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Rules and Regulations

Title 26—INTERNAL REVENUE

Chapter l—Internal Revenue Service,
Department of the Treasury

SUBCHAPTER A—INCOME TAX
| TD. 7203]

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

Investment Credit

on March 24, 1972, notice of proposed
rule making with respect to the amend-
ment of the Income Tax Regulations (26
CFR Part 1) under sections 46-50, 167,
169, and 1245 of the Internal Revenue
Code of 1954 (relating to the investment
credit) to reflect the changes made by
section 101-108 of the Revenue Act of
1971 (85 Stat. 498) was published in the
FeperaL RECISTER (37 FL.R. 6094), 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:

ParacrAPH 1. Section 1.46-2(g), as seb
forth in paragraph 3 of the appendix to
the notice of proposed rule making, is
changed by deleting the last sentence of
subdivision (¢) of example (5).

Par. 2. Section 1.48-4, as set forth in
paragraph 12 of the appendix to the no-
tice of proposed rule making, is changed
by deleting “March 15, 1972” from the
only sentence of paragraph (f)(2) and
the first sentence of paragraph (g)(2)
and inserting in lieu thereof “Octo-
ber 24, 1972",

Par. 3. Paragraph 21 of the appendix
to the notice of proposed rule making is
renumbered as paragraph 13, the second
word thereof is changed from “fifth”
to “third”, and the third sentence of
§1.48-4(j) is changed by deleting
“March 15, 1972” and inserting in lieu
thereof “October 24, 1972",

Par. 4. Paragraphs 22 through 29
of the appendix to the notice of pro-
posed rule making are renumbered as
paragraphs 14 through 21 respectively.
(Secs. 38(b) (76 Stat. 963; 26 U.S.C. 38(b)),
47(a) (76 Stat. 968; 26 U.S.C. 47(a)), 48(d)
(85 Stat. 507; 26 U.S.C. 48(d)), and 7805

(68A Stat. 917; 26 U.S.C, 7805), Internal Rev-
enue Code of 1954)

(sEAL] y JOHNNIE M. WALTERS,
Commissioner of Internal Revenue.

Approved: August 17, 1972,

FREDERIC W. HICKMAN,
Acting Assistant Secretary
of the Treasury.
§1.46 Statutory provisions; amount of
credit.
Sec. 46 Amount of credit. * * *

(b) Carryback and carryover of unused
credits—(1) Allowance of eredit. If the

amount of the credit determined under sub=
section (&) (1) for any taxable year exceeds
the limitation provided by subsection (a) (2)
for such taxable year (hereinafter In this
subsection referred to as “unused credit
year”) , such excess shall be—

(A) An investment credit carryback to
each of the 3 taxable years preceding the un=
used credit year, and

(B) An investment credit carryover to
each of the 7 taxable years following the
unused credit year,

and shall be added to the amount allowable
as a credit by section 38 for such years, ex-
cept that such excess may be a carryback
only to a taxable year ending after Decem-
ber 31, 1961. The entire amount of the un-
used credit for an unused credit year shall
be carried to the earliest of the 10 taxable
years to which (by reason of subparagraphs
(A) and (B)) such credit may be carried,
and then to each of the other 9 taxable years
to the extent that, because of the limitation
contained In paragraph (2), such unused
credit may not be added for a prior taxable
year to which such unused credit may be
carried, In the case of an unused credit for
an unused credit year ending before Jan-
uary 1, 1971, which is an investment carry-
over to a taxable year beginning after De-
cember 31, 1970 (determined without regard
to this sentence), this paragraph shall be
applied by substituting “10 taxable years"
for “7 taxable years" in subparagraph (B)
and by substituting “13 taxable years" for
“10 taxable years” and “12 taxable years"” for
“9 taxable years” in the preceding sentence.

(3) Special rules for carryovers from pre-
1971 unused credit years. The extent to which
an investment credit carryover from an un-
used credit year ending before January 1,
1971, may be added under paragraph (1) for
a taxable year beginning after December 31,
1970, shall be determined without regard to
paragraph (2) (A). In determining the excess
under paragraph (1) for any taxable year
beginning after December 31, 1870, the limi-
tation provided by subsection (a)(2) for
such taxable year shall be reduced by the
investment credit carryovers from such un-
used credit years (to the extent such unused
credit may not be added for a prior taxable
year).

* - - » »

(6) Certain taxable years ending in 1969,
1970, or 1971. The amount which may be
added under this subsection for any taxable
year beginning after December 31, 1968, and
ending after April 18, 1969, and before Janu-
ary 1, 1972, shall not exceed 20 percent of
the higher of—

(A) The aggregate of the Investment credit
carrybacks and investment credit carryovers
to the taxable year, or

(B) The highest amount computed under

subparagraph (A) for any preceding taxable
year which began after December 31, 1968,
and ended after April 18, 1969,
In the case of a taxable year ending after
August 15, 1971, and before January 1, 1972,
the percentage contalned In the preceding
sentence shall be Increased by 6 percentage
points for each month (or portion thereof)
in the taxable year after August 15, 1971,

(6) Additional 3-year carryover period in
cerlain cases, Any portion of an investment
credit carryback or carryover to any taxable
year beginning after December 31, 1968, and

ending after April 18, 1969, and before Janu-
ary 1, 1971, which—

(A) May be added under this subsection
under the limitation provided by paragraph
(2),and

(B) May not be added under the limita-
tion provided by paragraph (5),

shall be an investment credit carryover to
each of the 3 taxable years following the
seventh taxable year after the unused credit
year, and shall (subject to the provisions
of paragraphs (1), (2), and (5)) be added
to the amount allowable as a credit by sec-
tion 38 for such years.

(¢) Qualified invesiment, * * *

(2) Applicable percentage. For purposes of
paragraph (1), the applicable percentage for
any property shall be determined under the
following table:

The
applicable
I} the useful life is— percent-
age is—
3 years or more but less than 5 6624
Y g A I L A B T T
b years or more but less than 7 3314
BN e e s e st s i st s
7 years Or MOFe- e ccenncaena 100

For the purposes of this subpeart, the useful
life of any property shall be the useful life
used in computing the allowance for depreci-
ation under section 167 for the taxable year
in which the property is placed in service.

(8) Public utility property. * * *

(C) In the case of any interest in a sub-
marine cable circuit used to furnish tele-
graph service between the United States and
a point outside the United States of a tax-
payer engaged in furnishing international
telegraph service (if the rates for such fur-
nishing have been established or approved
by a governmental unit, agency, instrumen-
tality, commission, or similar body described
in subparagraph (B)), the qualified invest-
ment shall not exceed the qualified Invest-
ment attributable to so much of the interest
of the taxpayer in the circuit as does not
exceed 50 percent of all interests in the
cireult.

(4) [Deleted]

(d) Limitations with respect to certain
persons. * * *

(8) Noncorporate lessors. A credit shall be
allowed by section 38 to a person which is
not & corporation with respect to property
of which such person is the lessor only if—

(A) The property subject to the lease has
been manufactured or produced by the lessor,
or

(B) The term of the lease (taking Into ac-
count options to renew) 1s less than 50 per-
cent of the useful life of the property, and
for the period consisting of the first 12
months after the date on which the property
is transferred to the lessee the sum of the
deductions with respect to such property
which are allowable to the lessor solely by
reason of section 162 (other than rents and
reimbursed amounts with respect to such
property) exceeds 15 percent of the rental
income produced by such property.

In the case of property of which a partner-
ship is the lessor, the credit otherwise allow-
able under section 38 with respect to such
property to any partner which is a corpora-
tion shall be allowed notwithstanding the
first sentence of this paragraph. For pur-
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poses of this paragraph, an electing small
business corporation (as defined in section
1371) shall be treated as a person which is
not & corporation,

|Sec. 48 as added by sec. 2(b), Rev, Act 1962
(76 Stat. 963); as amended by sec. 201(d) (4),
Rev. Act 1964 (78 Stat. 32); sec. 3, Act of No-
vember 8, 1966 (Public Law 89-800, 80 Stat.
1514);: sec. 2(a), Act of December 27, 1967
(Public Law 90-225, 81 Stat. 731); secs. 301
(b)(4), 401{e) (1), and 703(b), Tax Reform
Act 1969 (83 Stat. 585, 603, and 666); secs.
102(a) (1), (b), 105(b) (3), 108 (a), (b), (c).
107(a), and 108(a), Rev. Act 1971 (85 Stat.
499, 503, 506, 507) |

PARr. 2. Section 1.46-1 is amended by
adding the following new sentence at the
end of paragraph (b) (1):

§ 1.46~1 Determination of amount.
- » * - -

(b) Limitation based on amount of
tax—(1) In general. * * * For a taxable
year beginning after December 31, 1970,
such excess shall be determined by re-
ducing the limitation described in this
paragraph by the amount of any unused
credit for a taxable year ending before
January 1, 1971, which may, under sec-
tion 46(b), be added to the amount al-
lowable as a credit for such taxable year
beginning after December 31, 1970.

. - » * -

Par. 3. Section 1.46-2 is amended by
revising subparagraphs (2) and (5) of
paragraph (a), by adding paragraph
(a) (8), by revising subparagraph (2) of
paragraph (b), by adding paragraph
(b) (3), and by revising examples (3)
and (4) of and adding examples (5) and
(6) to paragraph (g). The revised and
added provisions read as follows:

§ 1.46-2 Carryback and carryover of un-

used eredit.

(a‘) -

(2) Tazxable years to which unused
credit may be carried. Except as pro-
vided in subparagraphs (3), (4), (5),and
(6) of this paragraph, an unused credit
shall be an investment credit carryback
to each of the 3 taxable years preceding
the unused credit year and an investment
credit carryover to each of the 7 taxable
years (or 10 taxable years in cases to
which subparagraph (5) or (6) of this
paragraph applies) succeeding the un-
used credit year. An unused credit must
be carried first to the earliest of the 10
(or 13) taxable years to which it may be
carried, and then to each of the other 9
(or 12) taxable years (in order of time)
to the extent that the unused eredit may
not be added (because of the limitations
contained in paragraph (b) of this sec~
tion) to the amount allowable as a credit
under section 38 for a prior taxable year.

» » - - -

(5) Additional 3-year carryover period
in certain cases. Any portion of an un-~
used credit which is an investment
credit carryback or carryover to any
taxable year beginning after Decem-
ber 31, 1968, and before January 1,
1971, and ending after April 18, 1969,
and which may be added to the amount
allowable as a credit for such taxable

yvear under the limitation provided in
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subparagraph (1) of paragraph (b) of
this section but may not be added solely
because of the limitation provided in
subparagraph (2) of such paragraph
shall be an investment credit carryover
to each of the 10 taxable years succeed-
ing the unused credit year. If a portion of
an unused credit from any particular
unused credit year is, under this sub-
paragraph, an investment credit carry-
over to each of the 10 faxable years suc-
ceeding such unused credit year, and
if a part of such unused credit may, un-
der paragraph (b) (1) of this section, be
added to the amount allowable as a
credit under section 38 for any of the 7
taxable years succeeding such unused
credit year, such part shall be con-
sidered to consist of ratable portions of
(i) the portion of such unused credit
which is an investment credit carryover
to each of the 10 taxable years succeed-
ing such unused credit year, and (ii) the
remainder of such unused credit (i.e., the
portion of such unused credit which is
an investment credit carryover to each
of the 7 taxable years succeeding such
unused credit year).

