmepts
were determined for the entire period
the property was held under the straight
line method of depreciation, or, if appli-
cable, under the lease-renewal-period
provision in paragraph (c) of this sec-
tion), then such deficit will be applied
to reduce the additional depreciation for
other portion (or portions) of the tax-
payer's holding period. (See examples
(4) and (5) of subparagraph (7) of this
paragraph.)

(7) Examples. * * *

Ezample (3). On January 1, 1978, a calen-
dar year taxpayer sells section 1250 property-
The property, which is attributable to reha-
bilitation expenditures of $50,000 fncurred
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{n 1970, was placed in service on January 1,
1971. The taxpayer elected to compute depre-
clation for the period of 1971 through 1976
under section 167 (k). Under such section
salvage value is not taken into account in
computing annual allowances, and the use-
ful life of the property is deemed to be &
years, For purposes of applying subpara=
graph (4) of this paragraph, if the taxpayer
had used the straight line method permitted
under section 167(b) (1) for such period,
he would have used a salvage value of $5,000
and & useful life of 15 years. Depreclation
under the straight line method would thus
have been $3,000 each year, %5 of $45,000
(that is, $60,000 minus $5,000). As of Jan-
uary 1, 1078, the additional depreciation for
the property is $29,000, as computed in the
table below:

Actual Straight  Additional
Year depreci- line depraciation
ation daficit)

$3, 000 $7, 000

3, 000 7,000

3, 000 7,000

3, 000 7, 000

3,000 7,000

3, 000 (3, 000;

3, 000 (3, 000)

21, 000 20, 000

Ezample (4). Section 1250 property which
has an adjusted basis of $108,000 is sold for
$146,000 on December 31, 1972, and thus the
gain realized is $38,000. The property was
scquired on December 31, 1963. The appli-
cable percentage for the period before Janu-
ary 1, 1970, is 12 percent (paragraph (a) (2)
of §1.1250-1) and the applicable percentage
for the period after December 31, 1969, is
100 percent (paragraph (d) (1) (1) (e) of
§ 1.1250-1) . The additional depreciation must
be computed separately for the period before
January 1, 1970, and for the perlod after
December 31, 1969. Assume that the addi-
tional depreciation for the period before
January 1, 1970, is $32,000 and that there
15 a deficit in additional depreciation of
$2,000 for the period after December 31, 1969.
Accordingly, the additional depreciation for
the period before January 1, 1970 ($32,000)
is reduced to $30,000 by the $2,000 deficit in
additional depreciation for the period after
December 31, 1969. Although section 1250
(a) (1) applies to the property, none of the
gain is recognized as ordinary income under
that section since there is a deficit in addi-
tional depreciation for the period after
December 31, 1969. Gain is recognized under
section 1250(a) (2) since there is remaining
galn of $38,000 (that is, galn realized, $38,000,
minus the additional depreclation attribut-
able to periods after December 31, 1969, zero).
Since the additional depreciation attribut-
able to the period before January 1, 1970
($30,000), is lower than the gain realized
(838,000), the amount of gain recognized
under section 1250(a) (2) is $3,600 (that is,
12 percent of $30,000).

Ezample (5). Section 1250 property which
has an adjusted basis of $207,000 is sold for
$267,000 on February 24, 1988, and thus the
gain realized 1s $60,000. The property was
acquired on April 30, 1970. The applicable
Percentage for the period from April 30, 1970,
through December 31, 1981, is 60 percent
(paragraph (d) (1) (1) (¢) of §1.1250-1) and
the applicable percentage for the period
from January 1, 1982, through February 24,
1988, 15 100 percent (paragraph (d) (1) (1) (e)
of §1.1250-1). The additional depreciation
must be computed separately for the period
before January 1, 1982, and for the period
after December 31, 1981. Assume that the
additional depreciation for the period before
January 1, 1982, 1s $43,000 and that there is
a deficit in additional depreciation of $6,000
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for the period after December 31, 1981, Ac-
cordingly, the additional depreciation for the
period before January 1, 1882 ($43,000), is
reduced to $37,000 by the $6,000 deficit for
the period after December 31, 1981, There is
no gain recognized under section 1250(a) (1)
for the period after December 31, 1981, since
there is a deficit in additional depreclation
for that period. The gain recognized under
section 1250(a) (1) for the period before
January 1, 1082, is 22,200, that is, the lower
of the gain realized atributable to that pe-
riod (£60,000) or the additional depreciation
attributable to that period #$(37.000), or
$37,000, multiplied by 60 percent, the ap-
plicable percentage.