(6) Extension of carryover period. Any
portion of an unused credit from an
unused credit year ending before Janu-
ary 1, 1971, which, without regard to this
subparagraph, may be carried over to a
taxable year beginning after Decem-
ber 31, 1970, under subparagraph (2) of
this paragraph shall be an investment
credit carryover to each of the 10 tax-
able years succeeding the unused credit
year.

(b) * *

(2) Taxable years beginning after De-
cember 31, 1968, and ending ajfter April
18, 1969, and before January 1, 1972. The
total amount of investment credit carry-
overs and carrybacks which may be ad-
ded to the amount allowable as a credit
under section 38 for any taxable year
beginning after December 31, 1968, and
ending after April 18, 1969, and before
January 1, 1972, shall not exceed 20
percent of the higher of (1) the aggre-
gate of the investment ‘credit carryovers
and carrybacks to the taxable year, or
(ii) the aggregate of the investment
credit carryovers and carrybacks to any
preceding taxable year that began after
December 31, 1968, and ended after April
18, 1969. In the case of a fractional
part of a year which is considered as a
taxable year under sections 441(b) and
7701(a)(23), the preceding sentence
shall be applied by substituting for
20 percent the percentage determined by
multiplying 124 percent by the number
of calendar months (or portions there-
of) included in such taxable year, In the
case of a taxable year ending after Au-
gust 15, 1971, and before January 1,
1972, the preceding sentences shall be
applied by increasing the percentage de-
termined thereunder by 6 percentage
points for each calendar month (or por-
tion thereof) in the taxable year after
August 15, 1971. For purposes of this
subparagraph, the investment credit
carrybacks to a taxable year shall be de-
termined without regard to subpara-
graph (3) of this paragraph and the last
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sentence of paragraph (b) (1) of § 1.46-1.

(3) Special rule jor carryovers from
pre-1971 unused credit years. In the case
of an unused credit arising in an unuseq
credit year ending before January i
1971, which may be carried to a taxable
year beginning after December 31, 1970,
the amount which may be added to the
amount allowable as a credit for such
succeeding taxable year shall be deter-
mined without regard to the credit
earned for such succeeding year. Thus,
in determining the amount, if any, of an
unused credit from a particular unused
credit year ending before January 1,
1971, which shall be added to the amount
allowable as a credit for a taxable year
beginning after December 31, 1970, only
unused credits originating in taxable
years prior to the particular unused
credit year shall be applied against the
limitation based on amount of tax for
such succeeding taxable year and the
credit earned for such succeeding year
shall not be so applied.

- - * > .
(g) Examples, * * *

Ezxample (3). A, a calendar year taxpayer,
has a total of $500 in investment credit car-
ryovers to 1969, composed of a £150 unused
credit from 1962 and a $350 unused credit
from 1968. A’s limltation based on amount of
tax for 1969 is $135. Under paragraph (b)
(2) of this section, A 15 limited to the use of
only $100 (20 percent of $500) of his unused
credits in 1969. Since, In the absence of the
20-percent limitation, A could have used 8135
of the carryover from 1962, $35 of such car-
ryover (i.e., the portion that cannot be used
in 1969 solely because of the 20-percent lim-
itation) qualifies for the additional 3-year
carryover period provided in paragraph (a)
(6) of this section.

Ezample (4). The facts are the same as in
example (3) except that in 1972 A places in
service property eligible for the investment
credit producing a credit earned of $300, A
had no credit earned or tax liabllity in 1970
and 1971, A’s tax liability In 1972 s 8100
Under paragraph (b) (2) of this section, the
limitation on the use of carryovers and car-
rybacks to 1969 is retroactively increased to
$140, l.e., 20 percent of $700, the sum of $500
In carryovers and $200 in carrybacks to 1869,
{The amount of the carryback from 1972 Is
determined without regard to the carryovers
from 1962 and 1968 that may be carried to
1972.) Therefore, an additional $35 of the
carryover from 1962 becomes usable In 1969.
Since the remalning $15 of the carryover
from 1962 is not usable because of the limi-
tation provided in paragraph (b) (1) of this
section, such $15 amount does not qualify
for the additional 8-year carryover period
provided in paragraph (a) (5) of this section.

Ezample (5). (a) B, a calendar year tax-
payer that began business on January 1L,
1970, has the following amounts of liabllity
for tax and credit earned for its taxable
years 1970, 1971, and 1972.

Liabllity
for tax

Crodit
enrned

Taxable year

$1, 000 $300
400 600
1, 000

11| SR
(g i T e oy o
| (1 SR S S e
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(b) For 1970, B has an unused credit of
$700, the excess of $1,000 (the credit earned)
over $300 (the limitation based on amount
of tax), which, under paragraph (s)(6) of
this sectlon, 1s an Investment credit carry~
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over to the 10 taxable years succeeding 1870.

(¢) Under paragraph (b) (3) of this sec-
tion, all $700 of the unused credit for 1870
1s carried to 1971 and is added to the amount
allowable as & credit for 1871 before any of
the $400 credit earned for 1971 is so allow-
able. However, under paragraph (b)(2) of
this section, only 50 percent (i.e, 20 percent
plus 6 percent for each of the five full or
partial months in the taxable year after
August 15, 1971) of the $700 unused credit
for 1070, or $350, may be added to the amount
allowable as a credit for 1871, Accordingly,
$250 of the credit earned for 1971 (the ex-
cess of $600 (the limitation based on amount
of tax for 1971) over $350 (the portion of
the unused credit for 1970 which may be
added to the amount allowable for 1971))
may be added to the amount allowable for
1971, Thus, for 1971, B has an unused credit
of $150, the excess of $400 (the credit earned
for 1971) over $260 (the excess of the limita-
tion based on amount of tax for 1971 over
the portion of the unused credit for 1970
which may be added to the amount allow=
able for 1971). In addition, the remaining
£350 of the unused credit for 1970 may be
carried to 1972,

(d) (1) B has no unused credit for
1072 without regard to paragraph (b) (3) of
this section and the last sentence of para-
graph (b) (1) of § 1.46-1, since the limita-
tion based on amount of tax for 1972 ex-
ceeds the credit earned for 1972, Thus, for
purposes of paragraph (b) (2) of this section,
the aggregate of the investment credit carry=-
overs and carrybacks to 1971 continues to be
$700. The limitation under paragraph (b) (2)
of this section on the portion of the unused
credit for 1970 which may be added to the
amount allowable for 1971 continues to be
$350.

(2) Under paragraph (b)(3) of this sec-
tion, the remaining $350 of the unused credit
for 1970 is added to the amount allowable
&s & credit for 1972 before any of the $1,000
credit earned for 1872 is so allowable, How~
ever, the remaining $150 carryover from
1971 may not be added to the amount allow-
able as a credit for 1972 until after the
credit earned in 1972 is so added. Accord-
ingly, 8850 of the credit earned for 1972 (the
excess of $1,200 (the limitation based on
amount of tax) over $350 (the unused credit
for 1970 which is added to the amount al-
lowable for 1972)) may be added to the
amount allowable for 1972, B thus has an
unused credit of $150 for 1972, the excess
of ¢1,000 (the credit earned for 1972) over
$850 (the excess of the limitation based on
amount of tax for 1872 over the portion of
the unused credit for 1970 which is added
to the amount allowable for 1972), and In
eddition, the $150 unused credit for 1971
remains as a carryover to years subsequent
to 1972,

Ezample (6). (a) The facts are the same
a3 in example (5) except that B's lability
for tax for 1971 and 1972 is $1,200 and $600,
respectively.

(b) For 1970, B has an unused credit of
$700 which 18 an investment credit carry=
over to the 10 taxable years succeeding 1970.
See paragraph (b) of example (5).

(¢) Under paragraph (b)(8) of this sec-
tion, all §700 of the unused credit for 1970
Is carried to 1971 and Is added to the amount
ellowsble as a credit for 1971 before any of
the 8400 credit earned for 1971 is so allow-
eble. However, under paragraph (b)(2) of
this section only $350 of the unused credit
for 1870 may be added to the amount allow=~
able»for 1971, Accordingly, the entire $400
credit earned for 1971 may be added to the
eémount allowable for 1971 since it is less
than $350, the excess of $1,200 (the lim-
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{tation based on amount of tax) over $350
(the portion of the unused credit for 1970
which may be added to the amount allow=~
able for 1971). Thus, B has no unused credit
for 19T1.

{(d) (1) The amount of B's unused credit
for 1972 and carryback to 1971 without re-
gard to paragraph (b) (3) of this section
and the last sentence of paragraph (b) (1) of
§ 146-1 Is 8400, the excess of $1,000 (the
credit earned for 1972) over $600 (the limita-
tion based on amount of tax for 1972). Thus,
for purposes of paragraph (b) (2) of this sec-
tion, the aggregate of the investment credit
carryovers and carrybacks to 1871 is 81,100,
the sum of the $700 carryover from 1970 to
1971 and the $400 carryback from 1972 to
1971. Thus, under paragraph (b)(2) of this
section, the portion of the unused credit for
1970 which may be added to the amount al-
lowable for 1971 is increased from 8350 to $560
(50 percent of §1,100). The entire $400 credit
earned for 1971 may continue to be added to
the amount allowable for 1971 since it is less
than $650, the excess of $1,200 (the limita-
tion based on amount of tax for 1971) over
$550 (the recomputed portion of the unused
credit for 1970 which may be added to the
emount allowable for 1971), and B thus has
no unused credit for 1971.

(2) Under paragraph (b)(3) of this sec-
tion, the remaining $150 of the unused credit
for 1970 is added to the amount allowable
as a credit for 1972 before any of the $1,000
credit earned for 1972 Is so allowable. Ac-
cordingly, 8450 of the credit earned for 1972
(the excess of $600 (the limitation based on
amount of tax for 1972) over $150 (the un-
used credit for 1970 which is added to the
amount allowable for 1972)) may be added
to the amount allowable for 1972,

(3) B thus has an unused credit of $550
for 1972, the excess of $1,000 (the credit
earned for 1972) over $450 (the excess of the
limitation based on amount of tax for 1972
over the portion of the unused credit for
1970 which is added to the amount allow-
able for 1972).

.

Par. 4. Section 1.46-3 is amended by
revising paragraph (b), by redesignating
subparagraph (1) of paragraph (e) as
subparagraph (1) (i) and adding a new
subdivision (1), by adding paragraph
(e) (7), by revising paragraph (f) (2) (ii)
(b), by adding subparagraph (5) to
paragraph (g), and by revising so much
of paragraph (h) (1) (i) as precedes (a)
thereof. The revised and added provi-

sions read as follows:
§ 1.46-3 Qualified investment.
- N - - L]

(b) Applicable percentage. The appli-
cable percentage to be applied to the
basis (or cost) of property is 331, per-
cent if the estimated useful life of the
property is 3 years or more but less than
b years; 6624 percent if the estimated
useful life is 5 years or more but less than
7 years; or 100 percent if the estimated
useful life is 7 years or more. In the case
of property which is not described in sec-
tion 50, the preceding sentence shall be
applied by substituting “4 years” for “3
years”, “6 years” for “5 years”, and “8
years" for “7 years”. The provisions of
this paragraph may be illustrated by the
following example:

Ezxample. Corporation ¥ eacquires and
places in service during 1972 the following
new and used section 38 properties:

Property xamuu‘g useful Basls

(or cost)

Corporation Y's qualified investment for
1972 is $220,000 determined in the following
manner:

Property  Basls (or  Applicable Qualified
cost) percentage Investment
3315 $20, 000
100 90, 000
6635 100, 000
3315 10, 000
............................... 220, 000
L L - - »
() * * *
(1) L N

(ii) Except as provided in subpara-
graph (7), this paragraph shall not apply
to property desecribed in section 50.

- - . - -

(7) Section 50 property. (i) The pro-
visions of this subparagraph and sub-
paragraphs (4) and (6) of this para-
graph shall apply to property which is
described in section 50.

(ii) The estimated useful life of prop-
erty for purposes of computing qualified
investment shall be the useful life used
or to be used by the taxpayer in comput-
ing the allowance for depreciation with
respect to such property under section
167 for the taxable year in which the
property is placed in service. Thus, if
property is placed in service by a tax-
payer in a taxable year but the period
for depreciation with respect to such
property does not begin until a succeed-
ing taxable year (see paragraph (d) (1)
of this section), the estimated useful
life for purposes of computing qualified
investment must be the estimated useful
life that the taxpayer uses in computing
the allowance for depreciation. See sub~-
division (iv) of this subparagraph for
rules for determining the estimated use-
ful life of property with respect to which
the allowance for depreciation under sec-
tion 167 is computed under the unit of
production method, the income-forecast
method, or any other method which does
not measure the useful life of the prop-
erty in terms of years.

(iii) (@) The estimated useful life of
any section 38 property to which an elec-
tion under section 167(m) applies shall
be the asset depreciation period selected
for such property under §1.167(a)-11
(b) (4), whether or not such property
constitutes mass assets (as defined in
§1.47-1(e) (4)).

(b) The estimated useful life of any
section 38 property to which an election
under section 167(m) does not apply and
which is placed in a multiple asset ac-
count for which & group, classified, or
composite rate is used in computing
depreciation (or in single asset accounts
for which an average life rate Is used)
shall be determined Individually for each
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asset on the best estimate obtainable on
the basis of all the facts and circum-
stances. The individual estimated useful
life for each asset placed in a multiple
asset account (including a mass asset
account) must be the same as the useful
life of such asset used in determining
the group, classified, or composite life for
the account for purposes of computing
depreciation. The individual estimated
useful lives of assets similar in kind may
be determined in accordance with sub-
divisions (ii) and (iv) of subparagraph
(3) of this paragraph. In the case of
mass assets, subdivision (iii) of subpara-
graph (3) of this paragraph shall apply.
(iv) [Reservedl

(f) o5 T ]
(2) * = =
CRips s R

(b) Under the partnership agreement,
such partner will retire from the partner-
ship during the taxable year or within 7
years after the end of such year; and

- * L . -

(g) L I

(5) In the case of any interest in a
submarine cable circuit which is prop-
erty described in section 50 used to
furnish telegraph service between the
United States and a point outside the
United States of a taxpayer engaged in
furnishing international telegraph serv-
ice (if the rates for such furnishing have
been established or approved by a gov-
ernmental unit, agency, instrumentality,
commission, or similar body described in
subparagraph (2) of this paragraph), the
qualified investment shall not exceed the
qualified investment attributable to so
much of the interest of the taxpayer in
the circeuit as does not exceed 50 percent
of all interests in the circuit.

(h) Certain replacement property. (1)
(1) 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 before Au-
gust 16, 1971, by fire, storm, shipwreck, or
other casualty, or was stolen before such
date, then for purposes of paragraph (a)
of this section the basis (or cost) of the
replacement section 38 property other-
wise determined under paragraph (¢)
of this section shall be reduced by an
amount equal to the lesser of—

- - L * -

Par. 5. Section 1.46-4 is amended by
adding paragraph (d) to read as follows:

§ 1.46—4 Limitations with respect to cer-
tain persons.
- A * L L]

(d) Noncorporate lessors. (1) In the
case of a lease entered into after Sep-
tember 22, 1971, a credit is allowed under
section 38 to a noncorporate lessor of
property with respect to the leased prop-
erty only if—

(1) Such property has been manufac-
tured or produced by the lessor in the
ordinary course of his business, or

(il) The term of the lease (taking into
account any options to renew) is less
than 50 percent of the estimated useful
life of the property (determined under
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§ 1.46-3(e)), and for the period consist~
ing of the first 12 months after the date
on which the property is transferred to
the lessee the sum of the deductions with
respect to such property which are al-
lowable to the lessor solely by reason of
section 162 (other than rents and reim-
bursed amounts with respect to such
property) exceeds 15 percent of the
rental income produced by such property.

In the case of property of which a part-
nership is the lessor, the credit otherwise
allowable under section 38 with respect
to such property fo any partner which is
a corporation shall be allowed notwith-
standing the first sentence of this sub-
paragraph. For purposes of this subpar-
agraph, an electing small business cor-
poration (as defined in section 1371)
shall be treated as a person which is not
a corporation. This paragraph shall not
apply to property used by the taxpayer in
his trade or business (other than the
leasing of property) for a period of at
least 24 months preceding the day on
which any lease of such property is en-
tered into.

(2) For purposes of subparagraph (1)
(ii) of this paragraph, if at the time the
lessor files his income tax return for the
taxable year in which the property is
placed in service, the lessor is unable to
show that the more-than-15-percent test
has been satisfled, then no credit may
be claimed by the lessor on such return
with respect to such property unless (i)
taking into account the lessor's obliga~
tions under the lease it is reasonable to
believe that the more-than-15-percent
test will be satisfled, and (ii) the lessor
files a statement with his return from
which it may be determined that he ex~
pects to satisfy the more-than-15-per-
cent test. If the more-than-15-percent
test is not satisfied with respect to the
property, the taxpayer must file an
amended return for the year in which
the property is placed in service.

(3) (i) The more-than-15-percent test
described in subparagraph (1) (ii) of this
paragraph is based on the relationship of
the expenses of the lessor relating to or
attributable to the property to the gross
income from rents of the taxpayer pro-
duced by the property. The test is ap-
plied with respect to such expenses and
gross income as are properly attributable
to the period consisting of the first 12
months after the date on which the prop-
erty is transferred to the lessee. When
more than one property is subject to a
single lease and, pursuant to subpara-
graph (4) of this paragraph, the arrange-
ment is considered to be a separate lease
of each property, the test is applied sep-
arately to each such lease by making an
apportionment of the payments received
and expenses incurred with respect to
each such property, considering all rel-
evant factors. Such apportionment is
made in accordance with any reasonable
method selected and consistently ap-
plied by the taxpayer. For example, un-
der subparagraph (4) of this paragraph,
where a taxpayer leases an airplane
which he owns to an airline along with
a baggage truck, he is treated as having
made two separate leases, one covering
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the airplane and one covering the bag-
gage truck. Thus, the test will be ap-
plied by apportioning the related income
and expenses between the two leases.
Similarly, where a taxpayer leases a fac-
tory building erected by him containing
section 38 property (machinery and
equipment), the test will be applied to
the taxpayer as though he had leaseq (to
the lessee) the building and the section
38 property separately. Thus, the rental
income and expenses are apportioned be-
tween the building and the section 38
property.

(ii) Only those deductions allowable
solely by reason of section 162 are taken
into account in applying the more-than-
15-percent test. Hence, depreciation al-
lowable by reason of section 167 (includ-
ing amortization allowable in lieu of
depreciation); interest allowable by
reason of section 163; taxes allowable
by reason of section 164; and depletion
allowable by reason of section 611 are
examples of deductions which are not
taken into account in applying the test.
Moreover, rents and reimbursed amounts
paid or payable by the lessor are not
taken into account notwithstanding that
a deduction in respect of such rents or
reimbursed amounts is allowable solely
by reason of section 162. For purposes
of this paragraph, a reimbursed amount
is any expense for which the lessee or
some other party is obligated to reim-
burse the lessor. Section 162 expenses
paid or payable by any person other
than the lessor are not taken into ac-
count unless the lessor is obligated to
reimburse the person paying the ex-
pense. Further, if the lessee is obligated
to pay to the lessor a charge for services
which is separately stated or determina-
ble, the expenses incurred by the lessor
with respect to those services are not
taken into account.

(iii) For purposes of the more-than-
15-percent test, the gross income from
rents of the lessor produced by the prop-
erty is the total amount which is payable
to the lessor by reason of the lease agree-
ment other than reimbursements of sec-
tion 162 expenses and charges for serv-
ices which are separately stated or
determinable. The fact that such amount
depends, in whole or in part, on the sales
or profits of the lessee or the perform-
ance of significant services by the lessor
shall not affect the characterization of
such amounts as gross income from rents
for purposes of this paragraph. Gross
income from rents also includes any
taxes imposed on the lessor by local law
but which are paid directly by the lessee
on behalf of the lessor,

(4) For purposes of determining
under this paragraph whether property
is subject to a lease, the provisions of
§ 1.57-3(d) (1) (relating to definition of
a lease) shall apply. If a noncorporate
lessor enters into two or more successive
leases with respect to the same or sub-
stantially similar items of section 38
property, the terms of such leases shall
be aggregated and such leases shall be
considered one lease for the purpose of
determining whether the term of such
leases is less than 50 percent of the esti-
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mated useful life of the property subject
to such leases. Thus, for example, if an
individual owns an airplane with an
estimated useful life of 7 years and enters
into three successive 3-year leases of
such airplane; such leases will be con~-
sidered to be one lease for a term of nine
vears for the purpose of determining
Whether the term of the lease is Iess
than 3%, years (50 percent of the 7-year
estimated useful life).

Par. 6. Section 1.47 is amended by de-
leting paragraphs (4) and (5) of section
47(a), by revising section 47(a) (6) (A),
and by revising the historical note. The
revised provisions read as follows:

§1.47 Stuatutory provisions; certain dis-
positions, etc., of section 38 property.