PAaR. 3. Section 1.1250-3 is amended by
adding a new example (3) to paragraph
(¢) (4) to read as follows:

§ 1.1250-3 Exceptions and limitations.
L - - - -
(¢) Limitation for certain tax-free
transactions. * * *
(4) Examples. * * *

Ezample (3). (1) Miller transfers section
1250 property after December 31, 1969, to a
corporation, which Is not exempt from taxa-
tion, in exchange for cash of 9,000 and stock
in the corporation worth $31,000, in a trans-
action qualifying under section 351. Thus,
the amount realized is $40,000 ($9,000 plus
$31,000). The property has an applicable
percentage under paragraph (d) (1) (1) (e) of
this section of 100 percent and an applicable
percentage under paragraph (d)(2) of this
section of 50 percent. The adjusted basis of
the property on the date of the transfer is
$24,000, and the gain realized is 816,000 (that
is, amount realized, $40,000, minus adjusted
basis, $24,000). The additional depreciation
attributable to periods after December 31,
1969, is $8,000 and the additional deprecia-
tion attributable to periods before January 1,
1970, is $12,000. Since the additional de-
preciation attributable to periods after De-
cember 31, 1969 ($8,000), is lower than the
gain realized ($16,000), the amount of gain
which would be recognized as ordinary in-
come under section 1250(a)(l) would be
$8,000 (100 percent of $8,000) if the limita-
tion provided in section 1250(d) (3) did not
apply. In addition, gain Is recognized under
sectlon 1250(a)(2) since there is a remain-
ing potential gain of $8,000 (that is, gain
realized, $16,000, minus additional deprecia-
tion attributable to periods after Decem-
ber 31, 1969 (£8,000)). Since the remaining
potential gain Y($8,000) is lower than the ad-
ditional depreciation attributable to periods
before January 1, 1970 ($12,000), the amount
of gain which would be recognized under
section 1250(a) (2) would be $4,000 (50 per-
cent of $8,000) if the limitation in section
1250(d) (3) did not apply. Since under sec-
tion 3851(b) gain in the amount of $9,000
would be recognized to the transferor without
regard to section 1250, the limitation in sec-
tion 1250(d)(3) limits the gain taken Into
account by the transferor under section
1250(a) to $9,000. Since the section 1250(a)
(1) gain 1s considered as recognized first
under paragraph (a) (1) (iii) of § 1.1250-1, of
the $9,000 of gain recognized, $8,000 is recog-
nized under section 1250(a) (1) and $1,000 is
recognized under section 1250(a)(2).

(ii) The amount of additional deprecia-
tion for the property in the hands of the
transferee immediately after the transfer is
$10,000, the amount of additional deprecia-
tion immediately before the transfer
(£20,000), minus the sum of (a) the amount
of additional depreciation necessary to pro-
duce an amount equal to the gain recog-
nized under section 1250(a)(1) wupon the
transfer, $8,000 (that is, gain recognized
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under section 1250(a) (1), $8,000, divided by
100 percent, the applicable percentage under
section 1250(a) (1)), plus (b) the amount of
additional depreciation necessary to pro-
duce an amount egual to the gain recog-
nized under section 1250(a)(2) upon the
transfer, $2,000 (that is, gain recognized
under section 1250(a) (2), $1,000, divided by
50 percent, the applicable percentage under
section 1250(a)(2)). Of this amount, zero
(that is, $8,000 minus $8,000) is attributable
to periods after December 31, 1969, and
$10,000 ($12,000 minus $2,000) is attributable
to periods before January 1, 1970,

- - - ~ .

Par. 4. Section 1.1250-5 is amended by
adding a new paragraph (b), to read as
follows:

§ 1.1250-5 Property with two or more
elements.
- - L] - L

(b) Dispositions ajter December 31,
1969—(1) Amount treated as ordinary
income. If section 1250 property consist-
ing of two or more elements (described
in paragraph (¢) of this section) is dis-
posed of after December 31, 1969, the
amount of gain taken into account under
section 1250(a) shall be the sum, deter-
mined in 5 steps under subparagraphs
2), (3), 4), (5), and (6) of this para-
graph, of the amount of gain for each
element, Steps 3 and 4 are used only if
the gain realized exceeds the additional
depreciation attributable to periods after
December 31, 1969, in respect of the
property as a whole.

(2) Step 1. The first step is to make
the following computations:

(i) In respect of the property as a
whole, compute the additional deprecia-
tion (as defined in section 1250(h)) at-
tributable to periods after December 31,
1969, and the gain realized. For purposes
of this paragraph, in the case of a trans-
action other than a sale, exchange, or
involuntary conversion, the gain realized
shall be considered to be the excess of
the fair market value of the property over
its adjusted basis.