Sec. 47. Certain dispositions, etc., o] sec-
tion 38 property—(a) General rule. * * *

(4) [Deleted]

(5) [Deleted]

(6) Aircraft wused outside the United
States after April 18, 1969—(A) General
rule. Any aircraft which was new section 38
property for the taxable year in which it was
placed in service and which is used outside
the United States under a quallfying lease or
leases shall be treated as not ceasing to be
section 38 property by reason of such use
until such aircraft has been so used for &
period or periods exceeding 38! years in
total, For purposes of the preceding sen=
tence, the registration of such aircraft un-
der the laws of & foreign country shall be
treated as use outside the United States.

. L . * *
[Sec. 47 as added by sec. (2) (b). Rev. Act
1962 (76 Stat, 963); as amended by sec. 703
(c), Tax Reform Act 1969 (83 Stat. 666); sec.
1, Public Law 91-876 (84 Stat. 2060); secs.
102{c) and 107 (a) and (b), Rev. Act 1971
(85 Stat. 500, 507) ]

Par. 7. Section 1.47-1 is amended by
revising paragraph (a) (2) (1), by adding
subdivision (iii) to paragraph (a) (2), by
revising so much of paragraph (e)(2)
(ii) as precedes subdivision (@), by add-
ing a new sentence at the end of para-
graph (e) (2) (iii), by adding a new sen-
tence at the end of paragraph (e) (2) (iv),
by adding subdivision (vi) to paragraph
(e)(2), and by revising paragraph (f).
The revised and added provisions read as
follows:

§1.47-1 Recomputation of ecredit al-
lowed by section 38.
(a) * * »

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

(i) In determining whether section 38
property 1Is disposed of, or otherwise
ceases to be section 38 property with
respect to the taxpayer, before the close
of the estimated useful life which was
taken into account in computing the
taxpayer's qualified investment, the term
“estimated useful life"” means the short-
est life of the useful life category within
which falls the estimated useful life
which was assigned to such property
under paragraph (e) of §1.46-3. Thus,
section 38 property which is assigned,
under paragraph (e} of § 1.46-3, an esti-
mated useful life of 6 years shall not be
treated, for purposes of subparagraph
(1) of this paragraph, as having been
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disposed of before the close of its esti-
mated useful life if such property is sold
5 years (that is, the shortest life of the
5 years or more but less than 7 years
useful life category) after the date on
which it was placed in service. Likewise,
section 38 property with an estimated
useful life of 15 years which is placed
in service on January 1, 1972, shall not
be treated as having been disposed of
before the close of ifs estimated useful
life if such property is sold at any time
after January 1, 1979 (that is, 7 years
or more after the date on which it was
placed in service).

- * * - -

(iii) In determining the recomputed
qualified investment with respect to
property which ceases to be section 38
property with respect to the taxpayer
after August 15, 1971, or which becomes
public utility property after such date,
such property shall be treated as if it
were property described in section 50 ab
the time is was placed in service (whether
or not it was property described in sec-
tion 50 at such time). Thus, if property
was placed in service on October 15, 1968,
and was assigned an estimated useful
life of 4 years, there would be no increase
in tax under section 47 if the property
were disposed of at any time after Octo-
ber 14, 1971, that is, 3 years or more after
the property was placed in service.

(e) 89 8

(2) * %

(ii) Subdivision (i) of this subpara-
graph shall not apply with respect to
assets placed in service in a taxable year
ending on or after June 30, 1967, and
beginning before January 1, 1971, or with
respect to assets placed in service for a
taxable year beginning after December
31, 1970, for which the taxpayer has not
made the election provided by section
167(m), unless the estimated useful lives
which were assigned to such assets for
purposes of determining qualified in-
vestment—

(iii) * * * In the case of a table which
is to apply to property which is de-
scribed in section 50 or to property
which is treated as property described
in section 50 under paragraph (a)(2)
(iii) of this section, this subdivision shall
be applied by substituting “3 years” for
*“4 years”, “5 years” for “6 years"”, and
“7 years” for “8 years”.

(iv) * * * In the case of property
which is described in section 50 or prop~
erty which is treated as property de-
scribed in section 50 under paragraph
(a) (2) dii) of this section (other than
property the qualified investment with
respect to which was determined by use
of the standard or an appropriate mor-
tality dispersion table), this subdivision
shall be applied by substituting “3-year
period” for “4-year period”, “5-year pe-
riod” for “6-year period”, and “7-year
period” for ““8-year period”,

(vi) Subdivision (i) of this subpara-
graph shall not apply with respect to sec~
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tion 38 property to which an election
under section 167(m) applies unless the
taxpayer assigns actual retirements of
such section 38 property for all taxable
vears fo the same vintage account for
purposes of section 47 and for purposes
of computing the allowance for deprecia-
tion under section 167. The assignment
of actual retirements of section 38 prop-
erty for a taxable year to particular vin-
tage accounts may be made on the basis
of an appropriate mortality dispersion
table (based on an acceptable sampling
of the taxpayer's actual experience or
other statistical or engineering tech-
niques) or on the basis of a standard
mortality dispersion table prescribed by
the Commissioner. If the taxpayer as-
signs actual retirements for any taxable
vear to particular vintage accounts on
the basis of such standard mortality dis-
persion table, actual retirements for all
subsequent taxable years must be as-
signed to particular vintage accounts on
the basis of such table. Actual retire-
ments of section 38 property for a tax-
able year shall be assigned to particular
vintage accounts by—

(a¢) Determining the expected retire-
ments for such taxable year from each
vintage account containing such section
38 property, and

(b) Ratably allocating such actual re-
tirements to each vintage account con-
taining such section 38 property.

However, the unadjusted basis of retired
assets assigned to any particular vintage
account shall not exceed the unadjusted
basis of the property contained in such
account.

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

(1) If such property becomes public
utility property less than 3 years from
the date on which it was placed in sery-
ice, then such property shall be treated
as public utility property for its entire
useful life.

(ii) If such property becomes public
utility property 3 years or more but less
than 5 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 3 years of its estimated useful
life and as public utility property for the
ﬁ(;maimng period of its estimated useful

e.

(iii) If such property becomes public
utility property 5 years or more but
less than 7 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 prop-
erty for the first 5 years of its estimated
useful life and as public utility property
for the remaining period of its estimated
useful life.

If property becomes public utility prop-
erty before August 16, 1971, this subpara-
graph shall be applied by substituting “4
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years” for “3 years”, “6 years” for “5
years”, and “8 years” for “7 years”.

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

Ezample (1). (1) X Corporation, which
makes its returns on the basis of the calen-
dar year, acquired and placed in service on
January 1, 1969, an item of section 38 prop-
erty with a basis of $12,000 and an esti-
mated useful life of 8 years. The amount of
qualified investment with respect to such
property was $12,000, For the taxable year
1969, 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 llability
for tax. During the taxable year 1972 such
property becomes public utility property (as
defined in paragraph (g) of § 1.46-3) with
respect to X Corporation.

(1) Such item of section 38 property 1s
treated as section 38 property which is not
public utility property for the first 3 years
of its 8-year estimated useful life and is
treated as public utility property for the re-
maining 5 years. The recomputed qualified
investment with respect to such item of sec-
tlon 38 property is $7,428, computed as
follows:

$12,000 basis X 33% percent applicable

DOROODIAGE mevmwnvmmmm—e s nmnmene $4, 000
$12,000 basisX 3 X 6625 percent ap-
plicable percentage . —___ 3,428

Total recomputed qualified in-
VOREMONE e e 7,428

X Corporation’s recomputed credit earned
for the taxable year 1969 is $520 (7 percent
of $7,428). The income tax imposed by chap=
ter 1 of the Code on X Corporation for the
taxable year 1972 is increased by the $320 de-
crease in its credit earned for the taxable
year 1969 (that is, 8840 original credit earned
minus $520 recomputed credit earned).

Ezample (2). (1) The facts are the same as
in example (1) and in addition the item of
section 38 property which became public
utility property in 1972 is sold to ¥ Corpora=-
tion on January 2, 1975.

(i1) The actual useful life of such item of
property is 6 years, For the first 3 years of its
8-year estimated useful life such item Is
treated as section 38 property which is not
public utility property and for the remain-
ing 8 years is treated as public utility prop-
erty. The recomputed qualified investment
with respect to such item of property Is
$5,714, computed as follows:

$12,000 basls X 33145 percent applica-

ble percentage .c-eeceecmvemmnmmn= $4, 000
$12,000 basis X 3¢ X 33'; percent ap-

plicable percentage .- cccecaan 1,714
Total recomputed qualified m-'

vostment cceeemecmeaca-u 5,714

X Corporation's recomputed credit earned for
the taxable year 1969 is $400 (7 percent of
$5,714). The income tax imposed by chapter
1 of the Code on X Corporation for the
taxable year 1975 is increased by 8120 (that
is, $440 ($840 original credit earned minus
$400 recomputed credit earned) minus $320
increase in tax for 1969).

§ 1.47-2 [Amended]

Par. 8. Paragraph (c¢) (1) of §147-2
is amended by deleting “4 years” and
inserting in lieu thereof “3 years”.

§ 1.47-3 [Amended]

Par. 9. Section 1.47-3 is amended as
follows:

1. Paragraph (c¢) (1) is amended to
read as follows.
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(¢) Property destroyed by casualty—
(1) Dispositions after April 18, 1969.
Notwithstanding the provisions of § 1.47-
2, relating to ‘‘disposition” and “cessa-
tion”, paragraph (a) of § 1.47-1 shall not
apply to property which, after April 18,
1969, and before August 16, 1971, is dis-
posed of or otherwise ceases to be section
38 property with respect to the taxpayer
on account of its destruction or damage
by fire, storm, shipwreck, or other casu-
alty, or by reason of its theft.

2. The example in paragraph (h) (1)
(ii) of § 1.47-3 is amended by deleting
“January 15, 1972” and inserting in lieu
thereof “January 15, 1971”,

PaRr. 10. Section 1.48 is amended by re-
vising paragraph (1) of section 48(a), by
striking out “and” at the end of para-
graph (2)(B) (vi) of section 48(a), by
striking out the period at the end of para-
graph (2) (B) (vil) of section 48(a) and
inserting in lieu thereof a semicolon, by
adding subdivisions (viii), (ix), and (x)
at the end of paragraph (2) (B) of sec-
tion 48(a), by revising paragraphs (3),
(5), and (6) of section 48(a), by adding
paragraphs (7), (8), and (9) to section
48(a), by revising section 48(d), and by
revising the historical note. The revised
and added provisions read as follows:

§ 1.48 Statutory provisions; definitions;
special rules.

SEc. 48, Definitions; special rules—(a) Sec-
tion 38 property—(1) In general. Except as
provided in this subsection, the term “section
38 property” means—

(A) Tangible personal property, or

(B) Other tangible property (not includ-
ing a building and its structural components)
but only If such property—

(1) Is used as an integral part of manu-
facturing, production, or extraction or of
furnishing transportation, communications,
electrical energy, gas, water, or sewage dis-
posal services, or

(ii) Constitutes a research facility used
in connection with any of the activities re-
ferred to in clause (1), or

(ii1) Constitutes a facllity used in connec-
tion with any of the activities referred to in
clause (1) for the bulk storage of fungible
commodities (Including commodities in a
liquid or gaseous state), or

(C) Elevators and escalators, but only if—

(1) The construction, reconstruction, or
erection of the elevator or escalator is com-
pleted by the taxpayer after June 30, 1963, or

(i1) The elevator or escalator is acquired
after June 30, 1963, and the original use of
such elevator or escalator commences with
the taxpayer and commences after such date.

Such term includes only property with re-
spect to which depreciation (or amortization
in lieu of depreclation) Is allowable and
having a useful life (determined as of the
time such property is placed In service) of
3 years or more.

(2) Property wused outside the United
States. * * *

(B) Ezceptions. * * *

(vill) Any communications satellite (as
defined in section 103(3) of the Communica«
tions Satellite Act of 1962, 47 U.8.C., sec.
702(3)), or any interest therein, of a U.S.
person;

(ix) Any cable, or any Interest therein, of
a domestic corporation engaged in furnish-
ing telephone service to which sectlon 46(c)
(8) (B) (ii1) mpplies (or of a wholly owned
domestic subsidiary of such a corporation),
if such cable is part of a submarine cable

system which constitutes part cf a communi.
cation link exclusively between the Uniteg
States and one or more foreign countries:
and :

(X) Any property (other than a vessel or
an aircraft) of a U.S. person which is useq
in international or territorial waters for the
purpose of exploring for, developing, remoy.
ing, or transporting resources from ocean
waters or deposits under such waters.

(3) Property wused for lodging. Property
which is used predominantly to furnish
lodging or in connection with the turnlshlug
of lodging shall not be treated as section 33
property. The preceding sentence shall not
apply to—

(A) Nonlodging commercial facilities
which are available to persons not wusing
the lodging facilities on the same basis ag
they are available to persons using the lodg-
Ing facilities,

(B) Property used by a hotel or motel in
connection with the trade or business of
furnishing lodging where the predominant
portion of the accommodations is used by
transients, and

(C) Coin-operated vending machines and
coin-operated washing machines and dryers,

- . L - .

(5) Property used by governmental units.
Property used by the United States, any
State or political subdivision thereof, any
international organization (other than the
International Telecommunications Satel-
lite Consortium or any successor organiza-
tion), or any agency or instrumentality ot
any of the foregoing shall not be treated as
section 38 property.

(6) Livestock. Livestock (other than
horses) acquired by the taxpayer shall be
treated as section 38 property, except that
if substantially identical llvestock is sold
or otherwise disposed of by the taxpayer
during the 1-year period beginning 6 months
before the date of such acquisition and if
section 47(a) (relating to certain disposi-
tions, etc., of section 38 property) does not
apply to such sale or other disposition, then,
unless such sale or other disposition con-
stitutes an Involuntary conversion (within
the meaning of section 1033), the cost of
the livestock acquired shall, for purposes
of this subpart, be reduced by an amount
equal to the amount realized on such sale
or other disposition. Horses shall not be
treated as section 38 property.

(7) Property completed abroad or pre-
dominantly of foreign origin—(A) In gen-
eral, Property (other than pretermination
property) shall not be treated as section 38
property if—

(1) Such property was completed outside
the United States, or

(11) Less than 50 percent of the basis of
such property is attributable to value added
within the United States.

For purposes of this subparagraph, the term
“United States” Includes the Commonwealth
of Puerto Rico and the possessions of the
United States.

(B) Period of application of paragraph.
Except as provided in subparagraph (D),
subparagraph (A) shall apply only with re-
spect to property described in section 50—

(1) The construction, reconstruction, or
erection of which by the taxpayer is begun
after August 15, 1971, and on or before the
date of termination of Proclamation 4074,
or

(1) Which is acquired pursuant to an or-
der placed on or before the date of termina-
tlon of Proclamation 4074, unless acquired
pursuant to an order which the taxpayer es-
tablishes was placed before August 16, 1971.

(C) President may exempt articles, If the
President of the United States shall at any
time determine that the application of sub-
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paragraph (A) to any article or class of arti-
cles is not in the public interest, he may
by Executive order specify that subpara-
graph (A) shall not apply to such article or
class of articles. Subparagraph (A) shall not
apply to an article or class of articles for
the period specified In such Executive order,
Any period specified under the preceding sen-
tence shall not apply to property ordered be-
fore (or to property the construction, recon-
struction, or erection of which began before)
the date of the Executive order specifying
such period, except that, if the President
determines it to be in the public interest,
such period shall apply to property ordered
(or property the construction, reconstruc-
tion, or erection of which began) after a date
(before the date of the Executive order)
specified in the Executive order.

(D) Countries maintaining trade restric-
tions or engaging in discriminatory acts. If,
on or after the date of the termination of
Proclamation 4074, the President determines
that a foreign country—

(1) Maintains nontariff trade restrictions,
including variable import fees, which sub-
stantially burden U.S. commerce in & man-
ner inconsistent with provisions of trade
sgreements, or

(i1) Engages In discriminatory or other
acts (including tolerance of international
cartels) or policies unjustifiably restricting
U.S, commerce,

he may provide by Executive order for the
application of subparagraph (A) to any arti-
cle or class of articles manufactured or pro-
duced in such foreign country for such
period as may be provided by Executive
order.

(8) Amortized property. Any property with
respect to which an election under section
167(k), 169, 184, 187, or 188 applies shall not
be treated as section 38 property. In the case
of any property to which section 169 applies,
the preceding sentence shall apply only to
so much of the adjusted basis of the prop-
erty as (after the application of section 169
(f)) constitutes the amortizable basls for
purposes of section 169. Z

(9) Railroad track. In the case of a rail-
road (including a railroad switching or ter-
minal company) which uses the retirement-
replacement method of accounting for
depreciation of its railroad track, the term
“section 38 property” includes replacement
track material, if—

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

(B) The replacement is made pursuant to
observations by maintenance-of-way per-
sonnel of specific track material needing
replacement,

(C) The replacement is made pursuant to
the detection by a rall-test car of specific
track material needing replacement, or

(D) The replacement is made as a result
of a casualty. Replacements made as a result
of a casualty shall be section 38 property
only to the extent that, in the case of each
casualty, the qualified investment with re-
spect to the replacement track material ex-
ceeds $50,000. For purposes of this paragraph,
the term “track material” includes ties, rail,
other track material, and ballast.

L] L ] * . -

(d) Certain leased property—(1) General
rule. A person (other than a person referred
fo in section 46(d) (1)) who is a lessor of
property may (at such time, in such manner,
and subject to such conditions as are pro=-
vided by regulations prescribed by the Sec-
retary or his deljgate) jlect with respect to
any new section 88 property (other than
property described in paragraph (4)) to
Weat the lessee as having acquired such
Property for an amount equal to—

FEDERAL
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(A) Except as provided in subparagraph
(B), the fair market value of such property,
or

(B) If the property is leased by & corpora-
tion which is a component member of a
controlled group (within the meaning of sec-
tion 46(a) (5)) to another corporation which
is a component member of the same con-
trolled group, the basis of such property to
the lessor,

(2) Special rule jor certain short term
leases. (A) In general. A person (other than
& person referred to in section 46(d) (1))
who 1s & lessor of property described in para-
graph (4) may (at such time, in such man-
ner, and subject to such conditions as are
provided by regulations prescribed by the
Secretary or his delegate) elect with respect
to such property to treat the lessee as having
acquired a portion of such property for the
amount determined under subparagraph (B).

(B) Determination of lessee’s investment.
The amount for which a lessee of property
described In paragraph (4) shall be treated
as having acquired & portion of such prop-
erty is an amount equal to a fraction, the
numerator of which is the term of the lease
and the denominator of which is the class
life of the property leased (determined un-
der section 167(m) ), of the amount for which
the lessee would be treated as having ac-
quired the property under paragraph (1).

(C) Determination of lessor's qualified in-
vestment. The qualified investment of a
lessor of property described in paragraph (4)
in any such property with respect to which
he has made an election under this para~-
graph is an amount equal to his qualified
investment in such property (as determined
under section 46(c) ) multiplied by a fraction
equal to the excess of one over the fraction
used under subparagraph (B) to determine
the lessee’s investment in such property.

(8) Limitations. The elections provided by
paragraphs (1) and (2) may be made with
respect to property which would be new sec-
tion 38 property if acquired by the lessee. For
purposes of the preceding sentence and sec-
tion 46(c), the useful life of property in the
hands of the lessee is the useful life of such
property in the hands of the lessor. If a
lessor makes the election provided by para-
graph (1) with respect to any property, the
lessee shall be treated for all purposes of
this subpart as having acquired such prop-
erty. If a lessor makes the election provided
by paragraph (2) with respect to any prop-
erty, the lessee shall be treated for all pur-
poses of this subpart as having acquired a
fractional portion of such property equal to
the fraction determined under paragraph
2(B) with respect to such property.

(4) Property to which paragraph (2)
applies. Paragraph (2) shall apply only to
property which—

(A) Is new section 38 property,

(B) Has a class life (determined under
section 167(m)) In excess of 14 years,

(C) Is leased for a period which is less
than 80 percent of its class life, and

(D) Is not leased subject to a net lease
(within the meaning of section 57(¢) (2)).

[Sec. 48 as added by sec. 2(b), Rev. Act
1962 (76 Stat. 963); as amended by sec, 203
(a) (1) and (3)(A), (b), and (c), Rev. Act
1064 (78 Stat. 33, 34); sec. 1, Act of November
8, 1866 (Public Law 89-800, 80 Stat. 1508);
sec. 201(a), Act of November 13, 1966 (Pub-
lic Law 89-809, 80 Stat. 1575, 1576); secs.
1, 2(a), and (3), Act of June 13, 1967 (Public
Law 90-26, 81 Stat. 57, 58); sec. 401(e) (2),
(3), and (4), Tax Reform Act 1969 (83 Stat.
603); secs. 102(a), 103, 104(a) (1), (b), (c),
(d), (e), (f), and (g), Rev. Act 1971 (83
Stat. 499-502) |
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Par. 11. Section 1.48-1 is amended as
follows:

1. Paragraph (a) is amended by delet-
ing “4 years” and inserting in lieu thereof
“3 years”, and by adding a new sentence
at the end thereof as set forth below.

2. Paragraph (d) (5) is redesignated as
paragraph (d) (5) (i) and new subdivi-
sion (ii) is added.

3. The next to the last sentence and
the last sentence of paragraph (e) (1)
are deleted and new material is inserted
in lieu thereof as set forth below.

4. Paragraph (g)(2) is amended by
deleting “and” at the end of subdivision
(vi), by deleting the period at the end of
subdivision (vii) and inserting a semi-
colon in lieu thereof, and by adding new
subdivisions (viii), (ix), and (x).