(ii) In respect of each element as if it
were a separate property, compute the
additional depreciation for the element
attributable to periods after December 31,
1969, and the applicable percentage (as
defined in section 1250(a) (1)) for the
element. For additiona]l depreciation in
respect of an element of property ac-
quired in certain transactions, see para-
graph (e) of this section. For purposes of
determining additional depreciation, the
holding period of an element shall be de-
termined under section 1223, applied by
treating the element as a separate prop-
erty. However, for the purpose of deter-
mining applicable percentage, the hold-
ing period for an element shall, except
to the extent provided in paragraphs
(e) (5), (e}, and (f) of this section, be
determined in accordance with the rules
prescribed in § 1.1250-4.

(3) Step 2. The second step is to deter-
mine the amount of gain recognized for
each element under section 1250(a) (1)
in the following manner:

(1) If the amount of additional depre-
ciation in respect of the property as a
whole attributable to periods after De-
cember 31, 1969, is equal to the sum of
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the additional depreciation in respect of
each element having such additional de-
preciation, and if such amount is not
more than the gain realized, then the
amount of gain to be taken into ac-
count for an element under section
1250(a) (1) is the product of the addi-
tional depreciation attributable to
periods after December 31, 196), for the
elemenf, multiplied by the applicable
percentage for the element determined
under section 1250(a) (1).

(ii) If subdivision (i) of this sub-
paragraph does not apply, the amount of
gain to be taken into account under sec-
tion 1250(a) (1) for an element is the
product of—

(@) The additional depreciation attrib-
utable to periods after December 31, 1969,
for the element multiplied by

(b) The applicable percentage for the
element determined under section 1250
(a) (1) for the element, and multiplied by

(¢) A ratio, computed by dividing (1)
the lower of the additional depreciation
in respect of the property as a whole
which is attributable to periods after
December 31, 1969, or the gain realized,
by (2) the sum of the additional depreci-
ation attributable to periods after
December 31, 1969, in respect of
each element having such additional
depreciation,

(4) Step (3). If the gain realized ex-
ceeds the additional depreciation in re-
spect of the property as a whole attribut-
able to periods after December 31, 1969,

(1) Compute the additional deprecia-
tion attributable to periods before Janu-
ary 1, 1970, and the remaining gain (or
remaining potential gain in the case of
a fransaction other than a sale, ex-
change, or involuntary conversion), in
respect of the property as a whole.

(i) Compute the additional deprecia-
tion attributable to periods before Janu-
ary 1, 1870, and the applicable percentage
determined under section 1250(a) (2) in
respect of each element as if it were a
separate property. For additional de-
preciation in respect of an element of
property acquired in certain transac-
tions, see paragraph (e) of this section.
For purposes of determining additional
depreciation, the holding period of an
element shall be determined under sec-
tion 1223, applied by treating the element
as a separate property. However, for the
purpose of determining applicable per-
centage, the holding period of an ele-
ment shall, except to the extent pro-
vided in paragraphs (¢) (5), (e), and (f)
of this section, be determined in accord-
ance with the rules preseribed in
§ 1.1250-4.

(5) Step (4). The fourth step is to
compute the gain recognized under sec-
tion 1250(a) (2) for each element (if
computation was required under step
(3)) in the following manner:

(i) If the amount of additional de-
preciation in respect of the property as
a whole attributable to periods before
January 1, 1970, is equal to the sum of
the additional depreciation in respect of
each element having such additional
depreciation, and if such amount is not
more than the remaining gain (or re-
maining potential gain), then the
amount of gain to be taken into account
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for an element under section 1250(a) (2)
is the product of the additional deprecia-
tion attributable to periods before
January 1, 1970, for the element, multi-
plied by the applicable percentage de-
termined under section 1250(a)(2) for
the element.

(ii) If subdivision (i) of this sub-
paragraph does not apply, the amount of
gain to be taken into account for an
element under section 1250(a) (2) is the
product of —

(@) The additional depreciation at-
tributable to periods before January 1,
1970, for the element, multiplied by,

(b) The applicable percentage for the
element determined under section 1250
(a) (2), and multiplied by,

(¢) A ratio, computed by dividing (1)
the lower of the additional depreciation
in respect of the property as a whole
which is attributable to periods before
January 1, 1970,

or the remaining gain (or remaining po-
tential gain), by (2) the sum of the addi-
tional depreciation attributable to pe-
riods before January 1, 1970, in respect
of each element having additional
depreciation,

(6) Step (5). The fifth step is to com-
pute the sum of the amount of gain for
each element, as determined in steps (2)
and (4).