5. New subdivision (iii) is added to
paragraph (h) (2).

6. The first sentence of paragraph (k)
is revised to read as set forth below.

7. Paragraph (1) is revised to read as
set forth below.

8. New paragraphs (n) and (o) are
added.

§ 1.48-1 Definition of section 38 prop-
erty.

(a) * * * In the case of property
which is not described in section 50, this
paragraph shall be applied by substitut-
ing “4 years” for “3 years”.

(d) = *» »*
(5)...

(ii) In the case of property described
in section 50, property will constitute a
storage facility only if the facility is used
principally for the bulk storage of fun-
gible commodities. Bulk storage means
the storage of a commodity in a large
mass prior to its consumption or utiliza-
tion. Thus, if a facility is used to store
oranges that have been sorted and
boxed, it is not used for bulk storage.

(e) Definition of building and struc-
tural components, (1) * * * Such term
does not include (i) a structure which is
essentially an item of machinery or
equipment, or (i) a structure which
houses property used as an integral part
of an activity specified in section 48(a)
(1) (B) () if the use of the structure is so
closely related to the use of such property
that the structure clearly can be expected
to be replaced when the property it ini-
tially houses is replaced. Factors which
indicate that a structure is closely related
to the use of the property it houses in-
clude the fact that the structure is spe-
cifically designed to provide for the stress
and other demands of such property and
the fact that the structure could not be
economically used for other purposes.
Thus, the term “building” does not in-
clude such structures as oil and gas stor-
age tanks, grain storage bins, silos, frac-
tionating towers, blast furnaces, basic
oxygen furnaces, coke ovens, brick kilns,
and coal tipples.

25, 1972
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(g) * o

(2] * & =

(viii) Any communications satellite (as
defined in section 103(3) of the Com-
munications Satellite Act of 1962, 47
US.C., sec. 702(3)), or any Iinterest
therein, of a U.S. person;

(ix) Any cable which is property de-
seribed in section 50, or any interest
therein, of a domestic corporation en-
gaged in furnishing telephone service to
which section 46(c) (3) (B) (ill) applies
(or of a wholly owned domestic sub-
sidiary of such corporation), if such
cable is part of a submarine cable sys-
tem which constitutes part of a commu-
nications link exclusively between the
United States and one or more foreign
countries; and

(x) Any property deseribed in section
50 (other than a vessel or an aircraft)
of a U.S. person which is used in inter-
national or territorial waters for the pur-
pose of exploring for, developing, remov-
ing, or transporting resources from ocean
waters or deposits under such waters.

(11) L

(2) . 0

(iii) Coin-operated machines. In the
case of property which Is described in
section 50, coin-operated vending ma-
chines and coin-operated washing ma-
chines and dryers shall not be considered
as property which is used predominantly
to furnish lodging or predominantly in
connection with the furnishing of
lodging.

» - - L .

(k) Property used by governmental
units. The term “section 38 property”
does not include property used by the
United States, any State (including the
District of Columbia) or political sub-
division thereof, any international or-
ganization (as defined in section 7701
(a) (18)) other than the International
Telecommunications Satellite Consor-
tium or any successor organization, or
any agency or instrumentality of the
United States, of any State or political
subdivision thereof, or of any such inter-
national organization. * * *

(1) Livestock—(1) In general. The
term “section 38 property” does not in-
clude horses but such term does include
all other livestock that is property de-
scribed in section 50. The term “live-
stock” includes cattle, hogs, sheep, goats,
and mink and other fur-bearing animals.

(2) Cost. For purposes of computing
gualified investment under section 46(c)
with respect to livestock, the cost of live-
stock acquired by the faxpayer shall be
reduced by any amount realized on the
sale or other disposition of substantially
identical livestock which is sold or other-
wise disposed of by the taxpayer during
the 1-year period beginning 6 months
before the date of such acquisition, ex-
cept that no reduction shall be made on
account of a sale or other disposition to
which section 47(a) (relating to recap-
ture) applies or which constitutes an in-
voluntary conversion (within the mean-
ing of section 1033). If a particular sale
or other disposition of substantially
identical livestock falls within 2 or more
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1-year periods relating to separate ac-
quisitions, the amount realized from such
sale or other disposition shall be applied
In order of time beginning with the
earliest acquisition of livestock which is
section 38 property. If there is more than
one sale or other disposition of substan-
tially identical livestock during a par-
ticular 1-year period, the sales or dis-
positions are to be taken into account in
order of time beginning with the earliest.
If an amount realized from a sale or
other disposition has been taken into ac-
count fo reduce the cost of acquired live-
stock, such amount is not to be taken
into account to reduce the cost of any
other acquired livestock. If a taxpayer
claims a credit for any livestock acquired
in a taxable year and if the amount
realized on any sale or other disposition
of substantially identical livestock in a
subsequent taxable year is applied to re-
duce the cost of the acquired livestock,
the taxpayer must file an amended re-
turn for the year in which the credit was
claimed.

(3) Substantially identical. In deter-~
mining whether livestock sold or other-
wise disposed of by the taxpayer is sub-
stantially identical to livestock acquired
by the taxpayer, the sex and age of the
livestock and the use to which it is put
are taken Into account. Thus, if the tax-
payer sells a cow used for breeding pur-
poses and acquires another cow of ap-
proximately the same age to be used for
breeding purposes, the two cows are sub-
stantially identical. However, a cow suit-
able for dairy purposes which is acquired
by the taxpayer to replace a cow no
longer suitable for dairy purposes is not
substantially identical to the replaced
COW.

(4) Original use. For purposes of de-
termining whether livestock is “new sec-
tion 38 property,” that is, whether the
original use of livestock commences with
the taxpayer under § 1.48-2(b)(7), the
original use of a breeding or dairy animal
for breeding or dairy purposes begins at
the time the animal first becomes suitable
for such purposes unless the animal has
previously been used for other purposes.
Thus, if a taxpayer acquires for dairy
purposes an animal that previously has
not been used for any purpose, the ani-
mal will be new section 38 property at the
time it first gives milk. However, if the
taxpayer acquires an animal for breed-
ing purposes which previously had been
used for dairy purposes, the animal will
not be new section 38 property when it
is first used for breeding purposes.

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

Ezample (1). (a) Individual A, a farmer
and calendar year taxpayer, owns three dairy
cows which he purchased in 1970 for $250
each. In 1971, A buys three dalry cows, one
each on October 1, November 1, and Decem=-
ber 1, for $290 each. On October 15, 1971, A
sells for $300 one of the cows purchased in
1970, and on November 15, 1971, he sells for
$300 another of the cows purchased In 1970.
All of the cows bought and sold by A are
substantially identical. The cows purchased
by A have an estimated useful life of 5 years.

(b) Of the $300 realized from the Octo-
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ber 15 sale, $290 is applied to reduce the cost
of the cow purchased October 1 to zero. The
remaining $10 realized from the October 15
sale and $280 of the $300 realized from the
November 15 sale are applied to reduce the
cost of the cow purchased November 1 to
zero. The remaining $20 realized from the
November 15 sale is applied to reduce the cost,
of the cow purchased December 1 to £270.

(¢) Since the basls of the cows purchaseq
October 1 and November 1 1s zero for Invest.
ment credit purposes, no credit is allowable
with respect to those two cows. The cow pur-
chased December 1 has & basis for Invest.
ment credit purposes of $270. Since the use-
ful life of the cow purchased December 1 is
at least 5 years but less than 7 years, the
qualified investment of A with respect to the
cow 1s $180 (24 X $270).

Erample (2). Assume the same facts as In
example (1) except that on May 1, 1972, A
sells for $300 the third cow purchased in
1970. Since the third cow Is sold within g
months of the acquisition of the cow pur-
chased December 1, 1971, the amount realized
on such sale is applied to reduce the cost of
the cow purchased December 1, 1971, to zero,
Consequently, A must fille an amended return
for 1971 and claim no investment credit for
the cow purchased December 1, 1971,

- - - - -

(n) Amortized property. Any property
with respect to which an election
under 167(k), 169, 184, 187, or 1838
applies shall not be treated as section 38
property. In the case of any property to
which section 169 applies, the preceding
sentence shall apply only to so much of
the adjusted basis of the property as
(after the application of section 169 (f))
constitutes the amortizable basis for
purposes of section 169. This paragraph
shall not apply to property with respect
to which an election under seetion 167
(k), 184, 187, or 188 applies unless such
property is described in section 50.

(o) Property of foreign origin—(1)
In general. Property (other than pre-
termination property) shall not be
treated as section 38 property if (i) such
property was completed outside the
United States, or (ii) less than 50 per-
cent of the basis or cost of such property
is attributable to value added within the
United States. For purposes of this para-
graph, the term “United States” includes
the Commonwealth of Puerto Rico and
the possessions of the United States.

(2) Period of application. (1) Sub-
paragraph (1) of this paragraph shall
apply only to property described In sec-
tion 50—

(a) The construction, reconstruction,
or erection of which by the taxpayer is
begun after August 15, 1971, and before
December 20, 1971, or

(b) Which is acquired pursuant to an
order placed before December 20, 1971,
unless acquired pursuant to an order
which the faxpayer establishes was
placed before August 16, 1971.

The principles of §1.48-2 (b) and (¢)
shall be applied in determining when
construction, reconstruction, or erection
by the taxpayer begins. An order is any
directive, written or oral, to another per-
son reasonably designed to effect the
acquisition of property at a later date.
An order need not be a binding contract.
Where an order placed during the sur-
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charge period (August 16, 1971, through
December 19, 1971) is canceled and a
reorder is placed which is substantially
the reinstitution of the original order,
the property acquired as a result of the
reorder is considered to be acquired pur-
suant to the original order.

(i) See section 48(a) (7) (C) and (D)
for circumstances under which the Pres-
ident of the United States may provide
by Executive order for the period speci-
fied in such order that (a) section
43(a) () (A) shall not apply to certain
property, or (b) such section shall apply
to certain property notwithstanding the
termination of Proclamation 4074.

(3) Property completed outside the
United States. Property is completed
outside the United States if it enters the
country in a form which is operational
for the purposes for which it is intended
or designed, regardless of the United
States content of the property. Property
is in an operational state even though it
is necessary to perform minor activities
such as packaging, labeling, testing, or
adjusting. On the other hand, substan-
tial assembly of an article in the United
States, such as in the case of aircraft,
the installation of the customer’s en-
gines, or the installation of navigation
equipment and the completion of the
seating and interior arrangements, is to
be considered completion of the article
in the United States, rather than outside
the United States. .

(4) Value added within the United
States. In determining whether less than
50 percent of the basis of property is
attributable to value added within the
United States, shipping and insurance
costs incurred in transporting any part
of such property to the United States and
any duty payable upon entry of the prop-
erty into the United States are treated
as value added without the United States.
Profit realized on the sale of property
completed in the United States, and any
profit attributable to any other U.S. ac-
tivity, is treated as value added within
the United States. The cost of any com-
ponent part of the property (whether
added to the property within or with-
out the United States) which originates
and is completed in the United States
and meets the United States value
added test is treated as value added with-
in the United States.

Par. 12, Section 1.48-4 is amended by
revising paragraphs (a), (¢), (d), (e),
(f) (1) (v) and (vi) and (2), and (g) (2)
and (4) to read as follows:

§1.48-4 Election of lessor of new sec-
tion 38 property to treat lessee as
purchaser.

(a) In general—(1) Lessee treated as
purchaser. Under section 48(d), a lessor
of property may elect to treat the lessee
of such property as having purchased
such property (or, in the case of short-
term lease property described in subpar-
agraph (2) of this paragraph, a portion
of such property) for purposes of the
credit allowed by section 38 if the follow=
ng conditions are satisfied:

(i) The property must be “section 38
property” in the hands of the lessor;
that is, it must be property with respect
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to which depreciation (or amortization in
lieu of depreciation) is allowable to the
lessor, it must have a useful life of 3
years (4 years in the case of property
which is not described in section 50) or
more in his hands, and in every other
respect it must meet the requirements of
§ 1.48-1. Thus, for example, property
leased by a municipality to a taxpayer
for use in what is commonly known as
an ‘‘industrial park” is not eligible for
the election since, under paragraph (k)
of §1.48-1, property used by a govern-
mental unit is not section 38 property. In
addition, property used by the lessee pre-
dominantly outside the United States is
not eligible for the election since, under
paragraph (g) of § 1.48-1, such property
is not section 38 property. For purposes
of this subdivision, if the lessor is an
estate or trust, depreciation (or amorti-
zation in lieu of depreciation) will be
considered allowable to the estate or trust
even if it is apportioned to the benefi-
ciaries or other persons.

(ii) The property must be “new sec-
tion 38 property” (within the meaning
of § 1.48-2) in the hands of the lessor,
and the original use of such property
must commence with the lessor. See
paragraph (b) of this section for the
application of the rules relating to
“original use” in the case of leased
property.

(iii) The property would constitute
“new section 38 property” to the lessee
if such lessee had actually purchased
the property. Thus, the election is not
available if the lessee is not the original
user of the property. See paragraph (b)
of this section for the application of
the rules relating to “original use” in the
case of leased property. See paragraph
(d) of this section for the determination
of the estimated useful life of leased
property in the hands of the lessee.

(iv) A statement of election to treat
the lessee as a purchaser has been filed
in the manner and within the time pro-
vided in paragraph (f) or (g) of this
section.

(v) The lessor is not a person referred
to in section 46(d) (1), that is, a mutual
savings bank, cooperative bank, or do-
mestic building and loan association to
which section 593 applies; a regulated
investment company or real estate in-
vestment trust subject to taxation under
subchapter M, chapter 1 of the Code; or
a cooperative organization described in
section 1381(a).

The election may be made on a property-~
by-property basis or a general election
may be made with respect to each tax-
able year of a particular lessee. If the
conditions of this subparagraph have
been met, the lessee shall be treated as
though he were the actual owner of all
or a portion of the property for purposes
of the credit allowed by section 38. Thus,
the lessee shall be entitled to a credit
allowed by section 38 with respect to such
property for the taxable year in which
he places such property in service, and
the lessor shall not be entitled to a credit
allowed by section 38 with respect to
such property unless the property is
short-term lease property (as defined in
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subparagraph (2) of this paragraph).
Moreover, if the'leased property is dis-
posed of, or if it otherwise ceases to be
section 38 property, the property will be
subject to the provisions of section 47
(relating to early dispositions, ete.).

(2) Short-term lease property. For
purposes of this section, the term “short-
term lease property” means property
which—

(i) Is new section 38 property;

(ii) Has a class life (determined under
section 167(m)) in excess of 14 years;

(iii) Is leased under a lease entered
into after November 8, 1971, for & period
which is less than 80 percent of the class
life of such property; and

(iv) Is not leased subject to a net lease
within the meaning of section 57(c¢) (1)
(B) and the regulations thereunder.

The class life of property shall be deter-
mined under section 167(m) and the
regulations prescribed in connection with
that section, except that such class life
shall be determined without regard to
any variance from the class life per-
mitted under such section. If a class life
has not been prescribed for property
under section 167(m) on the date such
property is leased, the class life of the
property shall be the estimated useful life
used to compute the allowance for de-
preciation with respect to such property
under section 167. For purposes of sub-
division -(iii) of this subparagraph, the
period for which a lease is entered into
shall be determined without regard to
any option on the part of the lessee to ex-
tend or renew such lease, and without
regard to any option on the part of the
Jessee to cancel the lease after a specified
period if under the terms of such lease,
such a cancellation would result in the
imposition of a substantial penalty upon
the lessee. Generally, a penalty equal to
25 percent of the total remaining rental
payments due under the lease will be
regarded as substantial.

(c) Quualified investment—(1) In gen-
eral. If a valid election is made under
this section, the amount of qualified in-
vestment under section 46(c) with re-
spect to the leased property shall be
determined under this paragraph and
paragraphs (d) and (e) of this section.

(2) Nonshort-term lease property. In
the case of property which is not short-
term lease property, the lessee is treated
as having acquired the entire property
for an amount equal to—

(1) The fair market value of such
property on the date possession is trans-
ferred to the lessee, or

(ii) If the property is leased by a com=~
ponent member of a controlled group to
another component member of the same
controlled group (within the meaning
of paragraph (f)(4) of § 1.46-1) on the
date possession of the property is trans-
ferred to the lessee, the basis of the
property in the hands of the lessor.

(3) Short-term lease property. (i) In
the case of short-term lease property, the
lessee is treated as having acquired a
portion of such property. The amount for
which the lessee is treated as having ac-
quired such portion is an amount equal
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to a fraction, the numerator of which is
the term of the lease and the denomina-~
tor of which is the class life of the prop-
erty leased, of the amount for which the
lessee would be treated as having ac-
quired the property under subparagraph
(2) of this paragraph if the property
were noft short-term lease property.

(ii) In the case of short-term lease
property, the qualified investment of the
lessor is an amount equal to his quali-
fled investment in such property deter-
mined under section 46(¢c) multiplied by
a fraction, the numerator of which is
the class life of the property leased minus
the term of the lease and the denomina-~
tor of which is the class life of such
property.

(4) Example. The provisions of this
paragraph may be illustrated by the fol-
lowing example:

Ezample. (a) On December 1, 1971, X cor-
poration completed construction of an item
of new section 38 property with a basis of
$10,000. Under section 167(m), the property
has a class life of 16 years. On December 1,
1971, X leases the property to individual A
for 4 years and A immediately places the
property in service. The lease is not a net
lease within the meaning of section 57(c)
(1) (B). On the date of the lease, the fair
market value of the property is $12,000. The
property would qualify as new section 38
property in A's hands if it had been pur-
chased by A. Under this section, the property
is short-term lease property. X makes the
election under this section to treat A as
having acquired a portion of the property.

(b) A Is treated as having acquired from
X a portion of the property for $3,000 (the
falr market value of the property, $12,000,
multiplied by a fraction, 4is, the numerator
of which is the term of the lease and the
denominator of which is the class life of the
leased property). Since under paragraph (d)
of this section the useful life of such prop-
erty in the hands of A is the same as the
useful life of such property in the hands of
X, and such useful life is at least 7 years,
A’s quelified Investment with respect to the
property 1s $3.000.

(¢) The qualified Investment of X 1s 87,500
(the qualified Investment of X under section
46(c), $10,000, multiplied by a fraction, 1%s,
the numerator of which is the class life of the
leased property, 16, minus the term of the
lease, 4, and the denominator of which Is the
class life of the property).

(d) Estimated useful life of leased
property. The estimated useful life to
the lessee of property subject to the
election shall be deemed to be the esti-
mated useful life in the hands of the
lessor for purposes of computing depre-
ciation, regardless of the term of the
lease. The lessor shall determine the es-
timated useful life of each leased prop~
erty on an individual basis even though
mulfiple asset accounts are used. How-
ever, in the case of assets similar in kind
contained in a multiple asset account,
the lessor shall assign to each of such
assets the average useful life of such
assets used in computing depreciation.
Thus, for example, if during a taxable
vear a lessor leases 10 similar trucks with
an average estimated useful life for
depreciation purposes of 6 years, based
on an estimated range of 5 to T years,
he must assign a useful life of 6 years

to each of the 10 trucks.
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(e) Lessor itself a lessee—(1) In gen~
eral. If the lessee of property is treated,
under this section, as having purchased
all or a portion of such property and if
such lessee leases such property fo a
sublessee, the qualified investment with
respect to such property in the hands of
the sublessee shall be determined under
paragraphs (¢) and (d) of this section
as if the original lessor had leased the
property directly to the sublessee for the
term of the sublessee's lease on the date
possession of the property is transferred
to the sublessee. For this purpose, prop-
erty which is short-term lease property
in the hands of the lessee shall be
treated as short-term lease property in
the hands of the sublessee regardless of
whether such property is leased to the
sublessee subject to a net lease (within
the meaning of section 57(e) (1)(B)).
In the case of property which is short-
term lease property in the hands of the
sublessee, the amount for which the les-
see is treated as having aecquired such
property under paragraph (e¢) of this
section shall be reduced by an amount
equal to such amount multiplied by a
fraction, the numerator of which is the
term of the lease of the sublessee and
the denominator of which is the term
of the lease of the lessee.

(2) Ezxample. The provisions of this
paragraph may be illustrated by the fol-
lowing example:

Erxample. (a) On December 1, 1971, cor-
poration X completes construction of a ma-
chine at a cost of $10,000. The machine has a
class life under section 167(m) of 20 years.
On December 1, 1971, X leases the machine
to corporation Y for 12 years, and Y imme-
diately subleases the machine to individual
A for 8 years, X and Y are component mem-
bers of the same controlled group. The lease
between X and Y is not & net lease within
the meaning of section 57(¢) (1) (B). The fair
market value of the property on December 1,
1971, is $16,000, Both X and Y make valid
elections under this section.

(b) The property is short-term lease
property and this paragraph applies.

(c) The qualified investment of A is $6,400.
Such amount i3 determined by multiplying
$16,000, the amount for which A would be
treated under paragraph (c)(2) of this sec-
tion as having acquired the property if it were
not short-term lease property, by $4o.

(d) The qualified investment of Y is $2,000.
Such amount i3 determined by multiplying
$10,000, the amount for which Y would be
treated under paragraph (¢)(2) of this sec-
tion as having scquired the property if it
were not short-term lease property, by 13,
and by reducing the amount so determined
($6,000) by %2 of such amount ($4,000) to
$2,000.

(e) The qualified investment of X is $4.000.
Such amount Is determined by multiplying
the amount of X's qualified investment de~
termined under section 46(c) without regard
to this section ($10,000) by 8.