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

Ezample (1). Gain of $60,000 is realized
upon a sale, after the December 31, 1969,
of section 1250 property which was con-
structed by the taxpayer after such date.
The property consists of four elements (W,
X, Y, and Z). Since on the date of sale the
amount of additional depreciation attribut-
able to periods after December 31, 1969, in
respect of the property as a whole ($32,000),
Is equal to the sum of the additional depreci-
ation in respect of each element having such
additional depreciation and is less than the
gain realized, the galn recognized for each
element is determined under subparagraph
(3) (1) of this paragraph. The amount of
gain taken into account under section
1250(a) (1) is $28,500, as determined in the
following table in accordance with the addi-
tional facts assumed:

Additional Applicable Gain
Element depreciation X percentage = for
after (1250(a) (1)) ele-
Dec. 31, 1969 ment
$14,000 X 80 = $11,200
6,000 X 90 = 5, 400
2,000 X 9 = 1, 900
10,000 X 10 = 10, 000
b R e S 28, 500

Ezample (2). Assume the same facts as in
example (1), except that the property was
acquired by the taxpayer before January 1,
1970. Since the galn realized ($60,000) ex-
ceeds the additional depreciation attribut-
able to periods after December 31, 1969
($32,000), section 1250(a) (2) applies to the
remaining gain of $28,000. Since the addi-
tional depreciation in respect of the prop-
erty as a whole attributable to periods be-
fore January 1, 1970 ($21,000), is equal to
the sum of the additional depreciation in
respect of each element having such addi-
tional depreciation and is less than the re-
maining gain ($28,000), the amount of gain
recognized for each element under section
1250(a) (2) is determined under subpara-

graph (5) (1) of this paragraph, The amount
of gain taken into account under section
1250(a) (1) is $28,500 the same as in example
(1). The amount of gain taken into account
under section 1250(a) (2) is 88,900, as deter-
mined in the following table In accordance
with the additional facts assumed:

Additional Applicable Gain for

El t depreciation per = eloment
before (1250(a) (2)) (1250(a) (2))

Jan. 1, 1970

$8,000 X 0 = 0
6,000 X 10 = 600
2,000 X 15 = 300
5,000 X 60 = 3,000
000 - STLTUaRE 3, W00

Ezxample (3). (1) The facts are the same
as In example (2) except that element Y has
a deficlt In additional depreciation attribut-
able to periods after December 31, 1969, of
$6,000 and thus the additional depreciation
attributable to periods after December 31,
1969, in respect of the property as a whole
is $24,000. The sum of the additional de-
preciation for each element having addi-
tional depreciation is $30,000, or $6,000 more
than the additional depreciation in respect
of the property as a whole. Thus, the gain
recognized for each element under section
1250(a) (1) 1is determined wunder subpara-
graph (3) (i1) of this paragraph. The ratio
referred to in subparagraph (3) (i) (¢) of
this paragraph is 24:30, that is, the lower
of the additional depreciation In respect of
the property as a whole attributable to pe-
riods after December 31, 1969 ($24,000), or
the gain realized ($60,000), divided by the
sum of the additional depreciation in re-
spect of each element having such additional
depreciation ($30,000). The amount of gain
taken Into account under section 1250(a) (1)
is $21,280, as determined in the following
table:

Additional Applt- Gain

I
depreciation X cable per- X Ratio =

Ele- for
ment after contage elo-
Dec. 31, 1980  (1250¢a) (1)) ment

$14,000 X 80 X 24:30 = $8,900

6, 000 X 90 X 24:30 = 4,30

(6, 000) X 06 X 24:30 = 0

10, 000 X 100 X 24:30 = 8,000

000 s 21, 280

(11) In addition, gain is recognized under
section 1250(a) (2) since there is a remaining
potential gain of $36,000, that is, gain real-
ized ($60,000) minus the additional depre-
clation attributable to periods after Decem-
ber 31, 1969 ($24,000). The gain recognized
in respect of each element and the gain
recognized under section 1250(a)(2)
($3,8900) are the same as in example (2),
since the additional depreciation attribut-
able to periods before January 1, 1970
($21,000) is less than the remaining gain
($36,000) .

[FR Doc. 72-10021 Filed 6-29-72;8:564 am]

SUBCHAPTER D—MISCELLANEOUS EXCISE TAXES
[T.D. 7194]

PART 154—TEMPORARY REGULA-
TIONS IN CONNECTION WITH THE
AIRPORT AND AIRWAY REVENUE
ACT OF 1970

Tax on Use of Civil Aircraft

In order to provide rules relating to
the application of the tax on use of civil
aireraft to secondhand aircraft, the
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