(f) L »

(1) L

(v) The estimated useful life category
of the property (or properties) in the
hands of the lessor, that is, 3 years or
more but less than 5 years, 5 years or
more but less than 7 years, or T years
or more;

(vi) The amount for which the lessee
(or sublessee) is treated as having ac-

quired the leased property under para-
graph (¢) (2) or (3) of this section; anq

- . . - -

(2) Time for making election. The
statement referred to in subparagraph
(1) of this paragraph shall be filed with
the lessee on or before the due date (in-
cluding any extensions of time) of the
lessee’s return for the lessee’s taxable
year during which possession of the prop-
erty is transferred to the lessee, except
that if such taxable year ends after
March 31, 1971, and before December 11,
1971, the statement shall be filed with the
lessee on or before the due date (inclug-
ing any extensions of time) of the lessee’s
return for such taxable year, or on or
::etf:re October 24, 1972, whichever is
ater,

- - » - .

(g) L . »

(2) Manner and time for making gen-
eral election. The general election of a
lessor with respect to a taxable year of
a lessee shall be made by filing a state-
ment with the lessee, signed by the lessor
and including the written consent of the
lessee, on or before the due date (includ-
ing any extensions of time) of the lessee’s
return for such taxable year, except that
if such taxable year ends after March 31,
1971, and before December 11, 1971, the
statement shall be filed with the lessee
on or before the due date (Including any
extensions of time) of the lessee's re-
turn for such taxable year, or on or be-
fore October 24, 1972, whichever is later.
Such statement of general election shall
contain:

- - . - »

(4) Information requirement. If a les-
sor, with respect to a taxable year of the
lessee, makes a general election under
this paragraph, such lessor shall pro-
vide such lessee, on or before the date
required for filing the statement under
subparagraph (2) of this paragraph,
with a statement (or statements) con-
taining the information required by par-
agraph (f) (1) di), dv), (v), and vi)
of this section with respect to all prop-
erties possession of which is transferred
under lease by the lessor to the lessee
during such taxable year.

- . - - .

PAR. 13. The third sentence of § 1.48-4
(j) is deleted and the following is in-
serted in leu thereof:

§ 1.48-4 Election of lessor of new sec-
tion 38 property to treat lessce as
purchaser.

» . - - .

(i) * * * In the case of a taxable year
ending after March 31, 1971, and before
December 11, 1971, a summary state-
ment may be filed on or before the due
date (including any extensions of time)
of the return or on or before October 24,
1972, whichever is later, with the In-
ternal Revenue Service Center with
which the return has been filed. * * *

- L] . - L4
Par. 14, Paragraph (a) (1) of §1.48-5
is amended by revising the sixth sen-
tence thereof to read as follows:
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£ 1.48-5 Electing small business cor-
porations.

(a) In general. (1) * * * The useful
life categories are: (i) 3 years or more
but less than 5 years; (i) 5 years or
more but less than T years; and diD) 7
years or more. * * *

Par. 15. Paragraph (a) (1) of §1.48-6
{s amended by revising the sixth sentence
thereof to read as follows:

§1.48-6 Estales and trusis.

(a) In general. (1) * * * The useful
life categories are: (1) 3 years or more
but less than 5 years; (ii) 5 years or more
but less than 7 years; and (ii) T years

ormore. * * *
o L - - »

Par. 18, Section 1.49 is ameéended by re-
vising the heading thereof, by revising
section 49(a), by revising that part of
subsection (b) of section 49 that precedes
paragraph (1), by deleting subsection
(d) of section 49, and by revising the
historical note. The revised provisions
read as follows:

§ 1,49 Statutory provisions; termination
for period beginning April 19, 1969,
and ending during 1971.

sec. 49. Termination of credit jor period
beginning April 19, 1969, and ending during
1971—(a) General rule. For purposes of this
subpart, the term ‘“section 38 property" does
not include property—

(1) The physical construction, reconstruc-
tlon, or erection of which is begun after
April 18, 1969, or &

(2) Which is acquired by the taxpayer
after April 18, 1969, other than pretermina-
tion property, This subsection shall not apply
1o property described in section 50.

(b) Pretermination property. For purposes
of this subpart—* * ¢

(d) [Deleted]

[Sec. 49 as added by sec. 703(a), Tax Reform
Act 1969 (83 Stat. 660); as amended by sec.
101(b), Rev. Act 1871 (85 Stat. 498) ]

Par. 17. There is added immediately
after § 1.49 the following new sections:

§1.50 Statutery provisions: restoration
of eredit.

Sec. 50. Restoration of credii—(a) General
rule. Section 49 (a) (relating to termination
of credit) shall not apply to property—

(1) The construction, reconstruction, or
erection of which—

(A) Is completed by the taxpayer after
August 15, 1971, or

(B) Is begun by the taxpayer after March
31, 1971, or

(2) Which is acquired by the taxpayer—

(A) After August 15, 1971, or

(B) After March 31, 1871, and before
August 16, 1971, pursuant to an order which
the taxpayer establishes was placed after
March 31, 1971,

(b) Transitional rule, In applying section
46(c)(1)(A) In the case of property de-
scribed in subsection (a)(1)(A) the con-
struction, reconstruction, or erection of
which is begun before April 1, 1971, there
shall be taken into account only that por-
tion of the basis which 1s properly attribut-
eble to construction, reconstruction, or erec-
tion after August 15, 1971. This subsection
shall not apply to pretermination property
(within the meaning of section 49(b)).
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[Sec. 50 as added by sec. 101(a), Rev, Act
1971 (85 Stat. 498) ]

§ 1.50-1 Restoration of credit.

(a) In general.Section 49(a) (relating
to termination of credit) does not apply
to property—

(1) The construction, reconstruction,
or erection of which by the taxpayer—

(i) Is completed after Augus’ 15, 1971,
or

(i) Is begun after March 31, 1971, or

(2) Which is acquired by the tax-
payer—

(i) After August 15, 1971, or

(ii) After March 31, 1971, and before
August 16, 1971, pursuant to an order
which the taxpayer establishes was
placed after March 31, 1971.

(b) Transitional rule. In the case of
property (other than pretermination
property) the construction, reconstruc-
tion, or erection of which by the tax-
payer is begun before April 1, 1971, and
completed after August 15, 1971, there
shall be taken into account as the basis
of new section 38 property in determin-
ing qualified investment only that por-
tion of the basis which is properly attrib-
utable to construction, reconstruction,
or erection after August 15, 1971,

(e) Principles to be applied. The prin-
ciples of §1.48-2 (b) and (c) shall be
applied in determining when property is
acquired and in determining that portion
of the basis of property properly attrib-
utable to construction, reconstruction, or
erection after August 15,1971,

PAR. 18. Paragraph (b) of § 1.167{a)-1
is amended by adding the following new
sentence at the end thereof:

§ 1.167(a)=1 Depreciation in general.

(b) * * * If a taxpayer claims an in-
vestment credit with respect to an asset
for a taxable year preceding the taxable
year in which the asset is considered as
placed in service under § 1.167(a)-10(b)
or § 1.167(a)~11(e), the useful life of the
asset under this paragraph shall be the
same useful life assigned to the asset
under § 1.46-3(e).

§ 1.169 [Amended]

Par. 19. Section 1,169 is amended by
deleting subsection (h) of section 169,

§ 1.169-1 [Amended]

Par. 20. Section 1.169-1 is amended by
deleting subparagraph (4) of para-
graph (a).

Par, 21. Section 1.1245 is amended by
revising section 1245(a) (3) (B) (i), by
adding subdivision (iii) to section 1245
(a) (3) (B), and by revising the historical
note. The revised and added provisions
read as follows:

§ 1.1245 Siatutory provisions; gain
from dispositions of certain deprecia-
ble property ; recomputed basis.

Sec. 1245, Gain from dispositions of certain

depreciable property—(a) General rule, * * *

(3) Section 1245 property. * * *
B) . 0
(1) Constituted a research facllity used in
connection with any of the activities referred
to in clause (1), or
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(1) Constituted a facility used in con-
nection with any of the actlvities referred
to in clause (1) for the bulk storage of fungi-
ble commodities (including commodities in
a liguid or gaseous state),

[Sec. 1245 as added by sec, 13(a), Rev. Act
1962 (76 Stat. 1032) ; amended by sec. 203 (d),
Rev. Act 1964 (78 Stat. 35); amended by secs,
212(a) and 704(b) (4¢), Tax Reform Act 1069
(83 Stat. 571, 670); amended by sec. 104(a)
(2), Rev. Act 1971 (85 Stat, 501) ]

[FR Doc.72-14437 Filed 8—24—72;8:4.8 am]

[T.D. 7204]
65-DAY RULE

Accumulation Trusts; Credit for Taxes
Paid By the Trust

On February 9, 1971, notice of pro-
posed rule making to conform the In-
come Tax Regulations (26 CFR Parts 1
and 13) and the regulations on proce-
dure and administration (26 CFR Part
301) under sections 643, 652, 663, 665,
666, 667, 668, 669, and 6401 of the In-
ternal Revenue Code of 1954 to section
331 of the Tax Reform Act of 1969 (83
Stat. 592) was published in the FEDERAL
REGISTER (36 F.R. 2607), After consid-
eration of all such relevant matters as
was presented by interested persons re-
garding the rules proposed, the amend-
ments so proposed are adopted subject
to the changes set forth below:

1. Section 1.643(a)-4 as set forth in
paragraph 1 of the notice of proposed
rule making is changed to read as
set forth below.

2. Section 1.643(b)-2 as set forth in
paragraph 2 of the notice of proposed
rule making is changed to read as set
forth below.

3. Section 1.652(b)-1 as set forth in
paragraph 3 of the notice of proposed
rule making is changed to read as set
forth below.

4. Section 1.663(b)-1 as set forth in
paragraph 4 of the notice of proposed
rule making is changed by revising para-
graphs (a) (1) and (a) (2) 1) to read as
set forth below.

5. Section 1.663(b)-2 as set forth in
paragraph 4 of the notice of proposed
rule making is changed by revising para-
graph (a) to read as set forth below.

6. Section 1.865(a)-0A as set forth in
paragraph 5 of the notice of proposed
rule making is changed by deleting para-
graph (e) and by revising subparagraphs
(1), (2), and (3) of paragraph (a) to
read as set forth below. —

7. Section 1.665(a)-1A as set forth.in
paragraph 5 of the notice of proposed
rule making is changed by revising para- ",
graphs (a)(2) and (¢) to read as
follows: ‘.

8. Section 1.665(b)-1A as set forth in
paragraph 5 of the notice of proposed
rule making is changed by revising para-
graphs (a) and (b), by adding a new
subparagraph (3) to paragraph (¢), and
by adding a new example (4) to para-
graph (d). These revised provisions read
as set forth below.

9. Section 1.665(b)-2A as set forth in
paragraph 5 of the notice of proposed
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